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Unrelated Business Income Tax Worksheet

Attached is the Unrelated Business Income Tax Worksheet. The worksheet is to be completed by
the campus and returned to the Chancellor’s Office to facilitate the preparation and filing of the
systemwide Form 990-T tax return. Also attached is information that may be used to assist the
campus in completing the worksheet, including:

eCampus Tax Coordinator Roster

eExempt Organization Accountancy Group, Inc. - UBIT Overview

eComprehensive UBIT Test — Please return with Completed Worksheets (may not be all inclusive)
eIncome Summary Worksheet

eExpense Summary Worksheet

eDepreciation Worksheets

oPrior Years Depreciation Schedule

ePrior Year Taxable Income Listing

eTax Worksheet

#2004 Instructions for Form 990-T

¢|RS Publication 598, Tax on Unrelated Business Income of Exempt Organizations (Rev. March 2005)

The Prior Years Tax Worksheet displays the tax liability or net operating loss carry-forward from
fiscal years 1995/96 through 2003/04 for each campus. Campuses with a tax liability will be billed for any net
tax liability after the 2004/05 990-T has been completed.

For your convenience we have made the worksheets available online in Excel format, and can be found in
Attachment A.

If you have any questions, please contact Criselle Espiritu at (562) 951-4394 or e-mail cespiritu@calstate.edu

GVA:tp AD 05-05 / Attachment A / Attachment B

FOA Administration

Presidents (without attachments)

Financial Managers

Accounting Officers

Vice Presidents for Administration

Mr. Richard P. West (without attachments)
Mr. Dennis Hordyk



UNRELATED BUSINESS INCOME TAX WORKSHEET
For the Year Ending June 30, 2005

Campus:

Instructions: Prepare this worksheet using the attached 2004 instructions for Form 990-T Exempt Organization Business
Income Tax Return and the following information:

Included in this worksheet: List of UBIT Tax Coordinators per campus, prior year depreciation worksheets,

tax worksheet,

All campuses are required to complete the UBIT worksheet. Campuses that do not have any reportable income
must still complete PART V, sign, and submit the worksheet.

The information provided by the campuses will be consolidated and used to prepare the CSU 990-T. As such, it
is critical that all information be complete and accurate.

The worksheet is to be prepared using fiscal 2004 / 05 data.

All unrelated business income should be reported. The $1,000 minimum taxable income threshold indicated in
the instructions should be ignored.

The worksheet contains only the parts of the 990-T that could be needed by a campus. Portions of the worksheet
that are not applicable to your campus should be marked "n/a."

Indirect expenses allocated must be directly related to the income.

Assets used for the production of unrelated business income must be depreciated rather that directly expensed.
Campuses depreciating assets must complete the Depreciation Schedule to provide the information necessary for

the compilation of Form 4562, Depreciation and Amortization. The Prior Years Depreciation Schedule identifies

assets previously depreciated on prior tax returns. Specific instructions are available in IRS Publication 946,

How to Depreciate Property.

Questions about preparing the worksheet can be referred to your campus counsel or the Chancellor's Office.

Submit worksheet and schedules no later than November 1, 2005 to:

The California State University
Office of the Chancellor
401 Golden Shore Drive, 5th Floor
Long Beach, CA 90802-4210
Attention: Criselle Espiritu, Tax & Legislation Accountant




Campus Tax Coordinators / UBIT Preparers

CAMPUS CONTACT PHONE FAX E-MAIL
BAKERSFIELD Suzanne Muller (661) 664-2437  (805) 664-2134 smuller@csub.edu
CHANNEL Art Flores (805) 437-8423  (805) 437-8424 aflores@csuci.edu
ISLANDS Emily Deakin (805) 437-8593 emily.deakin@csuci.edu
CHICO William Jones (530) 898-5103  (530) 898-6872 wjones@csuchico.edu
Michelle Korte (530) 898-6231 mkorte@csuchico.edu
DOMINGUEZ Brian Dahm (310) 243-3188  (310) 217-6963 bedahm@csudh.edu
HILLS Kathleen Hughes  (310) 243-2420 khughes@csudh.edu
Dave Mcculloch ~ (310) 243-2849 dmcculloch@csudh.edu
FRESNO Janice Loo (559) 278-6921  (559) 278-4398 janicel@csufresno.edu
FULLERTON Lydia Rodriguez ~ (714) 278-5380 (714) 449-5816 Irodriguez@fullerton.edu
Greg Sweet (714) 278-5671 gsweet@exchange.fullerton.edu
HAYWARD John Abbey (510) 885-3642  (510) 885-4258 jabbey@csuhayward.edu
Chaing Jandro (510) 885-2749 cjandro@csueastbay.edu
HUMBOLDT Lori Rudebock (707) 826-3521 (707) 826-3334 rudebock@humboldt.edu
Ben Hylton (707) 826-3306
LONG BEACH Shawn McCown  (562) 985-7681 smccown@csulb.edu
LOS ANGELES Thomas Leung (213) 343-3571  (213) 343-6437 Tleung@cslanet.calstatela.edu
Yuet Lee (323) 343-3602 Yklee@cslanet.calstatela.edu
Steve Chan (323) 343-6223 scahn@cslanet.calstatela.edu
MARITIME Ken Toet (707) 654-1085 ktoet@csum.edu
MONTEREY BAY | William Musselman (831) 582-4689 William musselman@csumb.edu
NORTHRIDGE Robert Barker (818) 677-2305 (818) 677-3845 Robert.barker@csun.edu
John Darakjy John.darakjy@csun.edu
POMONA Joyce Wagar (909) 869-6892 ilwagar@csupomona.edu
Edward W. Shore  (909) 869-2611 ewshore@csupomona.edu
SACRAMENTO Kathi McCoy (916) 278-7439  (916) 278-4788 mccoyk@skymail.csus.edu
Stewart McConnell (916) 278-7968 mcconnells@csus.edu
SAN Sheryl Pytlak (909) 880-5153  (909) 880-7604 Spytlak@wiley.csusb.edu
BERNARDINO Carla Williamson  (909) 880-3988 Carla@csusb.edu
SAN DIEGO Valerie Carter (619) 594-3595 (619) 594-6022 vcarter@mail.sdsu.edu
Lorretta Leavitt (619) 594-6303 Leavitt@mail.sdsu.edu
SAN FRANCISCO Franz Lozano (415) 405-3736  (415) 338-2461 franz@sfsu.edu
Bon Bitonio (415) 338-2589 bonb@sfsu.edu
SAN JOSE Shawn Bibb (408) 924-1663  (408) 924-1892 sbibb@sjsu.edu
Paul Siegel (408) 924-1662 psiegel@sjsu.edu
SAN LUIS OBISPO| Lorlie Leetham (805) 756-5421  (805) 756-6222 lleetham@calpoly.edu
Marc Benadiba mbenadib@calpoly.edu
SAN MARCOS Shirley Brady (760) 750-4459 sbrady@csusm.edu
Alice Chary (760) 750-4480 achary@csusm.edu
SONOMA Brian Orr (707) 664-4462 (707) 664-4000 Brian.orr@sonoma.edu
Letitia Coate (707) 664-2886 Letitia.coate@sonoma.edu
STANISLAUS Jim Phillipps (209) 667-3241  (209) 667-7053 jphillips@csustan.edu
CHANCELLOR'S Lam Le (562) 951-4386  (562) 951-4865 lhle@calstate.edu
OFFICE Raquel Bazan (562) 951-4637 rbazan@calstate.edu
(

Criselle Espiritu

562) 951-4394

cespiritu@calstate.edu
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Exempt
Organizations

ACCO untanc 345 South Figueroa Street
y Suite M-12 Telephone: 213-972-4033
G rou p, IncC. Los Angeles, California 90071 Facsimile: 213-972-4034

Overview of Unrelated Business Taxable Income

While generally exempt from Federal income tax, most nonprofit organizations are
subject to tax on any unrelated trade or business income.

A nonprofit organization is generally deemed to have unrelated business taxable income
when it realizes gross income from any regularly conducted trade or business that is not
substantially related to its exempt purposes. A specific business activity will ordinarily
be deemed to be regularly carried on if it is conducted with a frequency, continuity, and
manner of pursuit comparable to the conduct of the same or similar activity by a taxable
organization.

Furthermore, an activity will generally be deemed a trade or business if it is unrelated and
conducted with a profit motive; gross income from an activity carried on without a profit
motive excludes that income from classification as unrelated business taxable income.

The income from a trade or business activity that is regularly conducted can further
escape classification as unrelated business taxable income if the activity is substantially
related to the exempt purposes. To be substantially related, the business activity must
contribute importantly to the accomplishment of a purpose for which the nonprofit
organization was granted exemption, other than the mere production of income to support
such purpose. That is, the activity must have a substantial causal relationship to the
achievement of the exempt purpose.

The general rule can be summarized by looking at three distinct factors. To escape the
tax on UBI, the activity must meet one of the following:

= Substantially Related: The activity is substantially related to the
nonprofit’s exempt purpose. To be substantially related, the activity must
contribute importantly to the exempt purpose.

= Not a Trade or Business: The activity does not constitute a trade or
business, which presents sufficient likelihood of unfair competition with
taxable entities. To be considered a trade or business, the activity must be
conducted with a profit motive.

Copyright © 2004 by EO Accountancy Group, Inc.
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= Not Regularly Carried On: The activity is carried on sporadically or
infrequently as compared to a commercial enterprise, which is carried on
regularly throughout the year or season.

If the activity meets one of the factors listed above, the activity does not meet the
definition of an unrelated trade or business and therefore, is not subject to tax. In
addition, there are various other ways to exclude income from the definition of UBI. For
example, Code Sec. 513(a) states that the term unrelated trade or business does not
include:

(1) Any trade or business in which substantially all the work (85%) in carrying on
the trade or business is performed for the organization without compensation; or

(2) Any trade or business carried on by an organization described in Code Sec.
501(c)(3) primarily for the convenience of its members, students, patients,
officers or employees; or

(3) Any trade or business that consists of selling merchandise, substantially all

(85%) of which has been received by the organization as gifts or contributions
(this is commonly referred to as the “Thrift Shop exception”).

Substantially Related Requirement

An income-producing activity, which is a trade or business that is regularly carried on,
will not be subject to the UBIT if such activity is "substantially related" to the
organization's exempt purposes. To be substantially related, the business activity must
contribute importantly to the accomplishment of a purpose for which the organization is
granted an exemption, other than the mere production of income which is used for
exempt purposes: i.e., the activity must have a substantial causal relationship to the
achievement of an exempt purpose.

There are three basic questions to be considered in determining whether a substantial
causal relationship exists:

1. What are the exempt purposes of the organization?
2. What is the income-producing activity?

3. What is the relationship of the activity to the exempt purposes?

Copyright © 2004 by EO Accountancy Group, Inc.
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When determining the relatedness of an activity, it is important to evaluate the answers to
the aforementioned questions.

Trade or Business Requirement

One of the prerequisites for an income-producing activity to be subject to the UBIT is
that the activity must, in fact, be a "trade or business.” For UBIT purposes, a trade or
business is any activity which is: (1) carried on for the production of income from the
sale of goods or performance of services; (2) presents sufficient likelihood of unfair
competition with taxable entities; and (3) is not substantially related to the performance
of exempt functions. Also, an activity meeting the above definition does not lose its
identity as a trade or business merely because it is carried on within a larger complex of
other endeavors, which are related to an organization's exempt purposes.

There are two basic types of income-producing activities, which are excluded from the
definition of trade or business:

= "Passive" activities, as enumerated in 8512(b) of the Internal Revenue Code of
1986 as amended (IRC) and as discussed below; and

= Activities conducted without a profit motive.

Passive Activities

Pursuant to IRC 8512(Db), the following generally are not income derived from
a trade or business:

Dividends

Interest

Annuities

Royalties

Rental income from real property

Gains or losses from the sale, exchange or other disposition of
property, provided such property is not:

a. Stock in trade or other property of a kind which would properly
be includable in inventory; or

b. Property held primarily for sale to customers in the ordinary
course of a trade or business.
e Research grants

Copyright © 2004 by EO Accountancy Group, Inc.
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Profit Motive

For UBIT purposes, the term "trade or business™ has the same meaning it has in IRC
8162. The Tax Court, citing Commissioner v. Groetzinger, 480 U.S. 23, 35 (1987) has
stated that:

"To be a trade or business, the taxpayer must be involved in the activity in
question with continuity and regularity and 'the taxpayer's primary
purpose for engaging in the activity must be for income or profit'."
(Emphasis added.) West Virginia State Medical Association, 91 T.C. 651,
659 (1988), aff'd, 882 F.2d 123 (4th Cir. 1989).

In United States v. American Endowment, 477 U.S. 105, 110, note 1 (1986), the Supreme
Court stated:

"The standard test for the existence of a trade or business for purposes of
[IRC] 8162 is whether the activity 'was entered into with the dominant

hope and intent of realizing a profit'.

Thus, several Courts of Appeals have adopted the 'profit motive' test to determine
whether an activity constitutes a trade or business for purposes of the UBIT. In addition,
the Ninth Circuit Court of Appeals has addressed the profit motive issue in a UBIT case
in the context of a social club's taxability under IRC 8512(a)(3)(B). Although the
language of IRC 8512(a)(3)(B) is slightly different from that of IRC §512(a)(1), the
Ninth Circuit's position is quite clear:

"We conclude that the Club can properly deduct losses from non-member
activity only if it undertakes that activity with the intent to profit, where
profit means the production of gains in excess of all direct and indirect
costs. * * * We cannot accept the proposition that the Club's intent to
derive economic benefit from non-member activity, before considering
indirect costs, satisfies the profit requirement that should be read into
[IRC] 8512(a) when a loss deduction is sought.”

However, the mere fact that an activity entered into with a profit motive fails to result in

profit for any particular period does not preclude that activity from being considered a
trade or business.

Copyright © 2004 by EO Accountancy Group, Inc.
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Reqgularly Carried On Requirement

UBIT applies only to an unrelated trade or business, which is regularly carried on, as
distinguished from commercial transactions, which are sporadic or infrequent.

The Internal Revenue Code does not describe the criteria to be used in determining
whether a trade or business is regularly carried on. In general, the Regulations provide
that the determination of whether a trade or business is "regularly carried on" should be
based on the frequency and continuity with which the income-producing activities are
conducted and the manner in which they are pursued.

Applicable Rules

In determining whether intermittently conducted activities are regularly carried on, the
manner of conduct of the activities must be compared with the manner in which
commercial activities are normally pursued by non-exempt organizations. For example, a
competitive or promotional effort, as is typical of commercial endeavors, can cause a
discontinuous or periodic activity to be considered "regularly carried on."

Certain intermittent income producing activities occur so infrequently that neither their
recurrence nor the manner of their conduct will cause them to be regarded as a regularly
carried on trade or business. The Treasury Regulations do not define "intermittent,” but
do provide that 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 occasionally
or sporadically. The Tax Court has interpreted "intermittent activity" to mean an activity
which is not conducted by the tax-exempt organization on a year-round basis. If
normally conducted only on a seasonal basis, the activity is intermittent if it is not
conducted for substantially the full season. Veterans of Foreign Wars, Department of
Michigan, 89 T.C. 7, 32 (1987).

Furthermore, an activity will not be regarded as regularly carried on merely because it is
conducted on an annually recurrent basis. Accordingly, income derived from the conduct
of an annual dance or similar fund raising event would not be income from a trade or
business regularly carried on.

In Suffolk County Patrolmen's Benevolent Association, 77 T.C. 1314 (1981), the exempt
organization solicited advertising for the program of an annual vaudeville-type show over
an 8 to 16 week period. The Tax Court noted, "Nowhere in the regulations or the
legislative history of the tax on unrelated business income is there any mention of time
apart from the duration of the event itself." Since the event involved in the case was an

Copyright © 2004 by EO Accountancy Group, Inc.
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annual fund raising event (and, therefore, not regularly carried on), the Court concluded
that the advertising was not regularly carried on.

Passive Income

In General

As indicated above, the IRC excludes most types of passive income from the definition of
unrelated business taxable income. IRC section 512(b)(1) excludes all dividends,
interest, payments with respect to securities loans, and annuities from tax. IRC section
512(b)(2) excludes all royalties whether measured by gross or taxable income from tax.
IRC section 512(b)(3) excludes certain types of rental income from tax as further
discussed below.

Rental Income From Personal Property

Income generated by the rental of personal property (i.e., property other than real estate)
is generally taxable unless the personal property is rented in conjunction with the rental
of real property. However, the income may not be subject to unrelated business income
tax if the rental of the personal property is either not regularly carried on, substantially
related to the lessor's exempt purposes, without a profit motive, or primarily for the
convenience of students, faculty or staff.

When personal property is rented with real property, the rental income must be allocated
between the personal property and the real property. If the rent allocable to the personal
property is not more than 10 percent of the total rent, then all the rent is deemed
attributable to the real property. None is subject to tax as rent from personal property. If
the rent allocable to the personal property is more than 10 percent of the total but not
more then 50 percent thereof, the amount so allocable is potentially subject to unrelated
business income tax. Finally, if more than 50 percent of the total rent is attributable to
the personal property, all of the rental income from jointly leased real and personal
property is potentially subject to unrelated business income tax.

Rental Income From Real Property

Rental income from real estate is normally excludable from unrelated business income.
Consideration received for granting another party a temporary right to occupy real
property is considered rent from real property if such compensation fairly represents the
value of the use of the property and does not reflect the rendition of any significant
services that are primarily for the convenience of the temporary occupant.

Copyright © 2004 by EO Accountancy Group, Inc.
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Rental income from real property is potentially taxable in the following instances:
* The real property is debt financed.

* The amount of the rental income depends in whole, or in part (whether
directly or indirectly), on the income or profits derived by any person from the
leased property. However, an amount based on a fixed percentage of the
gross receipts or sales derived by the lessee is permissible.

* The rent is received from a controlled organization.
» Services are rendered for the occupant.

Nevertheless, the rent will not be taxable in any of the above instances if the real property
rental is either not regularly carried on, substantially related to the lessor's exempt
purposes, without a profit motive, or primarily for the convenience of students, faculty or
staff.

The Services Problem

The provision of services for the occupant in connection with the rental of real property
can cause the income to be treated as income from services rather than rent from real
property. Services are considered rendered for the occupant if they are primarily for
his/her convenience and are other than those usually rendered in connection with the
rental of rooms or other space for occupancy only. For example, the furnishing of maids
or food is considered a service to the occupant. Similarly, the operation of the box office
and concession stand has been treated as services for the lessee of an auditorium.
However, the furnishing of utilities, cleaning of public areas and collection of trash are
not considered services for the occupant. Also, the provision of janitorial services
appears permissible.

Determination of Unrelated Business Taxable Income

"Unrelated business taxable income™ is generally defined as the gross income derived by
an organization from an unrelated trade or business less the deductions, which are
directly connected with the carrying on of such trade or business. For each unrelated
activity, the income generated and the expenses related to that activity must be
determined. Expenses related to a separate but related activity which is partially funded
by the unrelated activity cannot be used to offset the unrelated income.

Copyright © 2004 by EO Accountancy Group, Inc.
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For example, income generated from unrelated usage of a nonprofit facility may be used
to help fund other programs which are deemed related to the nonprofit’s exempt function.
Even though the income from the facility is used to help fund these related programs, the
expenses attributable to the related program cannot offset income from the unrelated
activity.

In computing the taxable income of an activity, the first step is to identify the gross
revenue generated by the activity. For an activity generating both taxable and nontaxable
income, the revenue is divided between the exempt and nonexempt sources. Once the
taxable revenue is determined, the direct and indirect allocable expenses attributable to
the activity must be calculated. Where a facility is used both to carry on exempt
activities and to conduct unrelated activities, direct expenses (building depreciation,
utilities, department related expenses, administration expenses, etc.) attributable to such
facilities are allocated between the two uses on a reasonable basis.

Copyright © 2004 by EO Accountancy Group, Inc.



Comprehensive UBIT Test

(Adopted from the Procedures for Identifying Unrelated Business Activities Carried on at
the University of California, revised by the CSU/CO September, 2004)

Activity:

Campus

Which department handles the activity’s fund?

How much revenue does the activity earn a year? (Can be estimated or annualized)

$

What is/are the primary purpose(s) of this activity? What are the activity’s goals in five
years?

List all plant assets (machines, automobiles, computers, etc...) and their respective
costs associated with this activity:

How often is the activity being done (once a year, once every six months, continuously,
etc...)?

Is the activity carried out as a business or an occasional event?

Is the activity substantially related to the business of higher education? Why?

Does the activity further the purpose of the CSU’s primary mission of higher
education? Why or why not?

Does the activity contribute importantly to the accomplishment of the exempt goal,
which is higher education? Explain

Do students participate in this activity? If yes, in what capacity?

Who is the primary market group of the activity?




Does the activity involve a voluntary workforce? Is the voluntary labor 85% or more of
the total labor force?

Where is this activity located?

Are the goods sold either donated or made by the principal participants
(employees/volunteers)?

If any rent or lease is collected, what exactly is being rented?
Personal property, real property or Summer sport camps?

Does the facility being rented include a mix of real property and personal property? If
yes, what percentage represents personal property?

Are there any additional services offered with rent of real property outside the normal
relationship between Landlord and tenants?

Are the prices charged higher, lower, or in line with for-profit competitors?

Is this activity advertised? If yes, state where and in what capacity.

Does the activity have any contracts or exclusive selling rights from outside corporations
or companies? If yes, state details of all contracts (soft drink providers etc.).

Does the organization receive any advertising income? If yes, what campus’ periodicals
such as magazines/new letters etc?

Does the organization receive any income from endorsement by the University on any
athletic sport events, equipment, contests, broadcasting rights or air advertising?

Does the organization receive any income from Corporate sponsorship?
If yes, what types of sponsorship? (corp. name, logos, slogans, product lines etc)

Does the organization internally manage any insurance programs, affinity cards, or
mailing list sales or rentals?




Does the organization receive income from parking lot fees collected at an event such as
rock concert in school’ auditorium or sport event?

Does the organization receive income from the operation of any in-house printing,
copying... facilities, or outside business services such as concessions for foods etc?

Does the alumni organization of the school receive any income from organizing travel
tours or placing alumni members for employment?

Does the organization receive any income from any Website activities such as
advertisements, hot links, digital information, software, digitized music, products or text
or video images?

Any sponsor get gifts (i.e. movie tickets, free rent of equipment, subscriptions, etc) for
their support?

Does the organization receive debt-financed income during the year? The income may
come from margin debt on investments or through a partnership, an S corporation, or
bond-financed reserves?

If there is a partnership agreement, please attach it.

Is this activity subject To UBIT? Yes No
State exactly why:




Campus:

Unrelated Business Income Summary:

Campus should summarize unrelated business income by category (i.e., corporate sponsorships,
film fees, stadium rentals, etc.). This is the Gross Income by source; which should also be

listed in part | (column A) below:

Source: Amount

$

Total (Line 13, column A) $

PART | Unrelated Business Income (A) Income (B) Expenses

la |Gross receipts or sales $
b [Less returns and allowances $
2 |Cost of goods sold (Schedule A, line 7)
3 |Gross profit (subtract line 2 from line 1c)
4a |Capital gain net income (attach Schedule D)
b |Net gain (loss)(Form 4797, Part Il, line 18)
(attach Form 4797)
¢ |Capital loss deduction for trusts
Income (loss) from partnerships (attach statement)
Rent Income (Schedule C)
Unrelated debt-financed income (Schedule E)
Interest, annuities, royalties, and rents from controlled
organizations (see page 7 of instructions)
9 |Investment income of a section 501(c)(7), (9), or (17)
organizations (schedule G)

0 ~NO O
[e] IaN] [ep] [&)]

10 [Exploited exempt activity income (Schedule 1) 10
11 |Advertising Income (Schedule J) 11
12 |Other income (see page 8 of instructions-attach 12

schedule)
13 |TOTAL (combine lines 3 through 12) 13
SCHEDULE A- COST OF GOODS SOLD

Method of inventory valuation: Lower of cost or market
1 |Inventory at beginning of year 1 1
2 |Purchases 2
3 |Cost of Labor 3
4a |Additional section 263A costs (attach schedule) 4da

b |Other costs (attach schedule) b

5 |TOTAL - Add lines 1 through 4b 5
6 |Inventory at end of year 6
7 [Cost of goods sold. Subtract line 6 from line 5. (enter here and on line 2, Partl) 7
8 |Do the rules of section 263A (with respect to property produced or

acquired for resale) apply to the organization? |:| Yes |:| No




PART Il Deductions Not Taken Elsewhere (See page 8 of the instructions for limitations on

deductions.) (Except for contributions, deductions must be directly conncected with the

unrelated business income.)
14 | Compensation of officers, directors, and trustees (Schedule K) 14
15 | Salaries and wages 15
16 | Repairs and maintenance 16
17 | Bad debts 17
18 | Interest (attach schedule) 18
19 | Taxes and licenses 19
20 | Charitable contributions (see page 11 of instructions for limitation rules) 20
21 | Depreciation (attach Form 4562) 21
22 | Less depreciation claimed on Schedule A or elsewhere on return 22a 22b
23 | Depletion 23
24 | Contributions to deferred compensation plans 24
25 | Employee benefit programs 25
26 | Excess exempt expenses (Schedule I) 26
27 | Excess readership costs (Schedule I) 27
28 | Other deductions (attach schedule) 28
29 | TOTAL DEDUCTIONS (add lines 14 through 28) 29
30 | Unrelated business taxable income before net operating loss deduction 30

(subtract line 29 from line 13)
31 | Net operating loss deduction (from Prior Years Tax Worksheet) 31
32 | Unrelated business taxable income (subtract line 31 from line 30) 32

Part IV Tax and Payments
40a | Foreign tax credit (corporations attach Form 1118; trusts attach Form 1116)
b | Other credits (see page 14 of the instructions)
¢ | General business credit. Check here and indicate which forms are attached:
[ Form 3800 LI Form (specify) >

PART V Statements Regarding Certain Activities and Other Information
(see instructions on page 15) Yes

No

1 Atany time during the 2004 calendar year, did the organization have an interest in or a signature or
other authority over a financial account in a foreign country (such as a bank account, securities

account, or other financial account)? If " Yes," enter the name of the foreign country here.
>

2 During the tax year, did the organization receive a distribution from, or was it the grantor of, or
transfer to a foreign trust?
If "Yes," see page 15 of the instructions for other forms the organization may be required to file.

3 Enter the amount of tax-exempt interest received or accrued during the tax year.
> $

Under penalties of perjury, | declare that | have examined this worksheet, including accompanying schedules and
statements, and to the best of my knowledge and belief, it is true, correct, and complete.

Signature of Campus President Date




Form 990-T (2004) Page 3

Schedule C—Rent Income (From Real Property and Personal Property Leased With Real Property)
(See instructions on page 16.)

1 Description of property

>

w
=

Y
=

2 Rent received or accrued

3 Deductions directly connected with the income in

a) From personal property (if the percentage of rent
(@ P property ( b Y columns 2(a) and 2(b) (attach schedule)

for personal property is more than 10% but not
more than 50%)

(b) From real and personal property (if the
percentage of rent for personal property exceeds
50% or if the rent is based on profit or income)

(
@
®)
@
Total Total
Total deductions. Enter
Total income (Add totals of columns 2(a) and 2(b). Enter here and on line 6, column
here and on line 6, column (A), Part |, page 1.) . . » (B), Part |, page 1. . »

Schedule E—Unrelated Debt-Financed Income (See instructions on page 17.)
) 3 Deductions directly connected with or allocable to
- ) 2 Gross income from or debt-financed property
1 Description of debt-financed property allocable to debt-financed - - — -
property (a) Straight line depreciation (b) Other deductions
(attach schedule) (attach schedule)
(@)
@
()
@
4 Amount of average 5 Average adjusted basis of .
acquisition debt on or or allocable to 6 Qplumn 4 7 Gross income reportable 8 Allocable deductions
/ ) divided by (column 6 X total of columns
allocable to debt-financed debt-financed property | 5 (column 2 X column 6) 3(a) and 3(b))
property (attach schedule) (attach schedule) column
@) %
@ %
@) %
@ %
Enter here and on line 7, |Enter here and on line 7,
column (A), Part |, page 1. | column (B), Part I, page 1.
Totals, . . . . . . . . . . . . . . ...
Total dividends-received deductions included in column 8 . . »

Schedule F—Interest, Annuities, Royalties, and Rents From Controlled Organizations (See instructions on page 18.)
Exempt Controlled Organizations

1 Name of Controlled
Organization

2 Employer

5 Part of column (4) that is
Identification Number

included in the controlling
organization’s gross income

6 Deductions directly
connected with income
in column (5)

3 Net unrelated income
(loss) (see instructions)

4 Total of specified
payments made

1
2
3)
4)
Nonexempt Controlled Organizations

)
)

(
(
(
(

10 Part of column (9) that is
included in the controlling

11 Deductions directly

8 Net unrelated income connected with income in

(loss) (see instructions)

9 Total of specified

7 Taxable Income payments made

organization’s gross income

column (10)

@)

@

®)

@
Add columns 5 and 10. Enter Add columns 6 and 11. Enter
here and on line 8, Column (A), here and on line 8, Column (B),
Part |, page 1. Part I, page 1.

Totals | 4

Form 990-T (2004)



Form 990-T (2004)

Page 4

Schedule G—Investment Income of a Section 501(c)(7), (9), or (17) Organization

(See instructions on page 18.)

3

1 Description of income 2 Amount of income

directly connected
(attach schedule)

Deductions

4 Set-asides
(attach schedule)

5 Total deductions
and set-asides (col. 3
plus col. 4)

M
@
®
@
Enter here and on line 9, Enter here and on line 9,
column (A), Part |, page 1. column (B), Part I, page 1.
Totals »

Schedule I—Exploited Exempt Activity Income, Other Than Advertising Income

(See instructions on page 18.)

3 Expenses
directly
connected with
production of
unrelated
business income

2 Gross
unrelated
business income
from trade or
business

1 Description of exploited activity

4 Net income
(loss) from
unrelated trade
or business
(column 2 minus
column 3). If a
gain, compute
cols. 5 through 7.

from activity that

5 Gross income

is not unrelated
business income

7 Excess exempt
expenses

6 Expenses f
attributable to | (€0lumn 8 minus
column 5, but not
column 5
more than
column 4).

(0]
@
(©)]
@
Enter here and on | Enter here and on Enter here and
line 10, col. (A), line 10, col. (B), on line 26, Part II,
Part |, page 1. Part |, page 1. page 1.
Totals. T <
Schedule J—Advertising Income (See instructions on page 19.)
Income From Periodicals Reported on a Consolidated Basis
7 Excess

2 Gross 3 Direct
1 Name of periodical ac_lvemsmg advertising costs
income

4 Advertising
gain or (loss) (col.
2 minus col. 3). If
a gain, compute
cols. 5 through 7.

5 Circulation
income

readership costs

(column 6 minus

column 5, but not
more than
column 4).

6 Readership
costs

1

3

M
@
®
(

4)

to Part I,

>

Totals
line (5))

(carry

columns 2 through 7 on a line-by-line basis.)

Income From Periodicals Reported on a Separate Basis

(For each peri

odical listed in Part Il, fill in

>

Totals, Part Il (lines 1-5)

(1)

@

[€)

[G)

(5) Totals from Part |

Enter here and on | Enter here and on Enter here and

line 11, col. (A), line 11, col. (B), on line 27, Part Il,
Part |, page 1. Part |, page 1. page 1.

Schedule K—Compensation of Officers, Directors, and Trustees (See instructions on page 19.)
3 Percent of . ’
1 Name 2 Title time devoted to | 4 Gompensation attributable to
business unrelated business
%
%
%
%
Total—Enter here and on line 14, Part I, page 1 . »

Form 990-T (2004)



Depreciation Worksheet

The worksheet should report all assets placed into service during the tax year. Additional sheets may be used if more
columns are required. Refer to instructions for Form 4562, Publication 946, campus records, and information contained
on the Prior Years Depreciation Schedule for guidance.

Asset 1 Asset 2 Asset 3 Asset 4 Total

Description of Property *

MACRS/ Other/ Listed

Classification of Property

Mo./ Yr in Service

Cost

Business Use Percentage

Section 179 Deduction

Basis for Depreciation

Residual Value

Recovery Period

Convention

Method

Depreciation Schedule:

1997/ 1998 ()

1998/ 1999 (b)

1999/ 2000 ©)

2000/ 2001 (d)

2001/ 2002 (©)

2002/ 2003 (f)

2003/ 2004 ()

2004/ 2005 (h)

2005/ 2006

2006/ 2007

2007/ 2008

2008/ 2009

2009/ 2010

2011/ 2012

Thereafter

Total Additions

1995/ 1996 from Prior Years Depreciation Schedule (i)

1996/ 1997 from Prior Years Depreciation Schedule (j)

Total depreciation expense for 2004/2005 @+ () + )+ )+ (e)+ )+ (g)+(h)+()+()

Depreciation expense shown on line 21

Depreciation expense shown on line 22a

Total depreciation expense for 2004/2005 line 22b

* (include state tag # where applicable)



Depreciation Worksheet

Description MACRS/Other Classification ~ Mo/Yr Business Use  Sec 179 Basis Residual Recovery

Campus of Property /Listed of Property in Service Cost Percentage  Deduction for Depreciation  Value Period Convention Method
Totals
EY 95/6
FU Stadium Scoreboard MACRS 10 year Aug-88 230,600 100% - 230,600 - 10 HY S/L
FU Baseball Scoreboard MACRS 11 year Feb-89 223,700 100% - 223,700 - 10 HY S/L
FU Freeway Sign MACRS 12 year Mar-89 127,362 100% - 127,362 - 10 HY SIL
ST Computer equipment MACRS 5 year Aug-91 8,892 100% - 8,892 - 5 HY 200DB
EY 96/7
PO Digital Voice Logging Recorder MACRS 5 year Sep-92 14,014 40.913% - 5,734 - 5 HY 200DB
PO Radio Dispatch Console MACRS 5 year May-93 16,549 40.913% - 6,771 - 5 HY 200DB
FU Sports Complex (note 2) MACRS 39 Year Feb-92 9,731,730 5.000% - 486,587 - 39 MM SIL
SM Modems, Modem Cards, Power Sup MACRS 5 year Apr-93 8,934 100.000% - 8,934 - 5 HY 200DB
SM Data Storage Tapes MACRS 5 year May-93 1,015 100.000% - 1,015 - 5 HY 200DB
SM Access Server MACRS 5 year Jun-93 6,580 100.000% - 6,580 - 5 HY 200DB
SM Newsserver Software MACRS 3 year Nov-92 640 100.000% - 640 - 3 HY SIL
SM ARS Server Software MACRS 3 year Sep-92 7,165 100.000% - 7,165 - 3 HY S/L
ST Public Safety Vehicle (note 1) MACRS 5 year Dec-92 21,596 22.763% - 4,916 228 5 HY 200DB
EY 97/8
SM Computer MACRS 5 year Sep-93 1,320 100.000% - 1,320 3 HY 200DB
SM Computer Software MACRS 3 year Jun-93 2,703 100.000% - 2,703 5 HY S/L
EFY 98/9
SM Computer MACRS 5 year Aug-98 1,320 100.000% 1,320 5 HY 200DB
ST Gas Carts MACRS 5 year Jul-98 26,580 100.000% 26,580 5 HY 200DB
ST Portion of Vehicle MACRS 3 year Jul-98 9,214 100.000% 9,214 3 HY 200DB
EFY 99/0
SM Computer MACRS 5 year Aug-99 1,320 100.000% 1,320 5 HY 200DB
SM Network Catalyst MACRS 5 year Sep-99 7,207 100.000% 7,207 5 HY 200DB
EY 00/01
ST Carton Sealer MACRS 5 year Oct-02 9,976 100.000% 9,976 5 HY 200DB

Note 1: Not listed property since police vehicle: Reg. section 1.274-5T(k)
Note 2: Final depreciation will be $8,822 in year 39



Prior Years Depreciation Schedule

Prior to Total

Campus 95/96 95/96 96/97 97/98 98/99 99/00 00/01 01/02 02/03 03/04 04/05 05/.06 06/07 Thereafter Depreciation
Totals - 59,944 72,741 86,532 90,761 91,056 87,114 81,247 76,831 74,382 72,287 13,053 12,477 818,425
EY 95/6
FU - 23,060 23,060 23,060 23,060 23,060 23,060 23,060 23,060 23,060 23,060 230,600
FU - 22,370 22,370 22,370 22,370 22,370 22,370 22,370 22,370 22,370 22,370 223,700
FU - 12,736 12,736 12,736 12,736 12,736 12,736 12,736 12,736 12,736 12,738 127,362
ST - 1,778 2,845 1,707 1,024 1,024 514 8,892
EY 96/7 -
PO - - 1,147 1,835 1,101 661 661 329 5,734
PO - - 1,354 2,167 1,300 780 780 390 6,771
FU - - 3,639 12,477 12,477 12,477 12,477 12,477 12,477 12,477 12,477 12,477 12,477 358,178 486,587
SM - - 1,787 2,859 1,715 1,029 1,029 515 8,934
SM - - 203 325 195 117 117 58 1,015
SM - - 1,316 2,106 1,263 758 758 379 6,580
SM - - 107 214 214 105 640
SM - - 1,194 2,388 2,388 1,195 7,165
ST - - 983 1,573 944 566 566 56 4,688
EY 97/8
SM - - - 264 422 253 152 152 77 1,320
SM - - - 451 901 901 450 2,703
EY 98/9
SM 264 422 253 152 152 77 1,320
ST 5,316 8,506 5,103 3,062 3,062 1,531 26,580
ST 3,071 4,096 1,365 682 9,214
EFY 99/0
SM 264 422 253 152 152 77 1,320
SM 1,441 2,306 1,384 830 830 416 7,207
EY 00/01
ST 1,995 3,192 1,915 1,149 1,149 576 9,976

Note 1: Not listed property since police vehicle: Reg. section 1.274-5T(k)
Note 2: Final depreciation will be $8,822 in year 39



Prior Year Taxable Income Listing 2003/2004

System-wide

Campus

Bakersfield
Bakersfield
Chico

Fresno

Fresno
Fullerton
Fullerton
Fullerton
Hayward
Humboldt

Los Angeles
Los Angeles
Los Angeles
Los Angeles
Maritime
Pomona
Sacramento
San Bernardino
San Bernardino
San Diego

San Jose

San Luis Obispo
San Marcos
Sonoma
Stanislaus

Source of income

Commissions

Parking Passes - Pool Facility
Summer Conferencing
Parking/printing/subscription fees
Facility Rental

Sports Complex Rental
Special Event Parking
Scoreboard Rental

Facility Rental

Public use of facilities

Use of facilities

Alumni Job Placement
Corperate Sponsorship
University Times

Facility Rental

Police dispatch services

Intercollegiate Athletic Contract Advertising

Facility Rental

Starbuck’s Advertising
Corporate sponsorship
Special Event Parking
Parking/ticket commissions
Facility Rental

Facility Rental

Parking fine collections



TAX WORKSHEET

Previous NOL FY 2002/2003 Cummulative Tax Tax Loss NOL
Carryfwd Income Loss Loss Liability Credit  Allowto Tax Carryfwd
2 @) ®)
Bakersfield 0 3,967 595 0
Channel Island 0 0
Chico 0 11,192 1,679 0
Dominguez Hills 0 0
Fresno 27,785 (9,831) 37,616 442 3,455 34,161
Fullerton 148,970 (96,864) 245,834 2,888 22,583 223,251
Hayward 256,929 (91,985) 348,914 4,099 32,052 316,862
Humboldt 1,769 136 1,769 21 163 1,606
Long Beach 0 0
Los Angeles 0 14,746 2,212 0
Maritime Academy 0 (8,355) 0
Monterey Bay 0 0
Northridge 0 0
Pomona 0 (1,393) 1,393 16 128 1,265
Sacramento 27,857 771 0 0 0
San Bernardino 0 11,171 0
San Diego 14,783 (94,692) 109,475 1,286 10,056 99,419
San Francisco 0 0
San Jose 1,974 41,186 1,974 6,178 23 181 1,793
San Luis Obispo 107,897 (47,190) 155,087 1,822 14,246 140,841
San Marcos 51,463 218 0 0 0
Sonoma 35,112 0 0 0
Stanislaus 5,694 (51,205) 5,694 67 523 5171
Chancellor's Office 0 0
@) @ D (€©)
Total 680,233 83,387  (401,515) 907,756 10,664 10,664 83,387 824,368
(1) Net amount to be reported on Part Il, line 30 of Unrelated Business Income Tax Return
(2) Amount to be reported on Part Il, line 31 of Unrelated Business Income Tax Return
(3) Amount to be reported on Part Il, line 32 of Unrelated Business Income Tax Return
Total Current Income 83,387 NOL Carryforward (680,233)
Total Current Loss (401,515) Current Loss (401,515)
(1) Current Combined Income & Loss (318,127) Total Loss (1,081,748)
(2) NOL Carryforward from 2001 (680,233) Loss Allow for Current Income 83,387
(3) Unrelated Business Income (Loss) (998,360) NOL Carryforward to 2003 (998,360)
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What’s New

* The IRS has established a new,
subscription-based email service for tax
professionals and representatives of
tax-exempt organizations. Subscribers
will receive periodic updates from the IRS
regarding exempt organizations tax law
and regulations, available services, and
other information. To subscribe, visit
WWW.irs.gov/eo.

* For charitable contributions of certain
property made after June 3, 2004, a
corporation must file Form 8283 and
obtain a qualified appraisal if claiming a
deduction of more than $5,000. See Form
8283.

¢ Certain charities are required to file a
new Form 8899, Notice of Income from
Donated Intellectual Property, to report
income from qualified intellectual
property.

As previously required, donees should
report all income from donated qualified
intellectual property as income other than
contributions (for example, royalty income
from a patent). Charities are not required
to report as contributions any of the
additional deductions claimed by donors
under the new section 170(m)(1).
Likewise these additional deductions are
not required to be reported on Schedule B
(Form 990-PF) and donees are not
required to comply with the substantiation
requirements of section 170(f)(8) with
regard to any donor’s additional
deductions.

* Special rules apply to charitable
contributions after 2004 of used motor
vehicles, boats, or airplanes with a
claimed value of more than $500. See
section 170(f)(12).

* The deduction for certain travel, meals,
and entertainment expenses incurred
after October 22, 2004, is limited to the
amount treated as compensation to
officers and directors. See section
274(e)(2).

¢ Gain or loss from the qualified sale,
exchange, or other disposition of a
qualified brownfield property, which was
acquired by the organization after
December 31, 2004, is excluded from
unrelated business taxable income and is
excepted from the debt-finance rules for
such property. See sections 512(b)(18)
and 514(b)(1).

Cat. No. 11292U

Photographs of Missing
Children

The Internal Revenue Service is a proud
partner with the National Center for
Missing and Exploited Children.
Photographs of missing children selected
by the Center may appear in instructions
on pages that would otherwise be blank.
You can help bring these children home
by looking at the photographs and calling
1-800-THE-LOST (1-800-843-5678) if you
recognize a child.

Unresolved Tax Issues

If the organization has attempted to deal
with an IRS problem unsuccessfully, it
should contact the Taxpayer Advocate.
The Taxpayer Advocate independently
represents the organization’s interest and
concerns within the IRS by protecting the
rights and resolving problems that have
not been fixed through normal channels.

While Taxpayer Advocates cannot
change the tax law or make a technical
tax decision, they can clear up problems
that resulted from previous contacts and
ensure that the organization’s case is
given a complete and impartial review.

The organization’s assigned personal
advocate will listen to its point of view and
will work with the organization to address
its concerns. The organization can expect
the advocate to provide:
¢ A “fresh look” at a new or on-going
problem.
¢ Timely acknowledgement.

* The name and telephone number of the
individual assigned to its case.

* Updates on progress.

¢ Time frames for action.

* Speedy resolution.

¢ Courteous service.

When contacting the Taxpayer
Advocate, the organization should be
prepared to provide the following
information:

* The organization’s name, address, and
employer identification number (EIN).

* The name and telephone number of an
authorized contact person and the hours
he or she can be reached.

* The type of tax return and years
involved.

* A detailed description of the problem.

* Previous attempts to solve the problem
and the office that was contacted.

¢ A description of the hardship the
organization is facing (if applicable).

The organization may contact a
Taxpayer Advocate by calling a toll-free



number, 1-877-777-4778. Persons who
have access to TTY/TTD equipment may
call 1-800-829-4059 and ask for Taxpayer
Advocate assistance. If the organization
prefers, it may call, write, or fax to the
Taxpayer Advocate office in its area. See
Pub. 1546 for a list of addresses and fax
numbers.

Phone Help

If you have questions and/or need help
completing this form, please call
1-877-829-5500. This toll-free telephone
service is available Monday through
Friday.

How To Get Forms and
Publications

Personal Computer

You can access the IRS website 24 hours
a day, 7 days a week, at www.irs.gov to:
® Order IRS products on line.

¢ Download forms, instructions, and
publications.

* See answers to frequently asked tax
guestions.

* Search publications on line by topic or
keyword.

¢ Send us comments or request help by
email.

* Sign up to receive local and national
tax news by email.

CD-ROM

Order Pub. 1796, Federal Tax Products
on CD-ROM, and get:

¢ Current year forms, instructions, and
publications.

* Prior year forms, instructions, and
publications.

* Frequently requested forms that may
be filled in electronically, printed out for
submission, and saved for recordkeeping.
¢ Internal Revenue Bulletins.

Buy the CD-ROM on the Internet at
www.irs.gov/cdorders from the National
Technical Information Service (NTIS) for
$22 (no handling fee) or call
1-877-CDFORMS (1-877-233-6767)
toll-free to buy the CD-ROM for $22 (plus
a $5 handling fee).

By Phone and In Person

You can order forms and publications by
calling 1-800-TAX-FORM
(1-800-829-3676). You can also get most
forms and publications at your local IRS
office.

General Instructions

Purpose of Form

Use Form 990-T, Exempt Organization
Business Income Tax Return, to:

* Report unrelated business income;

* Figure and report unrelated business
income tax liability;

* Report proxy tax liability;

¢ Claim a refund of income tax paid by a
regulated investment company (RIC) or a
real estate investment trust (REIT) on
undistributed long-term capital gain.

Who Must File

* Any domestic or foreign organization
exempt under section 501(a) or section
529(a) must file Form 990-T if it has gross
income from an unrelated trade or
business of $1,000 or more. See
Regulations section 1.6012-2(e). Gross
income is gross receipts minus the cost of
goods sold. (See Regulations section
1.61-3.)

A disregarded entity, as described
A in Regulations sections
(e 301.7701-1 through 301.7701-3, is
treated as a branch or division of its
parent organization for federal tax
purposes. Therefore, financial information
applicable to a disregarded entity must be
reported as the parent organization’s
financial information.
¢ Organizations liable for the proxy tax
on lobbying and political expenditures
must file Form 990-T. See the line 37
instructions on page 13 for a discussion
of the proxy tax. If your organization is
only required to file Form 990-T because
of the proxy tax, see Proxy Tax Only
under Which Parts To Complete, on page
4,
* Colleges and universities of states and
other governmental units, as well as
subsidiary corporations wholly owned by
such colleges and universities, are also
subject to the Form 990-T filing
requirements. However, a section
501(c)(1) corporation that is an
instrumentality of the United States and
both organized and exempted from tax by
an Act of Congress does not have to file.
¢ Organizations that are liable for other
taxes (such as the section 1291 tax (line
35c or 36 of Form 990-T) or recapture
taxes (line 42 of Form 990-T)) must file
Form 990-T. See pages 13 and 14 of the
instructions for a discussion of these
items. If your organization is only required
to file Form 990-T because of these
taxes, see Other Taxes under Which
Parts To Complete, on page 4.
* Fiduciaries for the following trusts that
have $1,000 or more of unrelated trade or
business gross income must file Form
990-T:
1. Individual Retirement Accounts
(IRAs) described under section 408(a),
2. Simplified Employee Pensions
(SEPs) described under section
408(k),
3. Simple Retirement Accounts
(SIMPLE) described under section
408(p),
4. Roth IRAs described under section
408A(b),
5. Coverdell education savings
accounts (ESAs) described under
section 530(b),
6. Archer Medical Savings Accounts
(Archer MSAs) described under
section 220(d), and
7. Qualified tuition programs described
under section 529.

IRAs and other tax-exempt
@ shareholders in a RIC or REIT
filing Form 990-T only to obtain a

refund of income tax paid on undistributed
long-term capital gains should complete

-2-

Form 990-T as explained in IRAs and
other tax exempt shareholders in a RIC or
REIT under Which Parts To Complete, on
page 4.

Definitions

Unrelated trade or business income.
Unrelated trade or business income is the
gross income derived from any trade or
business (defined on page 3) that is
regularly carried on, and not substantially
related to (defined on page 3), the
organization’s exempt purpose or function
(aside from the organization’s need for
income or funds or the use it makes of the
profits).

Generally, for section 501(c)(7), (9), or
(17) organizations, unrelated trade or
business income is derived from
nonmembers with certain modifications
(see section 512(a)(3)(A)).

For a section 511(a)(2)(B) state
college or university, unrelated trade or
business income is derived from activities
not substantially related to exercising or
performing any purpose or function
described in section 501(c)(3).

An unrelated trade or business does
not include a trade or business:

1. In which substantially all the work is
performed for the organization without
compensation; or

2. That is carried on by a section
501(c)(3) or 511(a)(2)(B) organization
mainly for the convenience of its
members, students, patients, officers, or
employees; or

3. That sells items of work-related
equipment and clothes, and items
normally sold through vending machines,
food dispensing facilities or by snack
bars, by a local association of employees
described in section 501(c)(4), organized
before May 27, 1969, if the sales are for
the convenience of its members at their
usual place of employment; or

4. That sells merchandise
substantially all of which was received by
the organization as gifts or contributions;
or

5. That consists of qualified public
entertainment activities regularly carried
on by a section 501(c)(3), (4), or (5)
organization as one of its substantial
exempt purposes (see section 513(d)(2)
for the meaning of qualified public
entertainment activities); or

6. That consists of qualified
convention or trade show activities
regularly conducted by a section
501(c)(3), (4), (5), or (6) organization as
one of its substantial exempt purposes
(see section 513(d)(3) for the meaning of
qualified convention and trade show
activities); or

7. That furnishes one or more
services described in section 501(e)(1)(A)
by a hospital to one or more hospitals
subject to conditions in section 513(e); or

8. That consists of qualified pole
rentals (as defined in section
501(c)(12)(D)), by a mutual or
cooperative telephone or electric
company; or



9. That includes activities relating to
the distribution of low-cost articles, each
costing $8.20 or less for 2004 ($8.30 or
less for 2005), by an organization
described in section 501 and
contributions to which are deductible
under section 170(c)(2) or (3) if the
distribution is incidental to the solicitation
of charitable contributions; or

10. That includes the exchange or
rental of donor or membership lists
between organizations described in
section 501 and contributions to which
are deductible under section 170(c)(2) or
(3); or

11. That consists of bingo games as
defined in section 513(f). Generally, a
bingo game is not included in any
unrelated trade or business if:

a. Wagers are placed, winners
determined, and prizes distributed in the
presence of all persons wagering in that
game, and

b. The game does not compete with
bingo games conducted by for-profit
businesses in the same jurisdiction, and

c. The game does not violate state or
local law; or

12. That consists of conducting any
game of chance by a nonprofit
organization in the state of North Dakota,
and the conducting of the game does not
violate any state or local law; or

13. That consists of soliciting and
receiving qualified sponsorship payments
that are solicited or received after
December 31, 1997. Generally, qualified
sponsorship payment means any
payment to a tax-exempt organization by
a person engaged in a trade or business
in which there is no arrangement or
expectation of any substantial return
benefit by that person—other than the
use or acknowledgment of that person’s
name, logo, or product lines in connection
with the activities of the tax-exempt
organization. See section 513(i) for more
information.

Trade or business. A trade or
business is any activity carried on for the
production of income from selling goods
or performing services. An activity does
not lose its identity as a trade or business
merely because it is carried on within a
larger group of similar activities that may
or may not be related to the exempt
purpose of the organization. If, however,
an activity carried on for profit is an
unrelated trade or business, no part of it
can be excluded from this classification
merely because it does not result in profit.

Not substantially related to. Not
substantially related to means that the
activity that produces the income does
not contribute importantly to the exempt
purposes of the organization, other than
the need for funds, etc. Whether an
activity contributes importantly depends in
each case on the facts involved.

For details, see Pub. 598, Tax on
Unrelated Business Income of Exempt
Organizations.

Directly connected expenses. To be
deductible in computing unrelated
business taxable income, expenses,

depreciation, and similar items must
qualify as deductions allowed by section
162, 167, or other relevant provisions of
the Code, and must be directly connected
with the carrying on of an unrelated trade
or business activity.

To be directly connected with the
carrying on of a trade or business activity,
expenses, depreciation, and similar items
must bear a proximate and primary
relationship to the conduct of the activity.
For example, where facilities and/or
personnel are used both to carry on
exempt activities and to conduct
unrelated trade or business activities,
expenses and similar items attributable to
such facilities and/or personnel must be
allocated between the two uses on a
reasonable basis. The portion of any such
item allocated to the unrelated trade or
business activity must bear a proximate
and primary relationship to that business
activity.

When To File

An employees’ trust defined in section
401(a), an IRA (including SEPs and
SIMPLES), a Roth IRA, a Coverdell ESA,
and an Archer MSA must file Form 990-T
by the 15th day of the 4th month after the
end of its tax year. All other organizations
must file Form 990-T by the 15th day of
the 5th month after the end of their tax
year. If the regular due date falls on a
Saturday, Sunday, or legal holiday, file on
the next business day. If the return is filed
late, see the discussion of Interest and
Penalties on page 4.

Extension. Corporations may request an
automatic 6-month extension of time to
file Form 990-T by using Form 8868,
Application for Extension of Time To File
an Exempt Organization Return.

Trusts may request an automatic
3-month extension of time to file by using
Form 8868. Also, if more than the initial
automatic 3 months is needed, trusts may
file a second Form 8868 to request that
an additional, but not automatic, 3-month
extension be granted by the IRS.
Amended return. To correct errors or
change a previously filed return, write
“Amended Return” at the top of the return.
Also, include a statement that indicates
the line number(s) on the original return
that was changed and give the reason for
each change. Generally, the amended
return must be filed within 3 years after
the date the original return was due or 3
years after the date the organization filed
it, whichever is later.

Where To File

To file Form 990-T, mail or deliver it to:
Internal Revenue Service Center
Ogden, UT 84201-0027

Private delivery services (PDSs). In
addition to the United States mail, exempt
organizations can use certain PDSs
designated by the IRS to meet the “timely
mailing as timely filing/paying” rule for tax
returns and payments. These private
delivery services include only the
following.

¢ DHL Worldwide Express (DHL): DHL
Same Day Service, and DHL Next Day
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10:30 am, DHL Next Day 12:00 pm, DHL
Next Day 3:00 pm, and DHL 2nd Day
Service.

* Federal Express (FedEx): FedEx
Priority Overnight, FedEx Standard
Overnight, FedEx 2 Day, FedEx
International Priority, and FedEx
International First.

¢ United Parcel Service (UPS): UPS Next
Day Air, UPS Next Day Air Saver, UPS
2nd Day Air, UPS 2nd Day Air A.M., UPS
Worldwide Express Plus, and UPS
Worldwide Express.

The private delivery service can tell
you how to get written proof of the mailing
date.

Private delivery services cannot
A deliver items to P.O. boxes. You
(e must use the U.S. Postal Service

to mail any item to an IRS P.O. box
address.

Estimated Taxes

Generally, an organization filing Form
990-T must make installment payments of
estimated tax if its estimated tax (tax
minus allowable credits) is expected to be
$500 or more. Both corporate and trust
organizations use Form 990-W,
Estimated Tax on Unrelated Business
Taxable Income for Tax-Exempt
Organizations, to figure their estimated
tax liability. Do not include the proxy tax
when computing your estimated tax
liability for 2005.

To figure estimated tax, trusts and
corporations must take the alternative
minimum tax (if applicable) into account.
See Form 990-W for more information.

Depository Method of Tax
Payment

The organization must pay the tax due in
full by the due date of the return without
extensions. Some organizations
(described below) are required to
electronically deposit all depository taxes,
including their unrelated business income
tax payments.

Electronic Deposit Requirement

The organization must make electronic
deposits of all depository tax (such as
employment tax, excise tax, unrelated
business income tax) using the Electronic
Federal Tax Payment System (EFTPS) in
2005 if:

* The total deposits in 2003 were more
than $200,000 or

* The organization was required to use
EFTPS in 2004.

If an organization is required to use
EFTPS and fails to do so, it may be
subject to a 10% penalty. If an
organization is not required to use
EFTPS, it may participate voluntarily. To
enroll in or get more information about
EFTPS, call 1-800-555-4477 or
1-800-945-8400. To enroll on-line, visit
WWW.IrS.gov.

Depositing on time. For EFTPS
deposits to be made timely, the
organization must initiate the transaction
at least 1 business day before the date
the deposit is due.



Deposits With Form 8109

If the organization does not use EFTPS,
deposit unrelated business income tax
payments (and estimated tax payments)
with Form 8109, Federal Tax Deposit
Coupon. If you do not have a preprinted
Form 8109, you may use Form 8109-B to
make deposits. You can get this form only
by calling 1-800-829-4933. Be sure to
have your EIN ready when you call.

Do not send deposits directly to an IRS
office; otherwise, the organization may
have to pay a penalty. Mail or deliver the
completed Form 8109 with the payment
to an authorized depositary (i.e., a
commercial bank or other financial
institution authorized to accept Federal
tax deposits).

Make checks or money orders payable
to the depositary. To help ensure proper
crediting, write the organization’s EIN, the
tax period to which the deposit applies,
and “Form 990-T” on the check or money
order. Be sure to darken the “990-T” box
under “Type of Tax” and the appropriate
“Quarter” box under “Tax Period” on the
coupon. Records of these deposits will be
sent to the IRS. For more information, see
“Marking the Proper Tax Period” in the
instructions for Form 8109.

If the organization prefers, it may mail
the coupon and payment to: Financial
Agent, Federal Tax Deposit Processing,
P.O. Box 970030, St. Louis, MO 63197.
Make the check or money order payable
to “Financial Agent.”

For more information on deposits, see
the instructions in the coupon booklet
(Form 8109) and Pub. 583, Starting a
Business and Keeping Records.

If the organization owes tax when
A it files Form 990-T, do not include
() the payment with the tax return.

Instead, mail or deliver the payment with

Form 8109 to an authorized depositary, or
use the EFTPS, if applicable.

Interest and Penalties

Your organization may be subject to
interest and penalty charges if it files a
late return or fails to pay tax when due.
Generally, the organization is not required
to include the interest and penalty
charges on Form 990-T because the IRS
can figure the amount and bill the
organization for it.

Interest. Interest is charged on taxes not
paid by the due date even if an extension
of time to file is granted. Interest is also
charged on penalties imposed for failure
to file, negligence, fraud, substantial
valuation misstatements, and substantial
understatements of tax from the due date
(including extensions) to the date of
payment. The interest charge is figured at
the underpayment rate determined under
section 6621.

Penalty for late filing of return. An
organization that fails to file its return
when due (including extensions of time
for filing) is subject to a penalty of 5% of
the unpaid tax for each month or part of a
month the return is late, up to a maximum
of 25% of the unpaid tax. The minimum

penalty for a return that is more than 60
days late is the smaller of the tax due or
$100. The penalty will not be imposed if
the organization can show that the failure
to file on time was due to reasonable
cause. Organizations that file late should
attach a statement explaining the
reasonable cause.

Penalty for late payment of tax. The
penalty for late payment of taxes is
usually Y2 of 1% of the unpaid tax for each
month or part of a month the tax is
unpaid. The penalty cannot exceed 25%
of the unpaid tax. The penalty will not be
imposed if the organization can show that
the failure to pay on time was due to
reasonable cause.

Estimated tax penalty. An organization
that fails to make estimated tax payments
when due may be subject to an
underpayment penalty for the period of
underpayment. Generally, an organization
is subject to this penalty if its tax liability is
$500 or more and it did not make
estimated tax payments of at least the
smaller of its tax liability for 2004, or
100% of the prior year’s tax. See section
6655 for details and exceptions.

Form 2220, Underpayment of
Estimated Tax by Corporations, is used
by corporations and trusts filing Form
990-T to see if the organization owes a
penalty and to figure the amount of the
penalty. Generally, the organization is not
required to file this form because the IRS
can figure the amount of any penalty and
bill the organization for it. However, even
if the organization does not owe the
penalty, you must complete and attach
Form 2220 if either of the following
applies:

* The annualized income or adjusted
seasonal installment method is used.

* The organization is a “large
organization” computing its first required
installment based on the prior year’s tax.

If you attach Form 2220, be sure to
check the box on line 46, page 2, Form
990-T, and enter the amount of any
penalty on this line.

Trust fund recovery penalty. This
penalty may apply if certain excise,
income, social security, and Medicare
taxes that must be collected or withheld
are not paid to the United States
Treasury. These taxes are generally
reported on:

* Form 720, Quarterly Federal Excise
Tax Return,

* Form 941, Employer’s Quarterly
Federal Tax Return,

* Form 943, Employer’'s Annual Tax
Return for Agricultural Employees, or

* Form 945, Annual Return of Withheld
Federal Income Tax.

The trust fund recovery penalty may
be imposed on all persons who are
determined by the IRS to have been
responsible for collecting, accounting for,
and paying over these taxes, and who
acted willfully in not doing so. The penalty
is equal to the unpaid trust fund tax. See
the instructions for Form 720, Pub. 15
(Circular E), Employer’s Tax Guide, or
Pub. 51 (Circular A), Agricultural
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Employer’'s Tax Guide, for details,
including the definition of responsible
persons.

Other penalties. There are also
penalties that can be imposed for
negligence, substantial understatement of
tax, and fraud. See sections 6662 and
6663.

Which Parts To Complete

If you are filing Form 990-T only
@ because of the proxy tax, other
taxes, or only to claim a refund, go

directly to Proxy Tax Only, Other Taxes,
or Claim for Refund (see below).

Is Gross Income More Than
$10,000?

If the amount on line 13, column (A), Part
I, is more than $10,000, complete all lines
and schedules that apply.

Is Gross Income $10,000 or Less?

If Part I, line 13, column (A) is $10,000 or
less, then complete:

* The heading (the area above Part I).
Part I, column (A) lines 1 - 13.

Part I, line 13, for columns (B) and (C).
Part Il, lines 29 - 34.

Parts Il - V.

Signature area.

Filers with $10,000 or less on line 13,
column (A) do not have to complete
Schedules A through K (however, refer to
applicable schedules when completing
column (A) and in determining the
deductible expenses to include on line 13
of column (B)).

Proxy Tax Only

Organizations that are required to file
Form 990-T only because they are liable
for the proxy tax on lobbying and political
expenditures must:

¢ Fill-in the heading (the area above
Part 1) except items E, H, and I.

* Enter the proxy tax on lines 37 and 39.
¢ Complete Part IV and the Signature
area.

* Attach a schedule showing the proxy
tax computation.

Other Taxes

Organizations that are required to file
Form 990-T only because they are liable
for recapture taxes, the section 1291 tax,
or other items listed in the instructions for
line 42 must:

¢ Fill-in the heading (the area above

Part 1) except items E, H, and I.

* Complete the appropriate lines of Parts
Il and IV.

* Complete the Signature area.

¢ Attach all appropriate forms and or
schedules showing the computation of the
applicable tax or taxes.

Claim For Refund

If your only reason for filing a Form 990-T
is to claim a refund, complete the
following steps:

1. Fill-in the heading (the area above
Part 1) except items E, H, and I.

2. Enter -0- on line 13, column (A),
line 34, and line 43.



3. Enter the credit or payment on the
appropriate line (44a-44f).

4. Complete lines 45, 48, and 49 and
the Signature area.

5. For claims described below, follow
the additional instructions for that claim.

IRAs and other tax-exempt
shareholders in a RIC or REIT. If you
are an IRA or other tax-exempt
shareholder that is invested in a RIC or a
REIT and file Form 990-T only to obtain a
refund of income tax paid on undistributed
long-term capital gains, follow steps 1-4
above; write “Claim for Refund Shown on
Form 2439” at the top of the Form 990-T;
and attach to the return Copy B of Form
2439, Notice to Shareholder of
Undistributed Long-Term Capital Gains.

Composite Form 990-T. If you are a
trustee of more than one IRA invested in
a RIC, you may be able to file a
composite Form 990-T to claim a refund
of tax under section 852(b) instead of
filing a separate Form 990-T for each
IRA. See Notice 90-18, 1990-1 C.B. 327,
for information on who can file a
composite return. Complete steps 1-4
above and follow the additional
requirements of the notice.

Backup withholding. If your only
reason for filing Form 990-T is to claim a
refund of backup withholding, complete
the parts discussed on page 4 in steps
1-4 and attach a copy of the Form 1099
showing the withholding.

Consolidated Returns

The consolidated return provisions of
section 1501 do not apply to exempt
organizations, except for organizations
having title holding companies. If a title
holding corporation described in section
501(c)(2) pays any amount of its net
income for a tax year to an organization
exempt from tax under section 501(a) (or
would, except that the expenses of
collecting its income exceeded that
income), and the corporation and
organization file a consolidated return as
described below, then treat the title
holding corporation as being organized
and operated for the same purposes as
the other exempt organization (in addition
to the purposes described in section
501(c)(2)).

Two organizations exempt from tax
under section 501(a), one a title holding
company, and the other earning income
from the first, will be includible
corporations for purposes of section
1504(a). If the organizations meet the
definition of an affiliated group, and the
other relevant provisions of Chapter 6 of
the Code, then these organizations may
file a consolidated return. The parent
organization must attach Form 851,
Affiliations Schedule, to the consolidated
return. For the first year a consolidated
return is filed, the title holding company
must attach Form 1122, Authorization and
Consent of Subsidiary Corporation To Be
Included in a Consolidated Income Tax
Return. See Regulations section
1.1502-100 for more information on
consolidated returns.

Other Forms That May Be
Required

Form W-2, Wage and Tax Statement,
and Form W-3, Transmittal of Wage and
Tax Statements. Use these forms to
report wages, tips, other compensation,
withheld income taxes, and withheld
social security/Medicare taxes for
employees.

Form 720. Use this Form 720, Quarterly
Federal Excise Tax Return, to report
environmental excise taxes,
communications and air transportation
taxes, fuel taxes, manufacturers taxes,
ship passenger tax, and certain other
excise taxes.

See Trust fund recovery penalty
A on page 4.
CAUTION

Form 926. File Form 926, Return by a
U.S. Transferor of Property to a Foreign
Corporation, if the organization is required
to report certain transfers to foreign
corporations under section 6038B.

Form 940 or Form 940-EZ. The
organization must file Form 940 or Form
940-EZ, Employer’s Annual Federal
Unemployment (FUTA) Tax Return, if it is
liable for FUTA tax.

Form 941 or Form 943. The organization
must file Form 941, Employer’s Quarterly
Federal Tax Return, or Form 943,
Employer’s Annual Federal Tax Return
for Agricultural Employees, to report
income tax withheld, and employer and
employee social security and Medicare
taxes. Also, see Trust fund recovery
penalty on page 4.

Form 945. Use Form 945, Annual Return
of Withheld Federal Income Tax, to report
income tax withheld from nonpayroll
distributions or payments, including
pensions, annuities, IRAs, gambling
winnings, and backup withholding.

Form 1098. Use Form 1098, Mortgage
Interest Statement, to report the receipt
from any individual of $600 or more of
mortgage interest (including points) in the
course of the organization’s trade or
business and reimbursements of overpaid
interest.

Information returns. Organizations
engaged in an unrelated trade or
business may be required to file an
information return on Forms 1099-A, B,
DIV, INT, LTC, MISC, MSA, OID, R, and
S, to report acquisitions or abandonments
of secured property through foreclosure;
proceeds from broker and barter
exchange transactions; certain dividends
and distributions; interest income; certain
payments made on a per diem basis
under a long-term care insurance
contract, and certain accelerated death
benefits; miscellaneous income (e.g.,
payments to providers of health and
medical services, miscellaneous income
payments, and nonemployee
compensation); distributions from an
Archer MSA,; original issue discount;
distributions from retirement or
profit-sharing plans, IRAs, SEPs, or
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SIMPLESs, and insurance contracts; and
proceeds from real estate transactions.

When filing the above noted
A information returns the
(YLD organization must also file Form

1096, Annual Summary and Transmittal
of U.S. Information Returns.

Form 4466. Use Form 4466, Corporation
Application for Quick Refund of
Overpayment of Estimated Tax, to apply
for a quick refund, if the organization over
paid its estimated tax for the year by at
least 10% of its expected income tax
liability and at least $500.

Form 5498. Use Form 5498, IRA
Contribution Information, to report
contributions (including rollover
contributions) to any IRA, including a
SEP, SIMPLE, Roth IRA, and to report
Roth IRA conversions, IRA
recharacterizations, and the fair market
value of the account.

Form 5498-ESA. Use Form 5498-ESA,
Coverdell ESA Contribution Information,
to report contributions (including rollover
contributions) to and the fair market value
of a Coverdell education savings account
(ESA).

Form 5498-MSA. Use Form 5498-MSA,
Archer MSA or Medicare+Choice MSA
Information, to report contributions to an
Archer MSA and the fair market value of
an Archer MSA or Medicare+Choice
MSA. For more information see the
general and specific Instructions for
Forms 1099, 1098, 5498, and W-2G.
Form 5713. File Form 5713, International
Boycott Report, if the organization had
operations in, or related to, certain
“boycotting” countries.

Form 6198. File Form 6198, At-Risk
Limitations, if the organization has a loss
from an at-risk activity carried on as a
trade or business or for the production of
income.

Form 8275 and 8275-R. Taxpayers and
income tax return preparers use Form
8275, Disclosure Statement, and Form
8275-R, Regulation Disclosure
Statement, to disclose items or positions
taken on a tax return or that are contrary
to Treasury regulations (to avoid parts of
the accuracy-related penalty or certain
preparer penalties).

Form 8300. File Form 8300, Report of
Cash Payments Over $10,000 Received
in a Trade or Business, if the organization
received more than $10,000 in cash or
foreign currency in one transaction or in a
series of related transactions. For more
information, see Form 8300 and
Regulations section 1.6050I-1(c).

Form 8697. Use Form 8697, Interest
Computation Under the Look-Back
Method for Completed Long-Term
Contracts, to figure the interest due or to
be refunded under the look-back method
of section 460(b)(2). The look-back
method applies to certain long-term
contracts that are accounted for under
either the percentage method or the
completion-capitalized cost method.
Form 8865, Return of U.S. Person With
Respect To Certain Foreign Partnerships.



An organization may have to file Form
8865 if it:

1. Controlled a foreign partnership
(i.e., owned more than a 50% direct or
indirect interest in the partnership).

2. Owned at least a 10% direct or
indirect interest in a foreign partnership
while U.S. persons controlled that
partnership.

3. Had an acquisition, disposition, or
change in proportional interest in a
foreign partnership that:

a. Increased its direct interest to at
least 10% or reduced its direct interest of
at least 10% to less than 10%.

b. Changed its direct interest by at
least a 10% interest.

4. Contributed property to a foreign
partnership in exchange for a partnership
interest if:

a. Immediately after the contribution,
the corporation owned, directly or
indirectly, at least a 10% interest in the
foreign partnership; or

b. The FMV of the property the
corporation contributed to the foreign
partnership in exchange for a partnership
interest, when added to other
contributions of property made to the
foreign partnership during the preceding
12-month period, exceeds $100,000.

Also, the organization may have to file
Form 8865 to report certain dispositions
by a foreign partnership of property it
previously contributed to that foreign
partnership if it was a partner at the time
of the disposition. For more details,
including penalties that may apply, see
Form 8865 and its separate instructions.

Form 8886. Use Form 8886, Reportable
Transaction Disclosure Statement, to
disclose information for each reportable
transaction in which the organization
participated. Form 8886 must be filed for
each tax year that the federal income tax
liability of the organization is affected by
its participation in the transaction. The
organization may have to pay a penalty if
it is required to file Form 8886 but does
not do so. The following are reportable
transactions.

* Any transaction that is the same as or
substantially similar to tax avoidance
transactions identified by the IRS.

* Any transaction offered under
conditions of confidentially.

* Any transaction for which the
corporation has contractual protection
against disallowance of the tax benefits.
* Any transaction resulting in a loss of at
least $10 million in any single year or $20
million in any combination of years.

* Any transaction resulting in a book-tax
difference of more than $10 million on a
gross basis.

* Any transaction resulting in a tax credit
of more than $250,000, if the corporation
held the asset generating the credit for 45
days or less.

Form 8873. Use Form 8873,
Extraterritorial Income Exclusion, to report
the amount of extraterritorial income that
is excluded from the organization’s gross
income for the tax year.

Form 8899. Notice of Income from
Donated Intellectual Property. Use Form
8899 to report income from qualified
intellectual property.

Accounting Methods

An accounting method is a set of rules
used to determine when and how income
and expenses are reported. Figure
taxable income using the method of
accounting regularly used in keeping the
organization’s books and records.

Generally, permissible methods
include:
* Cash,
e Accrual, or
¢ Any other method authorized by the
Internal Revenue Code.

In all cases, the method used must
clearly show taxable income.

Accrual method. Generally, an
organization must use the accrual method
of accounting if its average annual gross
receipts exceed $5 million. See section
448(c). An organization engaged in
farming operations also must use the
accrual method. For exceptions, see
section 447.

If inventories are required, the accrual
method generally must be used for sales
and purchases of merchandise. However,
qualifying taxpayers and eligible
businesses of qualifying small business
taxpayers are excepted from using the
accrual method for eligible trades or
businesses and may account for
inventoriable items as materials and
supplies that are not incidental. For
details, see Cost of Goods Sold on
page 16.

Under the accrual method, an amount
is includible in income when:
¢ All the events have occurred that fix the
right to receive the income, which is the
earliest of the date: (a) the required
performance takes place, (b) payment is
due, or (c) payment is received and
* The amount can be determined with
reasonable accuracy.

See Regulations section 1.451-1(a)
for details.

Generally, an accrual basis taxpayer
can deduct accrued expenses in the tax
year when:
¢ All events that determine the liability
have occurred,

* The amount of the liability can be
figured with reasonable accuracy, and
¢ Economic performance takes place
with respect to the expense.

There are exceptions to the economic
performance rule for certain items,
including recurring expenses. See section
461(h) and the related regulations for the
rules for determining when economic
performance takes place.

Nonaccrual experience method.
Accrual method organizations are not
required to accrue certain amounts to be
received from the performance of
services that, on the basis of their
experience, will not be collected, if:

* The services are in the fields of health,
law, engineering, architecture,
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accounting, actuarial science, performing
arts, or consulting; or

* The organization’s average annual
gross receipts for the 3 prior tax years
does not exceed $5 million.

This provision does not apply to any
amount if interest is required to be paid
on the amount or if there is any penalty
for failure to timely pay the amount. For
more information, see section 448(d)(5),
Temporary Regulations section 1.448-2T,
and Chapter 11 of Pub. 535, Business
Expenses.

Change in accounting method. To
change its method of accounting used to
report taxable income (for income as a
whole or for the treatment of any material
item), the organization must file with the
IRS either an (a) advanced consent
request for a ruling or (b) automatic
change request for certain specific
changes in accounting method.

In either case, the organization must
file Form 3115, Application for Change in
Accounting Method. For more
information, see Form 3115 and Pub.
538, Accounting Periods and Methods.

Section 481(a) adjustment. The
organization may have to make an
adjustment under section 481(a) to
prevent amounts of income or expense
from being duplicated or omitted. The
section 481(a) adjustment period is
generally 1 year for a net negative
adjustment and 4 years for a net positive
adjustment. However, an organization
may elect to use a 1-year adjustment
period if the net section 481(a)
adjustment for the change is less than
$25,000. The organization must complete
the appropriate lines of Form 3115 to
make the election.

Include any net positive section 481(a)
adjustment on Form 990-T, page 1, line
12. If the net section 481(a) adjustment is
negative, report it on Form 990-T, page 1,
line 28.

Accounting Period

The return must be filed using the
organization’s established annual
accounting period. If the organization has
no established accounting period, file the
return on the calendar-year basis.

To change an accounting period, some
organizations may make a notation on a
timely filed Form 990, 990-EZ, 990-PF, or
990-T. Others may be required to file
Form 1128, Application To Adopt,
Change, or Retain a Tax Year. For details
on which procedure applies to your
organization, see Rev. Proc. 85-58,
1985-2 C.B. 740, and the instructions for
Form 1128.

If the organization changes its
accounting period, file Form 990-T for the
short period that begins with the first day
after the end of the old tax year and ends
on the day before the first day of the new
tax year. For the short period return,
figure the tax by placing the
organization’s taxable income on an
annual basis. For details, see Pub. 538
and section 443.



Reporting Form 990-T Information
on Other Returns

Your organization may be required to file
an annual information return on:

* Form 990, Return of Organization
Exempt From Income Tax;

e Form 990-EZ, Short Form Return of
Organization Exempt From Income Tax;
* Form 990-PF, Return of Private
Foundation or Section 4947(a)(1)
Nonexempt Charitable Trust Treated as a
Private Foundation; or

¢ Form 5500, Annual Return/Report of
Employee Benefit Plan.

If so, include on that information return
the unrelated business gross income and
expenses (but not including the specific
deduction claimed on line 33, page 1, or
any expense carryovers from prior years)
reported on Form 990-T for the same tax
year.

Rounding Off to Whole Dollars

The organization may round off cents to
whole dollars on Form 990-T and its
schedules. If the organization does round
to whole dollars, it must round all
amounts. To round, drop amounts under
50 cents and increase amount from 50 to
99 cents to the next dollar. For example,
$1.39 becomes $1 and $2.50 becomes
$3.

If two or more amounts must be added
to figure the amount to enter on a line,
include cents when adding the amounts
and round off only the total.

Attachments

If you need more space on the form or
schedules, attach separate sheets. On
the attachment, write the corresponding
form or schedule number or letter and
follow the same format. Show totals on
the printed form. Also, include the
organization’s name and EIN. The
separate sheets should be the same size
as the printed form and should be
attached after the printed form.

Specific Instructions

Period Covered

File the 2004 return for calendar year
2004 or a fiscal year beginning in 2004
and ending 2005. For a fiscal year, fill in
the tax year information at the top of the
form.

The 2004 Form 990-T may also be
used if:
* The organization has a tax year of less
than 12 months that begins and ends in
2005 and
* The 2005 Form 990-T is not available
at the time the organization is required to
file its return. The organization must show
its 2005 tax year on the 2004 Form 990-T
and take into account any tax law
changes that are effective for tax years
beginning after December 31, 2004.

Name and Address

The name and address on Form 990-T
should be the same as the name and

address shown on the preprinted mailing
label on Package 990 (or 990-PF). If any
information on the label is incorrect or
missing, cross out any errors, print the
correct information, and add any missing
information.

Include the suite, room, or other unit
number after the street address. If the
Post Office does not deliver mail to the
street address and the organization has a
P.O. box, show the box number instead of
the street address.

If the organization receives its mail in
care of a third party (such as an
accountant or an attorney), enter on the
street address line “C/O ” followed by the
third party’s name and street address or
P.O. box.

Change of name. If the
A organization has changed its
(YD) name, it must check the box next
to “Name of organization” and also

provide the following when filing this
return, if it is:

* A corporation or is incorporated with
the state, an amendment to the articles of
incorporation along with proof of filing with
the state is required.

¢ A trust, an amendment to the trust
agreement is required along with the
trustee(s) signature.

* An association or an unincorporated
association, an amendment to the articles
of association, constitution, by-laws or
other organizing document is required
along with signatures of at least two
officers/members.

Blocks A through J

Block A. If the organization has changed
its address since it last filed a return,
check Block A.

If a change in address occurs after
@ the return is filed, use Form 8822,
Change of Address, to notify the

IRS of the new address.

Block B. Check the box under which the
organization receives its tax exemption.

Qualified pension, profit-sharing, and
stock bonus plans should check the 501
box and enter “a” between the first set of
parentheses.

For other organizations exempt under
section 501, check the box for 501 and
enter the section that describes their tax
exempt status, for example, 501(c)(3).

For tax exempts that do not receive
their exemption under section 501, use
the following guide.

Ifyouarea ...... Then check this box
IRA, SEP, or SIMPLE ~ 408(e)

Roth IRA 408A

Archer MSA 220(e)

Coverdell ESA 530(a)

Qualified State Tuition 529(a)

Program
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Block C. Enter the total of the
end-of-year assets from the
organization’s books of account.

Block D. An employees’ trust described
in section 401(a) and exempt under
section 501(a) should enter its own trust
identification number in this block.

An IRA trust enters its own EIN in this
block. An IRA trust never uses a social
security number or the trustee’s EIN.

An EIN may be applied for:
® Online - Click on the EIN link at
www.irs.gov/businesses/small. The EIN is
issued immediately once the application
information is validated.
¢ By telephone at 1-800-829-4933.
* By mailing or faxing Form SS-4,
Application for Employer Identification
Number.
If the organization has not received its
EIN by the time the return is due, write
“Applied for” in the space for the EIN. For
more details, see Pub. 583.

Note. The online application process is
not yet available for organizations with
addresses in foreign countries or Puerto
Rico.

Block E. Enter the applicable unrelated
business activity code(s) that specifically
describes the organization’s unrelated
business activity. If a specific activity code
does not accurately describe the
organization’s activities, then choose a
general code that best describes its
activity. These codes are listed on page
20.

Block F. If the organization is covered by
a group exemption, enter the group
exemption number.

Block G. Check the box that describes
your organization.

“Other trust” includes IRAs, SEPs,
SIMPLESs, Roth IRAs, Coverdell IRAS,
and Archer MSAs.

Section 529 organizations check the
501(c) corporation or 501(c) trust box
depending on whether the organization is
a corporation or a trust. Also, be sure the
box for 529(a) in Block B is checked.

If you check “501(c) corporation,”
leave line 36 blank. If you check “501(c)
trust,” “401(a) trust,” or “Other trust” leave
lines 35a, b, and c blank.

Block H. Describe the primary unrelated
business activity of your organization
based on unrelated income. Attach a
schedule if more space is needed.

Block I. Check the “Yes” box if your
organization is a corporation and either 1
or 2 below applies:

1. The corporation is a subsidiary in
an affiliated group (defined in section
1504) but is not filing a consolidated
return for the tax year with that group.

2. The corporation is a subsidiary in a
parent-subsidiary controlled group
(defined in section 1563).

Excluded member. If the corporation
is an “excluded member” of a controlled
group (see section 1563(b)(2)), it is still
considered a member of a controlled
group for purposes of Block I.



Block J. Enter the name of the person
who has the organization’s books and
records and the telephone number at
which he or she can be reached.

Part I—Unrelated Trade or

Business Income

Complete column (A), lines 1 through 13.
If the amount on line 13 is $10,000 or
less, you may complete only line 13 for
columns (B) and (C). These filers do not
have to complete Schedules A through K
(however, refer to applicable schedules
when completing column (A)). If the
amount on line 13, column (A), is more
than $10,000, complete all lines and
schedules that apply.

Extraterritorial income. Except as
otherwise provided in the Internal
Revenue Code, gross income includes all
income from whatever source derived.
Gross income generally does not include
extraterritorial income that is qualifying
foreign trade income. However, this
extraterritorial income exclusion does not
apply to transactions after 2004, unless
made under a binding contract in effect
on September 17, 2003, and at all times
thereafter. See the instructions for Form
8873. Report it on Form 990-T under
“Other deductions,” line 28.

Installment sales. Generally, the
installment method cannot be used for
dealer dispositions of property. A “dealer
disposition” is (a) any disposition of
personal property by a person who
regularly sells or otherwise disposes of
personal property of the same type on the
installment plan or (b) any disposition of
real property held for sale to customers in
the ordinary course of the taxpayer’s
trade or business.

These restrictions on using the
installment method do not apply to
dispositions of property used or produced
in a farming business or sales of
timeshares and residential lots for which
the organization elects to pay interest
under section 453(1)(3).

For sales of timeshares and residential
lots reported under the installment
method, the organization’s income tax is
increased by the interest payable under
section 453(1)(3). To report this addition to
the tax, see the instructions for line 42.

Enter on line 1a (and carry to line 3),
the gross profit on collections from
installment sales for any of the following:
¢ Dealer dispositions of property before
March 1, 1986.
¢ Dispositions of property used or
produced in the trade or business of
farming.
¢ Certain dispositions of timeshares and
residential lots reported under the
installment method.

Attach a schedule showing the
following information for the current and
the 3 preceding years:

1. Gross sales,

2. Cost of goods sold,

3. Gross profits,

4. Percentage of gross profits to gross
sales,

5. Amount collected, and
6. Gross profit on amount collected.

Line la—Gross Receipts or
Sales

Enter the gross income from any
unrelated trade or business regularly
carried on that involves the sale of goods
or performance of services.

A section 501(c)(7) social club
@ would report its restaurant and bar
receipts from nonmembers on line

1, but would report its investment income
on line 9 and in Schedule G.

Advance payments. In general,
advanced payments are reported in the
year of receipt. To report income from
long-term contracts, see section 460. For
special rules for reporting certain
advanced payments for goods and
long-term contracts, see Regulations
section 1.451-5. For permissible methods
for reporting advanced payments for
services by an accrual method
organization, see Rev. Proc. 2004-34,
2004-22 |.R.B. 991.

Nonaccrual experience method.
Organizations that qualify to use the
nonaccrual experience method (explained
on page 6) should attach a schedule
showing total gross receipts, amounts not
accrued as a result of the application of
section 448(d)(5), and the net amount
accrued. Enter the net amount on line 1a.

Line 4a—Capital Gain Net
Income

Generally, organizations required to file
Form 990-T (except organizations
described in sections 501(c)(7), (9), and
(17)) are not taxed on the net gains from
the sale, exchange, or other disposition of
property. However, net capital gains on
debt-financed property, capital gains on
cutting timber, and ordinary gains on
sections 1245, 1250, 1252, 1254, and
1255 property are taxed. See Form 4797,
Sales of Business Property, and its
instructions for additional information.

Also, any capital gain or loss passed
through from an S corporation or any gain
or loss on the disposition of S corporation
stock by a qualified tax exempt (see S
Corporations under the line 5 instructions)
is taxed as a capital gain or loss.

Capital gains and losses should be
reported by a trust on Schedule D (Form
1041), Capital Gains and Losses, and by
a corporation on Schedule D (Form
1120), Capital Gains and Losses.

An organization that transfers
securities it owns for the contractual
obligation of the borrower to return
identical securities recognizes no gain or
loss. To qualify for this treatment, the
organization must lend the securities
under an agreement that requires:

1. The return of identical securities;

2. The payment of amounts
equivalent to the interest, dividends, and
other distributions that the owner of the
securities would normally receive; and
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3. The risk of loss or opportunity for
gain not be lessened.

See section 512(a)(5) for details.

Debt-financed property disposition.
The amount of gain or loss to be reported
on the sale, exchange, or other
disposition of debt-financed property is
the same percentage as the highest
acquisition indebtedness for the property
for the 12-month period before the date of
disposition is to the average adjusted
basis of the property. The percentage
may not be more than 100%. See the
instructions for Schedule E, column 5, to
determine adjusted basis and average
adjusted basis.

If debt-financed property is depreciable
or depletable property, the provisions of
sections 1245, 1250, 1252, 1254, and
1255 must be considered first.

Example. On January 1, 2003, an
exempt educational corporation, using
$288,000 of borrowed funds, purchased
an office building for $608,000. The only
adjustment to basis was $29,902 for
depreciation (straight line method under
MACRS over the 39-year recovery period
for nonresidential real property). The
corporation sold the building on
December 31, 2004, for $640,000. At the
date of sale, the adjusted basis of the
building was $578,098 ($608,000 -
$29,902) and the indebtedness remained
at $288,000. The adjusted basis of the
property on the first day of the year of
disposition was $593,037. The average
adjusted basis is $585,568 (($593,037 +
$578,098) + 2). The debt/basis
percentage is 49% ($288,000 +
$585,568).

The taxable gain is $30,332 (49% x
($640,000 - $578,098)). This is a
long-term capital gain. A corporation
should enter the gain on line 6, Part Il,
Schedule D (Form 1120). A trust should
enter the gain on Schedule D (Form
1041). Both should attach a statement to
the return showing how the gain was
figured.

Line 4b—Net Gain or (Loss)

Show gains and losses on other than
capital assets on Form 4797. Enter on
this line the net gain or (loss) from Part Il,
line 17, Form 4797.

An exempt organization using Form
4797 to report ordinary gain on sections
1245, 1250, 1252, 1254, and 1255
property will include only depreciation,
amortization, or depletion allowed or
allowable in figuring unrelated business
taxable income or taxable income of the
organization (or a predecessor
organization) for a period when it was not
exempt.

Line 4c—Capital Loss
Deduction for Trusts

If a trust has a net capital loss, it is
subject to the limitations of Schedule D
(Form 1041). Enter on this line the loss
figured on Schedule D (Form 1041).



Line 5—Income or (Loss) From
Partnerships and S
Corporations

Combine all partnership income or loss
(determined below) with all S corporation
income or loss and enter it on line 5.

However, for limitations on losses for
certain activities, see Form 6198 and, for
trusts, Form 8582, Passive Activity Loss
Limitations, or, for corporations, Form
8810, Corporate Passive Activity Loss
and Credit Limitations, and sections 465
and 469.

Partnerships

If the organization is a partner in a
partnership carrying on an unrelated trade
or business, enter the organization’s
share (whether or not distributed) of the
partnership’s income or loss from the
unrelated trade or business.

Figure the gross income and
deductions of the partnership in the same
way you figure unrelated trade or
business income the organization earns
directly.

Attachment. Attach a statement to this
return showing the organization’s share of
the partnership’s gross income from the
unrelated trade or business, and its share
of the partnership deductions directly
connected with the unrelated gross
income. Also, see Attachments on page 7
for other information you need to include.

S Corporations

For tax years beginning after December
31, 1997, qualified tax exempts can be
shareholders in an S corporation without
the S corporation losing its status as an S
corporation. Qualified tax exempts that
hold stock in an S corporation treat their
stock interest as an unrelated trade or
business. All items of income, loss, or
deduction are taken into account in
figuring unrelated business taxable
income. Report on line 4 any gain or loss
on the disposition of S corporation stock.

Qualified tax exempts. A qualified tax
exempt is an organization that is
described in section 401(a) (qualified
stock bonus, pension, and profit-sharing
plans) or 501(c)(3) and exempt from tax
under section 501(a).

Exception. Employer stock ownership
plans (ESOPs) do not follow these S
corporation rules if the S corporation
stock is an employer security as defined
in section 409()).

Attachment. Attach a statement to this
return showing the qualified tax exempt's
share of all items of income, loss, or
deduction. Show capital gains and losses
separately and include them on line 4a.
Combine the income, loss, and
deductions (except for the capital gains
and losses) on the statement. If you hold
stock in more than one S corporation,
total the combined amounts. Also, see
Attachments on page 7 for other
information you need to include.

Line 12—Other Income

Enter on line 12 any item of unrelated
business income that is not reportable

elsewhere on the return. Include
recoveries of bad debts deducted in
earlier years under the specific charge-off
method. Attach a separate schedule of
any items of other income to your return.
e Organizations described in section
501(c)(19). Enter the net income from
insurance business that was not properly
set aside. These organizations may set
aside income from payments received for
life, sick, accident, or health insurance for
members of the organization or their
dependents:

1. To provide for the payment of
insurance benefits; or

2. For a purpose specified in section
170(c)(4) (religious, charitable, scientific,
literary, educational, etc.); or

3. For administrative costs directly
connected with benefits described in 1
and 2 above.

Amounts set aside and used for
purposes other than those in 1, 2, or 3
above, must be included in unrelated
business taxable income for the tax year
if they were previously excluded from
taxable income.

Any amount spent for a purpose
described in section 170(c)(4) is first
considered paid from funds earned by the
organization from insurance activities if
the income is not used for the insurance
activities.

Expenditures for lobbying are not
considered section 170(c)(4) expenses.

* Income from property financed with
qualified 501(c)(3) bonds. If any part of
the property is used in a trade or business
of any person other than a section
501(c)(3) organization or a governmental
unit, your section 501(c)(3) organization is
considered to have received unrelated
business income in the amount of the
greater of the actual rental income or the
fair rental value of the property for the
period it is used. No deduction is allowed
for interest on the private activity bond.
Report the greater of the actual rent or
the fair rental value on line 12. Report
allowable deductions in Part Il. See
section 150(b)(3) for more information.

* Passive foreign investment
company (PFIC) shareholders. If your
organization is a direct or indirect
shareholder of a PFIC within the meaning
of section 1296, it may have income tax
consequences under section 1291 on the
disposition of the PFIC stock or on receipt
of an excess distribution from the PFIC,
described in section 1291(a). Your
organization may have current income
under section 1293 if the PFIC is a
qualified electing fund (QEF) with respect
to the organization.

Include on line 12 the portion of an
excess distribution or section 1293
inclusion that is taxable as unrelated
business taxable income. See Form
8621, Return by a Shareholder of a
Passive Foreign Investment Company or
Qualified Electing Fund, for more
information on reporting excess
distributions and current income
inclusions.
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See the instructions for lines 35c and
36 in Part Ill for reporting the deferred tax
amount that may be owed by your
organization with respect to an excess
distribution.

Part Il—Deductions Not

Taken Elsewhere

If the amount on Part |, line 13, column
(A), is $10,000 or less, you do not have to
complete lines 14 through 28 of Part II.
However, you must complete lines 29
through 34 of Part Il.

Directly connected expenses. Only
expenses directly connected with
unrelated trade or business income
(except contributions) may be deducted
on these lines (see Directly connected
expenses on page 3). Contributions may
be deducted, whether or not directly
connected. Do not separately include in
Part Il any expenses that are reported in
Schedules A through J, other than excess
exempt expenses entered on line 26 and
excess readership costs entered on line
27. For example, officers’ compensation
allocable to advertising income is
reported on Schedule J only, and should
not be included on Schedule K or line 14
of Part Il.

Limitations on Deductions

The following items discuss certain areas
in which the amount of the deduction may
to some extent be limited.

Activities Lacking a Profit Motive
If income is attributable to an activity
lacking a profit motive, a loss from the
activity cannot be claimed on Form 990-T.
Therefore, in Part |, column (B) and Part
11, the total of deductions for expenses
directly connected with income from an
activity lacking a profit motive is limited to
the amount of that income. Generally, an
activity lacking a profit motive is one that
is not conducted for the purpose of
producing a profit or one that has
consistently produced losses when both
direct and indirect expenses are taken
into account.

Transactions Between Related
Taxpayers

Generally, an accrual basis taxpayer may
only deduct business expenses and
interest owed to a related party in the
year the payment is included in the
income of the related party. See sections
163(e)(3), 163(j), and 267 for limitations
on deductions for unpaid interest and
expenses.

Preference Items

Corporations may be required to adjust
deductions for depletion of iron ore and
coal, intangible drilling and exploration
and development costs, and the
amortizable basis of pollution control
facilities. See section 291 to determine
the amount of the adjustment.



Section 263A Uniform
Capitalization Rules

These rules require organizations to
capitalize or include as inventory cost
certain costs incurred in connection with:
* The production of real property and
tangible personal property held in
inventory or held for sale in the ordinary
course of business.

* Real property or personal property held
in inventory (tangible and intangible)
acquired for resale.

* The production of real property and
tangible personal property produced by
the organization for use in its trade or
business or in an activity engaged in for
profit.

Tangible personal property produced
by an organization includes a film, sound
recording, videotape, book, or similar
property.

Indirect expenses. Organizations
subject to the section 263A uniform
capitalization rules are required to
capitalize direct costs and an allocable
part of most indirect costs (including
taxes) that benefit the assets produced or
acquired for resale or are incurred by
reason of the performance of production
or resale activities.

For inventory, some of the indirect
expenses that must be capitalized are:
¢ Administration expenses,

* Taxes,

¢ Depreciation,

* Insurance,

¢ Compensation paid to officers
attributable to services,

e Rework labor, and

¢ Contributions to pension, stock bonus,
and certain profit-sharing, annuity, or
deferred compensation plans.

Regulations section 1.263A-1(e)(3)
specifies other indirect costs that relate to
production or resale activities that must
be capitalized and those that may be
currently deductible.

Interest expense. Interest expense paid
or incurred during the production period of
designated property must be capitalized
and is governed by special rules. For
more details, see Regulations section
1.263A-8 through 1.263A-15.

When are section 263A capitalized
costs deductible? The costs required to
be capitalized under section 263A are not
deductible until the property (to which the
costs relate) is sold, used, or otherwise
disposed of by the organization.

Exceptions. Section 263A does not
apply to:

* Personal property acquired for resale if
the organization’s average annual gross
receipts for the 3 prior tax years were $10
million or less.

e Timber.

* Most property produced under
long-term contract.

¢ Certain property produced in a farming
business.

* Research and experimental costs
under section 174.

¢ Intangible drilling costs for oil, gas, and
geothermal property.

* Mining exploration and development
costs.

¢ Inventory of an organization that
accounts for inventories in the same
manner as materials and supplies that are
not incidental. See Schedule A—Cost of
Goods Sold on page 16 for details.

Additional information. For more
details on the uniform capitalization rules,
see Regulations sections 1.263A-1
through 1.263A-3.

Travel, Meals, and Entertainment

Subject to limitations and restrictions
discussed below, an organization can
deduct ordinary and necessary travel,
meals, and entertainment expenses paid
or incurred in its trade or business. Also,
special rules apply to deductions for gifts,
skybox rentals, luxury water travel,
convention expenses, and entertainment
tickets. See section 274 and Pub. 463,
Travel, Entertainment, Gift, and Car
Expenses, for more details.

Travel. The organization cannot deduct
travel expenses of any individual
accompanying an organization’s officer or
employee, including a spouse or
dependent of the officer or employee,
unless:

* That individual is an employee of the
organization and

* His or her travel is for a bona fide
business purpose and would otherwise be
deductible by that individual.

Meals and entertainment. Generally,
the organization can deduct only 50% of
the amount otherwise allowable for meals
and entertainment expenses paid or
incurred in its trade or business. In
addition (subject to exceptions under
section 274(k)(2)):

* Meals must not be lavish or
extravagant;

* A bona fide business discussion must
occur during, immediately before, or
immediately after the meal; and

* An employee of the organization must
be present at the meal.

Membership dues. The organization
may deduct amounts paid or incurred for
membership dues in civic or public
service organizations, professional
organizations (such as bar and medical
associations), business leagues, trade
associations, chambers of commerce,
boards of trade, and real estate boards.
However, no deduction is allowed if a
principal purpose of the organization is to
entertain, or provide entertainment
facilities for members or their guests. In
addition, organizations may not deduct
membership dues in any club organized
for business, pleasure, recreation, or
other social purpose. This includes
country clubs, golf and athletic clubs,
airline and hotel clubs, and clubs
operated to provide meals under
conditions favorable to business
discussion.

Entertainment facilities. The
organization cannot deduct an expense
paid or incurred for use of a facility (such
as a yacht or hunting lodge) for an activity
usually considered entertainment,
amusement, or recreation.
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The organization generally may be
able to deduct otherwise nondeductible
travel, meals, and entertainment
expenses if the amounts are treated as
compensation and reported on Form W-2
for an employee or Form 1099-MISC for
an independent contractor.

However, if the recipient is an officer or
director, the deduction for otherwise
nondeductible meals, travel, and
entertainment expenses incurred after
October 22, 2004, is limited to the amount
treated as compensation. See section
274(e)(2).

Certain Expenses For Which
Credits Are Allowable

For each of the credits listed below, the
organization must reduce the otherwise
allowable deductions for expenses used
to figure the credit by the amount of the
current year credit:

1. The credit for increasing research
activities,

2. The enhanced oil recovery credit,

3. The disabled access credit,

4. The employer credit for social
security and Medicare taxes paid on
certain employee tips,

5. The credit for employer-provided
child care, and

6. The orphan drug credit.

If the organization has any of these
credits, be sure to figure each current
year credit before figuring the deduction
for expenses on which the credit is based.

Business Startup Expenses

Business startup and organizational costs
must be capitalized unless an election is
made to amortize them. For cost paid or
incurred before October 23, 2004, the
organization must capitalize them unless
it elects to amortize these cost over a
period of 60 months or more. For cost
paid or incurred after October 23, 2004,
the following rules apply separately to
each category of cost.

* The organization can elect to deduct up
to $5,000 of such cost for the year the
organization begins business operations.
* The $5,000 deduction is reduced (but
not below zero) by the amount the total
costs exceed $50,000. If the total costs
are $55,000 or more, the deduction is
reduced to zero.

* |f the election is made, any costs that
are not deductible must be amortized
ratably over a 180-month period
beginning with the month the organization
begins business operations.

For more details on the election for
business start-up costs, see section 195
and attach the statement required by
Regulations section 1.195-1(b). For more
details on the election for organizational
costs, see section 248 and attach the
statement required by Regulation section
1.248-1(c). Report the deductible amount
of these costs and any amortization on
line 28 (line 16, Form 990-EZ). For
amortization that begins during the 2004
tax year, complete and attach Form 4562.



Line 16—Repairs and
Maintenance

Enter the cost of incidental repairs and
maintenance not claimed elsewhere on
the return, such as labor and supplies,
that do not add to the value or
appreciably prolong the life of the

property.
Line 17—Bad Debts

Enter the total receivables from unrelated
business activities that were previously
included in taxable income and that
became worthless in whole or in part
during the tax year.

Line 18—Interest

Attach a separate schedule listing the
interest being claimed on this line.

* Interest allocation. If the proceeds of
a loan were used for more than one
purpose (e.g., to purchase a portfolio
investment and to acquire an interest in a
passive activity), an interest allocation
must be made. See Temporary
Regulations section 1.163-8T for the
interest allocation rules.

* Tax-exempt interest. Do not include
interest on indebtedness incurred or
continued to purchase or carry
obligations, on which the interest income
is totally exempt from income tax. For
exceptions, see section 265(b).

* Prepaid interest. Generally, a cash
basis taxpayer cannot deduct prepaid
interest allocable to years following the
current tax year. For example, in 2004 a
cash basis calendar year taxpayer
prepaid interest on a loan. The taxpayer
can deduct only that part of the prepaid
interest that was for the use of the loan
before January 1, 2005.

e Straddle interest. Generally, the
interest and carrying charges on straddles
cannot be deducted and must be
capitalized. See section 263(Q).

* Original issue discount. See section
163(e)(5) for special rules for the
disqualified portion of original issue
discount on a high yield discount
obligation.

* Related party interest. Certain interest
paid or accrued by the organization
(directly or indirectly) to a related person
may be limited if no tax is imposed on
such interest. See section 163(j) for more
details.

* Interest on certain underpayments
of tax. Interest paid or incurred on any
portion of an underpayment of tax that is
attributable to an understatement arising
from an undisclosed listed transaction or
an undisclosed reportable avoidance
transaction (other than a listed
transaction) entered into in tax years
beginning after October 22, 2004.

* Interest allocable to the production
of designated property. Do not deduct
interest on debt allocable to the
production of designated property.
Interest that is allocable to such property
produced by an organization for its own
use or for sale must be capitalized. An
organization must also capitalize any
interest on debt allocable to an asset
used to produce the above property. See

section 263A(f) and Regulations sections
1.263A-8 through 1.263A-15 for
definitions and more information.

* Interest on below-market loans. See
section 7872 for special rules regarding
the deductibility of foregone interest on
certain below-market-rate loans.

Line 19—Taxes and Licenses

Enter taxes and license fees paid or
accrued during the year, but do not
include the following:

* Federal income taxes.

* Foreign or U.S. possession income
taxes if a tax credit is claimed. For special
rules on possession income taxes, see
the Instructions for Form 5735,
Possessions Corporation Tax Credit
(Under Sections 936 and 30A).

* Taxes not imposed on your
organization.

* Taxes, including state or local sales
taxes, paid or incurred in connection with
an acquisition or disposition of property
(these taxes must be treated as part of
the cost of the acquired property or, in the
case of a disposition, as a reduction in the
amount realized on the disposition).

* Taxes assessed against local benefits
that increase the value of the property
assessed (such as for paving, etc.).

* Taxes deducted elsewhere on the
return, such as those reflected in cost of
good sold.

See section 164(d) for apportionment
of taxes on real property between the
buyer and seller.

Line 20—Charitable
Contributions

Enter contributions or gifts actually paid to
another organization within the tax year to
or for the use of charitable and
governmental organizations described in
section 170(c). Also, enter any unused
contributions carried over from earlier
years. The deduction for contributions will
be allowed whether or not directly
connected with the carrying on of a trade
or business.

Contributions of property other than
cash. If a contribution is in property other
than cash and the deduction claimed for
the property exceeds $500, attach a
schedule describing the kind of property
contributed and the method used in
determining its FMV. If the total claimed
deduction for all property contributed was
more than $5,000, attach Form 8283,
Noncash Charitable Contributions, to the
return.

If the organization made a qualified
conservation contribution under section
170(h), also include the FMV of the
underlying property before and after the
donation, the type of legal interest
contributed, and describe the
conservation purpose furthered by the
donation. If a contribution carryover is
included, show the amount and how it
was determined.

For special rules for certain
contributions of ordinary income and
capital gain property, see section 170(e).
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If a charitable contribution deduction is
taken for property sold to a charitable
organization, the adjusted basis for
determining gain from the sale is an
amount that is in the same ratio to the
adjusted basis as the amount realized is
to the FMV of the property.

Contributions after June 3, 2004.
For contributions of certain property made
after June 3, 2004, a corporation must get
a qualified appraisal if claiming a
deduction of more than $5,000. Do not
attach the appraisal to the tax return
unless claiming a deduction of more than
$500,000 or, for art, a deduction of
$20,000 or more. See Form 8283.

Contributions of used vehicles.
Special rules apply to contributions after
2004 of used motor vehicles, boats, or
airplanes with a claimed value of more
than $500. See section 170(f)(12).

Contributions of patent or certain
other intellectual property. Section 882
of the American Jobs Creation Act of
2004 requires certain charities to file a
new Form 8899, Notice of Income from
Donated Intellectual Property, to report
income from qualified intellectual
property.

As previously required, donees should
report all income from donated qualified
intellectual property as income other than
contributions (for example, royalty income
from a patent). Charities are not required
to report as contributions any of the
additional deductions claimed by donors
under the new section 170(m)(1).
Likewise these additional deductions are
not required to be reported on Schedule B
(Form 990-PF) and donees are not
required to comply with the substantiation
requirements of section 170(f)(8) with
regard to any donor’s additional
deductions.

Corporations. The total amount claimed
cannot be more than 10% of unrelated
business taxable income figured without
regard to the deduction for charitable
contributions.

Charitable contributions over the 10%
limitation cannot be deducted for the tax
year, but may be carried over to the next
5 tax years.

In figuring the charitable contributions
deduction, if the corporation has an NOL
carryover to the tax year, the 10% limit is
applied using the taxable income after
taking into account any deduction for the
NOL.

To figure the amount of any remaining
NOL carryover to later years, taxable
income must be modified. See section
172(b). To the extent charitable
contributions are used to reduce taxable
income for this purpose and increase a
net operating loss carryover, a
contributions carryover is not allowed.
See section 170(d)(2)(B).

Corporations on the accrual basis may
elect to deduct contributions paid by the
15th day of the 3rd month after the end of
the tax year if the contributions are
authorized by the board of directors
during the tax year. Attach a declaration
to the return stating that the resolution



authorizing the contributions was adopted
by the board of directors during the tax
year. The declaration must also include
the date the resolution was adopted.

Trusts. In general:

1. For contributions to organizations
described in section 170(b)(1)(A), the
amount claimed may not be more than
50% of the unrelated business taxable
income figured without this deduction;
and

2. For contributions to other
organizations, the amount claimed may
not be more than the smaller of:

a. 30% of unrelated business taxable
income figured without this deduction; or

b. The amount by which 50% of the
unrelated business taxable income is
more than the contributions allowed in 1
above.

Contributions not allowable in
@ whole or in part because of the
limitations may not be deducted

as a business expense, but may be
carried over to the next 5 tax years.

Substantiation requirements.
Generally, no deduction is allowed for any
contribution of $250 or more, unless the
organization gets a written
acknowledgment from the charitable
organization by the earlier of the due date
(including extensions) for filing Form
990-T, or the date Form 990-T is filed.
However, see section 170(f)(8) and the
related regulations for exceptions to this
rule. Do not attach the written
acknowledgment to Form 990-T, but keep
it with the organization’s records.

The written acknowledgment must
show:

1. The amount of cash contributed,

2. A description of any property
contributed,

3. Whether the charitable organization
provided any goods or services to the
donor, and

4. A description and a good-faith
estimate of the value of any goods and
services provided to the donor in
exchange for the donation, unless:

a. The goods and services have
insubstantial value,

b. A statement is included that these
goods and services consist solely of
intangible religious benefits, or

c. Certain types of benefits are
received that are customarily provided in
exchange for membership payments of
$75 or less a year.

Generally, if your organization makes
a charitable contribution of more than $75
and receives something in return (a quid
pro quo contribution), the amount of the
contribution deductible for federal income
tax purposes is limited to the amount by
which the contribution exceeds the value
of the goods or services received. The
charitable organization that solicits or
receives the contribution must inform you
of this by written statement and must
provide your organization with a
good-faith estimate of the value of goods

or services given in return for the
contribution.

An organization must keep records,
required by the regulations under section
170, for all its charitable contributions.
Contributions to organizations
conducting lobbying activities.
Charitable contributions made to an
organization conducting lobbying
activities are not deductible if:

* The lobbying activities relate to matters
of direct financial interest to the donor’s
trade or business, and

* The principal purpose of the
contribution was to avoid federal income
tax by obtaining a deduction for activities
that would have been nondeductible
under the lobbying expense rules if
conducted directly by the donor. See
section 170(f)(9) for more details.
Contributions of computer technology
and equipment to schools. A
corporation may take an increased
deduction under section 170(e)(6) for
qualified contributions of computer
technology or equipment for educational
purposes.

Line 21—Depreciation

Besides depreciation, include on line 21
the part of the cost, under section 179,
that the organization elected to expense
for certain tangible property placed in
service during tax year 2004 or carried
over from 2003. See Form 4562,
Depreciation and Amortization, and its
instructions.

Line 23—Depletion

See sections 613 and 613A for
percentage depletion rates for natural
deposits. Attach Form T, Forest Activities
Schedules, if a deduction is taken for
depletion of timber.

Line 24—Contributions to
Deferred Compensation Plans

Employers who maintain pension,
profit-sharing, or other funded deferred
compensation plans are generally
required to file Form 5500. This
requirement applies whether or not the
plan is qualified under the Internal
Revenue Code and whether or not a
deduction is claimed for the current tax
year. Section 6652(e) imposes a penalty
for late filing of these forms. In addition,
there is a penalty for overstating the
pension plan deduction. See section
6662(f).

Line 25—Employee Benefit
Programs

Enter the amount of contributions to
employee benefit programs (e.g.,
insurance, health and welfare programs)
that are not an incidental part of a
deferred compensation plan included on
line 24.

Line 28—Other Deductions

Enter on this line the deduction taken for
amortization (see Form 4562) as well as
other authorized deductions for which no
space is provided on the return. Attach a
separate schedule listing the deductions
claimed on this line. Deduct only items
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directly connected with the unrelated
trade or business for which income is
reported in Part I.

Do not deduct fines or penalties paid
to a government for violating any law.

Line 31—Net Operating Loss
(NOL) Deduction

The NOL deduction is the total of the net
operating loss carryovers and carrybacks
that can be deducted in the tax year. See
section 172(a).

To be deductible, an NOL must have
been incurred in an unrelated trade or
business activity. The amount of an NOL
carryback or carryover is determined
under section 172. See Regulations
section 1.512(b)-1(e). For more
information about NOLs, see Pub. 536,
Net Operating Losses.

Line 33— Specific Deduction

A specific deduction of $1,000 is allowed
except for computing the net operating
loss and the net operating loss deduction
under section 172.

Only one specific deduction may be
taken, regardless of the number of
unrelated businesses conducted.
However, a diocese, province of a
religious order, or convention or
association of churches is allowed one
specific deduction for each parish,
individual church, district, or other local
unit that regularly conducts an unrelated
trade or business. This applies only to
those parishes, districts, or other local
units that are not separate legal entities,
but are components of a larger entity
(diocese, province, convention, or
association). Each specific deduction will
be the smaller of $1,000 or the gross
income from any unrelated trade or
business the local unit conducts. If you
claim a total specific deduction larger than
$1,000, attach a schedule showing how
you figured the amount.

The diocese, province of a religious
order, or convention or association of
churches must file a return reporting the
gross income and deductions of all its
units that are not separate legal entities.
These local units cannot file separate
returns because they are not separately
incorporated. Local units that are
separately incorporated must file their
own returns and cannot be included with
any other entity except for a title holding
company. See the instructions under
Consolidated Returns on page 5.

For details on the specific deduction,
see section 512(b)(12) and the related
regulations.

Part lll—Tax Computation

Lines 35a and 35b

Corporate members of a controlled
group, as defined in section 1563, must
check the box on line 35 and complete
lines 35a and 35b.

Members of a controlled group are
entitled to one $50,000, one $25,000, and
one $9,925,000 taxable income bracket
amount (in that order) on line 35a.



When a controlled group adopts or
later amends an apportionment plan,
each member must attach to its tax return
a copy of its consent to this plan. The
copy (or an attached statement) must
show the part of the amount in each
taxable income bracket apportioned to
that member. See Regulations section
1.1561-3(b) for other requirements and
for the time and manner of making the
consent.

Equal apportionment plan. If no
apportionment plan is adopted, members
of a controlled group must divide the
amount in each taxable income bracket
equally among themselves. For example,
Controlled Group AB consists of
Corporation A and Corporation B. They
do not elect an apportionment plan.
Therefore, Corporation A and Corporation
B are each entitled to $25,000 (one-half
of $50,000) in the $50,000 taxable
income bracket on line 35a(1), $12,500
(one-half of $25,000) in the $25,000
taxable income bracket on line 35a(2),
and $4,962,500 (one-half of $9,925,000)
in the $9,925,000 taxable income bracket
on line 35a(3).

Unequal apportionment plan.
Members of a controlled group may elect
an unequal apportionment plan and divide
the taxable income brackets as they want.
There is no need for consistency among
taxable income brackets. Any member of
the controlled group may be entitled to all,
some, or none of the taxable income
bracket. However, the total amount for all
members cannot be more than the total
amount in each taxable income bracket.

Additional 5% tax and additional 3%
tax. Members of a controlled group are
treated as one corporation to figure the
applicability of the additional 5% tax that
must be paid by corporations with taxable
income over $100,000 and the additional
3% tax that must be paid by corporations
with taxable income over $15 million. If
either additional tax applies, each
member of the controlled group will pay
that tax based on the part of the amount
that is used in each taxable income
bracket to reduce that member’s tax. See
section 1561(a). Each member must
enter its share of the additional 5% tax on
line 35b(1) and its share of the additional
3% tax on line 35b(2) and attach to its tax
return a schedule that shows the taxable
income of the entire group, as well as
how its share of the additional tax was
figured.

Lines 35c and 36

Deferred tax amount under section
1291. If your organization has an excess
distribution from a passive foreign
investment company (PFIC) that is
taxable as unrelated business taxable
income, the organization may owe the
deferred tax amount defined in section
1291(c)(1). The portion of the deferred tax
amount that is the aggregate increases in
taxes (described in section 1291(c)(2))
must be included in the amount entered
on line 35c¢ or 36. Write to the left of line
35c or 36, “Sec. 1291” and the amount.
Do not include on line 35c or 36 the

portion of the deferred tax amount that is
the aggregate amount of interest
determined under section 1291(c)(3).
Instead, write “Sec. 1291 interest” and the
amount in the bottom right margin of page
2, Form 990-T. See Part IV of Form 8621,
Return by a Shareholder of a Passive
Foreign Investment Company or Qualified
Electing Fund.

Line 35c—Corporations

Use the Tax Rate Schedule for
Corporations below to figure the tax.

Members of a controlled group
A use the Tax Computation
ity \Worksheet for Members of a
Controlled Group on this page to figure
the tax. Members of a controlled group
should see the instructions on page 12 for
lines 35a and 35b. Members of a
controlled group must attach a statement
showing the computation of the tax
entered on line 35c.

Tax Rate Schedule for Corporations
(Internal Revenue Code — Section 11)

If the amount on line 34, page 1 is:

Of the

But not amount

Over over— Tax is: over—
$0 $50,000 15% $0
50,000 75,000 $ 7,500 + 25% 50,000
75,000 100,000 13,750 + 34% 75,000
100,000 335,000 22,250 + 39% 100,000
335,000 10,000,000 113,900 +34% 335,000

10,000,000 15,000,000 3,400,000 + 35% 10,000,000
15,000,000 18,333,333 5,150,000 + 38% 15,000,000
18,333,333 35%

o

Tax Computation Worksheet for
Members of a Controlled Group
(Keep for your records)

Each member of a controlled group must compute the tax
using the computation below:

1. Enter unrelated business taxable
income (line 34, page 1, Form 990-T)
2. Enter line 1 or corporation’s share of
the $50,000 taxable income bracket,
whicheverisless . ............
3. Subtractline 2 fromlinel ... ... ..
4. Enter line 3 or corporation’s share of
the $25,000 taxable income bracket,
whicheverisless . ............
5. Subtract line 4 fromline3 .. ... ...
6. Enter line 5 or corporation’s share of
the $9,925,000 taxable income bracket,
whicheverisless . ............
7. Subtract line 6 fromline5 .. ... ...
8. Enter 15% of line2 . . .. ... .. ...
9. Enter25% of line4 . . .. ... .....
10. Enter 34% of line6 . ... ... .....
11. Enter35% ofline7 . ... ........
12. If the taxable income of the controlled
group exceeds $100,000, enter this
member’s share of the smaller of: (a)
5% of the excess over $100,000, or (b)
$11,750 (see instructions for additional
5% and additional 3% tax). . . ... ..
13. If the taxable income of the controlled
group exceeds $15 million, enter this
member’s share of the smaller of: (a)
3% of the excess over $15 million, or
(b) $100,000 (see instructions for
additional 5% and additional 3% tax).
14. Add lines 8 through 13. Enter here and
on line 35¢, page 2, Form 990-T . . . .
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Line 36—Trusts

Trusts exempt under section 501(a),
which otherwise would be subject to
subchapter J (estates, trusts, etc.), are
taxed at trust rates. This rule also applies
to employees’ trusts that qualify under
section 401(a). Most trusts figure the tax
on the amount on line 34 using the Tax
Rate Schedule for Trusts, below. If the tax
rate schedule is used, enter the tax on
line 36 and check the “tax rate schedule”
box on line 36. If the trust is eligible for
the rates on net capital gains, complete
Schedule D (Form 1041) and enter the
tax from Schedule D (Form 1041) on
page 2, line 36. Check the “Schedule D”
box on line 36 and attach Schedule D
(Form 1041) to Form 990-T.

Tax Rate Schedule Trust
(Internal Revenue Code — Section 1(e))

If the amount on line 34, page 1 is:

Of the

But not amount

Over— over— Tax is: over—

$0 $1,950 15%  $0

1,950 4,600 $292.50 + 25% 1,950
4,600 7,000 955 +28% 4,600
7,000 9,550 1,627 + 33% 7,000
9550  ----- 2,468.50 + 35% 9,550

Line 37—Proxy Tax

To pay the section 6033(e)(2) proxy tax
on nondeductible lobbying and political
expenditures, enter the proxy tax on line
37 and attach a schedule showing the
computation.

Exempt organizations, except section
501(c)(3) and certain other organizations,
must include certain information regarding
lobbying expenditures on Form 990. In
addition, organizations may have to
provide notices to members regarding
their share of dues to which the
expenditures are allocable. See Form 990
instructions and Rev. Proc. 98-19, 1998-1
C.B. 547 for exceptions and other details.

If the organization elects not to provide
the notices described above, it must pay
the proxy tax described in section
6033(e)(2). If the organization does not
include the entire amount of allocable
dues in the notices, it may have to pay
the proxy tax. This tax is not applicable to
section 501(c)(3) organizations. Figure
the proxy tax by multiplying the aggregate
amount not included in the notices
described above by 35%. No deductions
are allowed.

Line 38—Alternative Minimum
Tax

Organizations liable for tax on unrelated
business taxable income may be liable for
alternative minimum tax on certain
adjustments and tax preference items.
Trusts attach Schedule |, Alternative
Minimum Tax, of Form 1041 and enter
any tax from Schedule | on this line. A
corporation, unless it is treated as a
“small corporation” exempt from the
alternative minimum tax, may have to
attach Form 4626, Alternative Minimum



Tax— Corporations, and enter any tax
from Form 4626 on this line. See the
Instructions for Form 4626 for the
definition of a small corporation.

Part IV—Tax and
Payments

Line 40a—Foreign Tax Credit

e Corporations. See Form 1118,
Foreign Tax Credit— Corporations, for an
explanation of when a corporation can
take this credit for payment of income tax
to a foreign country or U.S. possession.

* Trusts. See Form 1116, Foreign Tax
Credit (Individual, Estate, Trust, or
Nonresident Alien Individual), for rules on
how the trust computes the foreign tax
credit.

Complete the form that applies to the
organization and attach the form to its
Form 990-T. Enter the credit on this line.

Line 40b—Other Credits

* Possessions tax credit. The Small
Business Job Protection Act of 1996
repealed the possessions credit.
However, existing claimants may qualify
for a credit under the transitional rules.
See the Instructions for Form 5735.

* Nonconventional source fuel credit.
A credit is allowed for the sale of qualified
fuels produced from a nonconventional
source. Section 29 contains a definition of
qualified fuels, provisions for figuring the
credit, and other special rules. Attach a
separate schedule to the return showing
the computation of the credit. Also, see
Form 8801, Credit for Prior Year Minimum
Tax—Individuals, Estates, and Trusts, or
Form 8827, Credit for Prior Year Minimum
Tax— Corporations, if any of the 2003
nonconventional source fuel credit was
disallowed solely because of the tentative
minimum tax limitation. See section 53(d).
* Qualified electric vehicle credit.
Include on line 40b any credit from Form
8834, Qualified Electric Vehicle Credit.
Vehicles that qualify for this credit are not
eligible for the deduction for clean-fuel
vehicles under section 179A.

Line 40c—General Business
Credit

Complete Form 3800, General Business
Credit, if the organization has:

1. Two or more of the credits listed
below;

2. A credit carryforward or carryback
(including one from an ESOP credit);

3. A passive activity credit (other than
the low-income housing credit); or

4. General credits from an electing
large partnership.

Enter the amount of the general
business credit on line 40c and check the
Form 3800 box on that line. Attach Form
3800 and the other applicable credit
forms to Form 990-T.

Form 3800 is not required if the
organization has only one of the general
business credits (and items 2-4 above do
not apply). Instead, attach the applicable
credit form(s) to the return; check the

“Form(s)” box; specify the form number(s)
in the space provided, and include the
amount of the credit(s) on line 40c.

For Form 990-T filers, the general
business credit includes:

* |nvestment Credit, Form 3468.

* Credit for Alcohol Used as Fuel, Form
6478.

¢ Credit for Increasing Research
Activities, Form 6765.

¢ Low-Income Housing Credit, Form
8586.

¢ Orphan Drug Credit, Form 8820.

* Disabled Access Credit, Form 8826.

* Enhanced Oil Recovery Credit, Form
8830.

* Renewable Electricity Production
Credit, Form 8835.

¢ Credit for Employer Social Security and
Medicare Taxes Paid on Certain
Employee Tips, Form 8846.

¢ Credit for Contributions to Selected
Community Development Corporations,
Form 8847.

* New Markets Credit, Form 8874.

¢ Credit for Small Employer Pension
Startup Cost, Form 8881.

¢ Credit for Employer-Provided Child
Care Facilities and Services, Form 8882.

Line 40d —Credit for Prior Year
Minimum Tax

Use Form 8801 to figure the minimum tax
credit and any carryforward of that credit
for trusts. For corporations, use Form
8827.

Line 42—Other Taxes

Recapture of investment credit. If
property is disposed of, or ceases to be
qualified property, before the end of the
recapture period or the useful life
applicable to the property, there may be a
recapture of the credit. See Form 4255,
Recapture of Investment Credit.

Recapture of low-income housing
credit. If the organization disposed of
property (or there was a reduction in the
qualified basis of the property) for which it
took the low-income housing credit, it may
owe a tax. See Form 8611, Recapture of
Low-Income Housing Credit, and section
42(j) for detalils.

Interest due under the look-back
method. If the organization used the
look-back method for certain long-term
contracts, see Form 8697 for information
on figuring the interest the organization
may have to include. The organization
may also have to include interest due
under the look-back method for property
depreciated under the income forecast
method. See Form 8866, Interest
Computation Under the Look-Back
Method for Property Depreciated Under
the Income Forecast Method.

Other. Additional taxes and interest
amounts may be included in the total
entered on line 42. Check the box for
“Other” if the organization includes any of
the taxes and interest discussed below.
See How to report, below, for details on
reporting these amounts on an attached
schedule.

* Recapture of qualified electric vehicle
(QEV) credit. The organization must
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recapture part of the QEV credit it claimed
in a prior year if within 3 years of the date
the vehicle was placed in service, it
ceases to qualify for the credit. See
Regulations section 1.30-1 for details on
how to figure the recapture.

* Tax and interest on a nonqualified
withdrawal from a capital construction
fund (section 7518).

¢ Interest on deferred tax attributable to
(a) installment sales of certain timeshares
and residential lots (section 453(1)(3)) and
(b) certain nondealer installment
obligations (section 453A(c)).

¢ Interest due on deferred gain (section
1260(b)).

How to report. If the organization
checked the “Other” box, attach a
schedule showing the computation of
each item included in the total for line 42.
In addition, identify (a) the applicable
Code section, (b) the type of tax or
interest, and (c) enter the amount of tax
or interest. For example, if the
organization is reporting $100 of tax due
from the recapture of the QEV credit,
write “Section 30-QEV recapture
tax-$100" on the attached schedule.

Line 43—Total Tax

Include any deferred tax on the
termination of a section 1294 election
applicable to shareholders in a qualified
electing fund in the amount entered on
line 43. See Form 8621, Part V, and How
to report, below.

Subtract from the total entered on line
43 any deferred tax on the corporation’s
share of undistributed earnings of a
qualified electing fund (see Form 8621,
Part I1).

How to report. Attach a schedule
showing the computation of each item
included in, or subtracted from, the total
on line 43. On the dotted line next to line
43, specify (a) the applicable Code
section, (b) the type of tax, and (c) enter
the amount of tax.

Line 44b—Estimated Tax

Enter the total estimated tax payments
made for the tax year.

If an organization is the beneficiary of
a trust, and the trust makes a section
643(g) election to credit its estimated tax
payments to its beneficiaries, include the
organization’s share of the estimated tax
payment in the total amount entered here.
In the entry space to the left of line 44b,
write “T” and the amount attributable to it.

Line 44d—Foreign
Organizations

Enter the tax withheld on unrelated
business taxable income from U.S.
sources that is not effectively connected
with the conduct of a trade or business
within the United States. Attach Form
1042-S, Foreign Person’s U.S. Source
Income Subject to Withholding, or other
form which verifies the withheld tax
reported on line 44d.

Line 44e—Backup Withholding

Recipients of dividend or interest
payments must generally certify their



correct tax identification number to the
bank or other payer on Form W-9. If the
payer does not get this information, it
must withhold part of the payments as
“backup withholding.” If your organization
was subject to erroneous backup
withholding because the payer did not
realize you were an exempt organization
and not subject to this withholding, you
can claim credit for the amount withheld
by including it on line 44e. See Backup
Withholding under Which Parts To
Complete on page 4.

Line 44f—Other Credits and
Payments

Check the appropriate box(es) and enter:
e From Form 2439, the credit from
regulated investment company (RIC) or
real estate investment trust (REIT). Also,
attach Form 2439, Notice to Shareholder
of Undistributed Long-Term Capital
Gains. If you are filing a composite Form
990-T, see Composite Form 990-T under
Which Parts To Complete on page 4 of
these instructions.

* From Form 4136, the credit for federal
tax paid on fuels. Also, attach Form 4136,
Credit for Federal Tax Paid on Fuels, if
the organization qualifies to take this
credit.

¢ |n Other, the credit for ozone-depleting
chemicals. Include any credit the
organization is claiming under section
4682(g) for taxes paid on chemicals used
as propellants in metered-dose inhalers.

After entering these amounts in the
appropriate spaces, add them all together
and enter the total on line 44f.

Form 8849, Claim for Refund of
@ Excise Taxes, may be used to
claim a periodic refund of excise

taxes instead of waiting to claim a credit
on Form 4136. See the instructions for
Form 8849 and Pub. 378, Fuel Tax
Credits and Refunds, for more
information.

Line 47—Tax Due

Domestic organizations owing less than
$500 and foreign organizations that do
not have an office or place of business in
the United States should enclose a check
or money order (in U.S. funds), made
payable to the United States Treasury,
with Form 990-T.

Domestic organizations owing $500 or
more and foreign organizations with an
office or place of business in the United
States should see Depository Method of
Tax Payment on page 3.

Part V—Statements
Regarding Certain
Activities and Other

Information

Complete all items in Part V.

Line 1. Check “Yes” if either 1 or 2 below
applies:

1. At any time during the year the
organization had an interest in or
signature or other authority over a
financial account in a foreign country

(such as a bank account, securities
account, or other financial account); and

a. The combined value of the
accounts was more than $10,000 at any
time during the year; and

b. The accounts were not with a U.S.
military banking facility operated by a U.S.
financial institution.

2. The organization owns more than
50% of the stock in any corporation that
would answer “Yes” to item 1 above.

If the “Yes” box is checked, write the
name of the foreign country or countries.
Attach a separate sheet if more space is
needed.

Get Form TD F 90-22.1, Report of
Foreign Bank and Financial Accounts, to
see if the organization is considered to
have an interest in or signature or other
authority over a financial account in a
foreign country (such as a bank account,
securities account, or other financial
account). The organization can obtain
Form TD F 90-22.1 from the IRS Forms
Distribution Center or by calling
1-800-TAX-FORM (1-800-829-3676) or
by downloading it from the IRS website at
www.irs.gov. If the organization is
required to file this form, file it by June 30,
2005, with the Department of the
Treasury at the address shown on the
form. Do not file it with the IRS or attach it
to Form 990-T.

Line 2. The organization may be required
to file Form 3520, Annual Return To
Report Transactions With Foreign Trusts
and Receipt of Certain Foreign Gifts, if:

e |t directly or indirectly transferred
money or property to a foreign trust. For
this purpose, any U.S. person who
created a foreign trust is considered a
transferor.

* |tis treated as the owner of any part of
the assets of a foreign trust under the
grantor trust rules.

* It received a distribution from a foreign
trust.

For more information, see the
instructions for Form 3520.

An owner of a foreign trust must
A ensure that the trust files an
(D) annual information return on Form
3520-A, Annual Information Return of
Foreign Trust With a U.S. Owner. For
details, see the Instructions for Form
3520-A.

Line 3. Report any tax-exempt interest
received or accrued in the space
provided. Include any exempt-interest
dividends received as a shareholder in a
mutual fund or other regulated investment
company.

Signature

Corporations. The return must be
signed and dated by the president, vice
president, treasurer, assistant treasurer,
chief accounting officer, or by any other
corporate officer (such as tax officer)
authorized to sign. Receivers, trustees, or
assignees must also sign and date any
return filed on behalf of the organization.

Trusts. The return must be signed and
dated by the individual fiduciary, or by the
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authorized officer of the trust receiving or
having custody or control and
management of the income of the trust. If
two or more individuals act jointly as
fiduciaries, any one of them may sign.

Special rule for IRA trusts. A
trustee of IRA trusts may use a facsimile
signature if all of the following conditions
are met:

* Each group of returns sent to the IRS
must be accompanied by a letter signed
by the person authorized to sign the
returns declaring, under penalties of
perjury, that the facsimile signature
appearing on the returns is the signature
adopted by that person to sign the returns
filed and that the signature was affixed to
the returns by that person or at that
person’s direction.

* The letter must also list each return by
the name and EIN of the IRA trust.

* After the facsimile signature is affixed,
no entries on the return may be altered
other than to correct discernible arithmetic
errors.

* A manually signed copy (of the letter
submitted to the IRS with the returns and
a record of any arithmetic errors
corrected) must be retained on behalf of
the IRA trusts listed in the letter and it
must be available for inspection by the
IRS.

The above instructions regarding
A facsimile signatures do not apply
() to paid preparers.

Paid preparer. If an officer of the
organization filled in its return, the paid
preparer’s space should remain blank.
Anyone who prepares the return but does
not charge the organization should not
sign the return. Certain others who
prepare the return should not sign. For
example, a regular, full-time employee of
the organization, such as a clerk,
secretary, etc., should not sign.

Generally, anyone who is paid to
prepare the organization’s tax return must
sign it and fill in the “Paid Preparer’s Use
Only” area.

The paid preparer must complete the
required preparer information:
* Sign the return in the space provided
for the preparer’s signature.
* Give a copy of the return to the
organization.

Paid Preparer Authorization. If the
organization wants to allow the IRS to
discuss its 2004 tax return with the paid
preparer who signed it, check the “Yes”
box in the signature area of the return.
This authorization applies only to the
individual whose signature appears in the
“Paid Preparer’s Use Only” section of its
return. It does not apply to the firm, if any,
shown in that section.

If the “Yes” box is checked, the
organization is authorizing the IRS to call
the paid preparer to:

* Give the IRS any information that is
missing from its return,

¢ Call the IRS for information about the
processing of its return or the status of its
refund or payment(s), and



* Respond to certain IRS notices that the
organization has shared with the preparer
about a math error, offsets, and return
preparation. The notices will not be sent
to the preparer.

The organization is not authorizing the
paid preparer to receive any refund
check, bind the organization to anything
(including any additional tax liability), or
otherwise represent the organization
before the IRS. If the organization wants
to expand the paid preparer’'s
authorization, see Pub. 947, Practice
Before the IRS and Power of Attorney.

The authorization cannot be revoked.
However, the authorization will
automatically end no later than the due
date (excluding extensions) for filing the
2005 Form 990-T.

Schedule A—Cost of
Goods Sold

Generally, inventories are required at the
beginning and end of each tax year if the
production, purchase, or sale of
merchandise is an income-producing
factor. See Regulations section 1.471-1.

However, if the organization is a
qualifying taxpayer or a qualifying small
business taxpayer, it may adopt or
change its accounting method to account
for inventoriable items in the same
manner as materials and supplies that are
not incidental (unless its business is a tax
shelter (as defined in section 448(d)(3))).

A qualifying taxpayer is a taxpayer
that, for each prior tax year ending after
December 16, 1998, has average annual
gross receipts of $1 million or less for the
3-tax-year period ending with that prior
tax year.

A qualifying small business taxpayer is
a taxpayer (@) that, for each prior tax year
ending on or after December 31, 2000,
has average annual gross receipts of $10
million or less for the 3-tax-year period
ending with that prior tax year, and (b)
whose principle business activity is not an
ineligible activity.

Under this accounting method,
inventory cost for raw materials
purchased for use in producing finished
goods and merchandise purchased for
resale are deductible in the year the
finished goods or merchandise are sold
(but not before the year the organization
paid for the raw materials or
merchandise, if it is also using the cash
method). For additional guidance on this
method of accounting for inventoriable
items, see Pub. 538 and the Instructions
for Form 3115.

Enter amounts paid for all raw
materials and merchandise during the tax
year on line 2. The amount the
organization can deduct for the tax year is
figured on line 7.

All filers not using the cash method of
accounting should see Section 263A
uniform capitalization rules in the
instructions for Limitations on Deductions
on page 9 before completing Schedule A.

The instructions for lines 4a, 4b, and 6
below apply to Schedule A.

Inventory valuation methods.
Inventories can be valued at:

1. Cost as described in Regulations
section 1.471-3,

2. Lower of cost or market as
described in Regulations section 1.471-4,
or

3. Any other method approved by the
IRS that conforms to the requirements of
the applicable regulations cited below.

However, if the organization is using
the cash method of accounting, it is
required to use cost.

A small producer is one whose
average annual gross receipts are $1
million or less. Small producers that
account for inventories in the same
manner as materials and supplies that are
not incidental may currently deduct
expenditures for direct labor and all
indirect costs that would otherwise be
included in inventory costs.

The average cost (rolling average)
method of valuing inventories generally
does not conform to the requirement of
the regulations. See Rev. Rul. 71-234,
1971-1 C.B. 148.

Organizations that use erroneous
valuation methods must change to a
method permitted for federal income tax
purposes. File Form 3115 to make this
change.

Inventory may be valued below cost
when the merchandise is unsalable at
normal prices, or unusable in the normal
way because the goods are subnormal
because of damage, imperfections, shop
wear, etc., within the meaning of
Regulations section 1.471-2(c). The
goods may be valued at the current bona
fide selling price, minus direct cost of
disposition (but not less than scrap value)
if such a price can be established.

If this is the first year the Last-in
First-out (LIFO) inventory method was
either adopted or extended to inventory
goods not previously valued under the
LIFO method provided in section 472,
attach Form 970, Application To Use
LIFO Inventory Method, or a statement
with the information required by Form
970.

If the organization changed or
extended its inventory method to LIFO
and had to write up the opening inventory
to cost in the year of election, report the
effect of this write up as other income
(line 12, page 1) proportionately over a
3-year period that begins in the tax year
the LIFO election was made (section
472(d)).

Schedule A, line 1. If the organization is
changing its method of accounting to no
longer account for inventories, it must
refigure last year'’s closing inventory using
the new method of accounting and enter
the result on line 1. If there is a difference
between last year’s closing inventory and
the refigured amount, attach an
explanation and take it into account when
figuring the organization’s section 481(a)
adjustment (explained on page 6).
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Schedule A, line 4a. An entry is required
on this line only for organizations that
have elected a simplified method of
accounting.

For organizations that have elected the
simplified production method, additional
section 263A costs are generally those
costs, other than interest, that are now
required to be capitalized under section
263A but that were not capitalized under
the organization’s method of accounting
immediately prior to the effective date of
section 263A. For details, see
Regulations section 1.263A-2(b).

For organizations that have elected the
simplified resale method, additional
section 263A costs are generally those
costs incurred with respect to the
following categories: off-site storage or
warehousing; purchasing; handling, such
as processing, assembling, repackaging,
and transporting; and general and
administrative costs (mixed service
costs). For details, see Regulations
section 1.263A-3(d).

Enter on line 4a the balance of section
263A costs paid or incurred during the tax
year not included on lines 2 and 3.

Schedule A, line 4b. Enter on line 4b
any costs paid or incurred during the tax
year not entered on lines 2 through 4a.

Schedule A, line 6. See Regulations
sections 1.263A-1 through 3 for details on
figuring the amount of additional section
263A costs to be included in ending
inventory.

If the organization accounts for
inventories in the same manner as
materials and supplies that are not
incidental, enter on line 6 the portion of its
raw materials and merchandise
purchased for resale that are included on
line 5 and were not sold during the year.

Schedule C—Rent Income

Section 501(c)(7), (9), and (17)
organizations, enter gross rents on Part I,
line 6, and applicable expenses on Part Il,
lines 14 through 28. All rents except those
that are exempt function income must be
included.

All organizations that have applicable
rent income, other than section 501(c)(7),
(9), and (17) organizations, should
complete Schedule C on page 3 of the
return. For organizations other than
section 501(c)(7), (9), and (17)
organizations, only the following rents are
taxable in Part I, line 6:

1. Rents from personal property
leased with real property, if the rents from
the personal property are more than 10%
of the total rents received or accrued
under the lease, determined at the time
the personal property is placed in service.

2. Rents from real and personal
property if:

a. More than 50% of the total rents
received or accrued under the lease are
for personal property; or

b. The amount of the rent depends on
the income or profits derived by any
person from the property leased (except



an amount based on a fixed percentage
of receipts or sales).

A redetermination of the percentage of
rent for personal property is required
when either:

1. There is an increase of 100% or
more by the placing of additional or
substitute personal property in service; or

2. There is a modification of the lease
that changes the rent charged.

Rents from both real and personal
property not taxable in Part |, line 6, may
be taxable on line 8 if the income is from
a controlled organization or on line 7 if the
property is debt-financed. Taxability of the
rents must be considered in that order;
that is, rents not taxed on line 6 may be
taxed on line 8 and rents not taxed on line
6 or line 8 may be taxed on line 7.

Rents from personal property that is
not leased with real property should be
reported on line 12 of Part I.

See Form 8582 (for trusts) or Form
8810 (for corporations) and section 469
for limitations on losses from rental
activities.

Schedule E—Unrelated

Debt-Financed Income

Schedule E applies to all organizations
except sections 501(c)(7), (9), and (17)
organizations.

When debt-financed property is held
for exempt purposes and other purposes,
the organization must allocate the basis,
debt, income, and deductions among the
purposes for which the property is held.
Do not include in Schedule E amounts
allocated to exempt purposes.

For section 514 purposes, do not
A treat an interest in a qualified state
(D) tuition program (QSTP) as debt.
However, a QSTP’s investment income is
treated as debt-financed income if the
QSTP incurs indebtedness when
acquiring or improving income-producing
property.

Column 1—Description of
debt-financed property. Any property
held to produce income is debt-financed
property if at any time during the tax year
there was acquisition indebtedness
outstanding for the property. When any
property held for the production of income
by an organization is disposed of at a
gain during the tax year, and there was
acquisition indebtedness outstanding for
that property at any time during the
12-month period before the date of
disposition, the property is debt-financed
property. Securities purchased on margin
are considered debt-financed property if
the liability incurred in purchasing them
remains outstanding.

Acquisition indebtedness is the
outstanding amount of principal debt
incurred by the organization to acquire or
improve the property:

1. Before the property was acquired
or improved, if the debt was incurred

because of the acquisition or
improvement of the property; or

2. After the property was acquired or
improved, if the debt was incurred
because of the acquisition or
improvement, and the organization could
reasonably foresee the need to incur the
debt at the time the property was
acquired or improved.

With certain exceptions, acquisition
indebtedness does not include debt
incurred by:

1. A qualified (section 401) trust in
acquiring or improving real property. See
section 514(c)(9) for more details.

2. A tax-exempt school (section
170(b)(1)(A)(ii)) and its affiliated support
organizations (section 509(a)(3)) for
indebtedness incurred after July 18, 1984.

3. An organization described in
section 501(c)(25) in tax years beginning
after December 31, 1986.

4. An obligation, to the extent that it is
insured by the Federal Housing
Administration, to finance the purchase,
rehabilitation, or construction of housing
for low and moderate income persons, or
indebtedness incurred by a small
business investment company licensed
after October 22, 2004, under the Small
Business Investment Act of 1958 if such
indebtedness is evidenced by a
debenture issued by such company under
section 303(a) of that Act, and held or
guaranteed by the Small Business
Administration (see section 514(c)(6)(B)
for limitations).

See Pub. 598 for additional exceptions
to the rules for debt-financed property.

Column 2. Income is not unrelated
debt-financed income if it is otherwise
included in unrelated business taxable
income. For example, do not include rents
from personal property shown in
Schedule C, or rents and interest from
controlled organizations shown in
Schedule F.

Column 4. Average acquisition
indebtedness for any tax year is the
average amount of the outstanding
principal debt during the part of the tax
year the property is held by the
organization. To figure the average
amount of acquisition debt, determine the
amount of the outstanding principal debt
on the first day of each calendar month
during that part of the tax year that the
organization holds the property. Add
these amounts together, and divide the
result by the total number of months
during the tax year that the organization
held the property. See section 514(a) and
the related regulations for property
acquired for an indeterminate price.

Column 5. The average adjusted basis
for debt-financed property is the average
of the adjusted basis of the property on
the first and last days during the tax year
that the organization holds the property.
Determine the adjusted basis of property
under section 1011. Adjust the basis of
the property by the depreciation for all
earlier tax years, whether or not the
organization was exempt from tax for any
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of these years. Similarly, for tax years
during which the organization is subject to
tax on unrelated business taxable
income, adjust the basis of the property
by the entire amount of allowable
depreciation, even though only a part of
the deduction for depreciation is taken
into account in figuring unrelated
business taxable income.

If no adjustments to the basis of
property under section 1011 apply, the
basis of the property is cost.

See section 514(d) and the related
regulations for the basis of debt-financed
property acquired in a complete or partial
liquidation of a corporation in exchange
for its stock.

Column 7. The amount of income from
debt-financed property included in
unrelated trade or business income is
figured by multiplying the property’s gross
income by the percentage obtained from
dividing the property’s average acquisition
indebtedness for the tax year by the
property’s average adjusted basis during
the period it is held in the tax year. This
percentage cannot be more than 100%.

Column 8. For each debt-financed
property, deduct the same percentage (as
determined above) of the total deductions
that are directly connected to the income
(including the dividends-received
deductions allowed by sections 243, 244,
and 245). However, if the debt-financed
property is depreciable property, figure
the depreciation deduction by the straight
line method only, and enter the amount in
column 3(a).

For each debt-financed property,
attach schedules showing separately a
computation of the depreciation deduction
(if any) reported in column 3(a) and a
breakdown of the expenses included in
column 3(b). Corporations owning stock
that is unrelated debt-financed property
should see Schedule C (Dividends and
Special Deductions) of Form 1120, U.S.
Corporation Income Tax Return, to
determine the dividends-received
deductions to include in column 3(b).

Enter on the last line of Schedule E,
the total dividends-received deductions
(after reduction, when applicable, by the
debt-basis percentage(s)) included in
column 8.

When a capital loss for the tax year
may be carried back or carried over to
another tax year, the amount to carry over
or back is figured by using the percentage
determined above. However, in the year
to which the amounts are carried, do not
apply the debt-basis percentage to
determine the deduction for that year.

Example 1. An exempt organization
owns a four-story building. Two floors are
used for an exempt purpose and two
floors are rented (as an unrelated trade or
business) for $10,000. Expenses are
$1,000 for depreciation and $5,000 for
other expenses that relate to the entire
building. The average acquisition
indebtedness is $6,000, and the average
adjusted basis is $10,000. Both apply to
the entire building.



To complete Schedule E for this
example, describe the property in column
1. Enter $10,000 in column 2 (since the
entire amount is for debt-financed
property), $500 and $2,500 in columns
3(a) and 3(b), respectively (since only
one-half of the expenses are for the
debt-financed property), $3,000 and
$5,000 in columns 4 and 5, respectively
(since only one-half of the acquisition
indebtedness and the average adjusted
basis are for debt-financed property),
60% in column 6, $6,000 in column 7, and
$1,800 in column 8.

Example 2. Assume the same facts
as in Example 1, except the entire
building is rented out as an unrelated
trade or business for $20,000. To
complete Schedule E for this example,
enter $20,000 in column 2, $1,000 and
$5,000 in columns 3(a) and 3(b),
respectively (since the entire amount is
for debt-financed property), $6,000 and
$10,000 in columns 4 and 5 (since the
entire amount is for debt-financed
property), 60% in column 6, $12,000 in
column 7, and $3,600 in column 8.

Schedule F—Interest,
Annuities, Royalties, and
Rents From Controlled

Organizations

Interest, annuities, royalties, and rents
received or accrued (directly or indirectly)
by a controlling organization from a
controlled organization are subject to tax,
whether or not the activity conducted by
the controlling organization to earn these
amounts is a trade or business or is
regularly carried on.

Controlled Organization

An entity is a “controlled organization” if
the controlling organization owns:

* By vote or value more than 50% of a
corporation’s stock (for an organization
that is a corporation);

* More than 50% of a partnership’s
profits or capital interests (for an
organization that is a partnership); or

* More than 50% of the beneficial
interests in an organization (for an
organization other than a corporation or
partnership).

To determine the ownership of stock in
a corporation, apply the principles of
section 318 (constructive ownership of
stock). Apply similar principles to
determine the ownership of interests in a
partnership or any other organization.

Specified payment means any
payment of interest, annuity, royalty, or
rent. Include the specified payment in
gross income to the extent that the
payment reduces the net unrelated
income (or increases the net unrelated
loss) of the controlled organization.

If any part of a specified payment is
included in gross income, Schedule F
must be completed.

Net unrelated income means:

* For a controlled organization that is
exempt from tax under section 501(a), the
unrelated business taxable income of the
controlled organization.
* For a controlled organization that is not
exempt from tax under section 501(a), the
part of the controlled organization’s
taxable income that would be unrelated
business taxable income if the controlled
organization was tax exempt under
section 501(a) and had the same
tax-exempt purpose as the controlling
organization.

Net unrelated loss means the net

operating loss using rules similar to those
discussed under Net unrelated income.

Schedule G—Investment
Income of a Section
501(c)(7), (9), or (17)
Organization

Generally, for section 501(c)(7), (9), or
(17) organizations, unrelated trade or
business income includes all gross
income from nonmembers with certain
modifications. See section 512(a)(3)(A).
Report on Schedule G all income from
investments in securities and other similar
investment income from nonmembers,
including 100% of income and directly
connected expenses from debt-financed
property. Do not report nonmember
income from debt-financed property on
Schedule E.

All section 501(c)(7), (9), and (17)
organizations figure their investment
income using Schedule G. Do not include
interest on state and local governmental
obligations described in section 103(a).

Investment income includes all income
from debt-financed property.

Deduct only those expenses that are
directly connected to the net investment
income. Allocate deductions between
exempt activities and other activities
where necessary. The organization may
not take the dividends-received
deductions in figuring net investment
income because they are not treated as
directly connected with the production of
gross income.

Section 501(c)(7), (9), and (17)
organizations may set aside income that
would otherwise be taxable under section
512(a)(3). However, income derived from
an unrelated trade or business may not
be set aside and thus cannot be exempt
function income. In addition, any income
set aside and later expended for other
purposes must be included in income.

Sections 501(c)(7), (9), and (17)
organizations will not be taxed on income
set aside for:

1. Religious, charitable, scientific,
literary, or educational purposes, or for
the prevention of cruelty to children or
animals;

2. The payment of life, sick, accident,
or other benefits by a section 501(c)(9) or
(17) organization. The amount allowed as
a set aside may not exceed a limit
determined using section 419A. See
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sections 419A and 512(a)(3)(E) for
details;

3. Reasonable administration costs
directly connected with 1 and 2 above.

Report income set aside in column 4 of
Schedule G. Amounts set aside are not
deductible under section 170 or any other
section of the Code.

The organization may elect to treat
income set aside by the date for filing the
return, including any extensions of time,
as income set aside in the tax year for
which the return is filed. The income set
aside must have been includible in gross
income for that earlier tax year.

Although set aside income may be
accumulated, any accumulation that is
unreasonable will be evidence that the set
aside was not for the purposes described
above.

Net investment income set aside must
be specifically earmarked as such, or
placed in a separate account or fund
(except for an employees’ association
which, by the terms of its governing
instrument, must use its net investment
income for the purposes stated in 2
above).

These rules apply to a corporation
described in section 501(c)(2) (title
holding corporation) whose income is
payable to an organization described in
section 501(c)(7), (9), or (17) if it files a
consolidated return with the section
501(c)(7), (9), or (17) organization.

If a section 501(c)(7), (9), or (17)
organization (or a title holding corporation
described above) sells property that was
used for the exempt function of the
section 501(c)(7), (9), or (17)
organization, and buys other property
used for the organization’s exempt
function within a period beginning 1 year
before the date of the sale, and ending 3
years after the date of the sale, the gain
from the sale will be recognized only to
the extent that the sales price of the old
property is more than the cost of the other
property. The other property need not be
similar in type or use to the old property.
The organization must notify the IRS of
the sale by a statement attached to the
return, or other written notice.

To compute the gain on the sale of
depreciable property, see the instructions
for column 5 of Schedule E to determine
the adjusted basis of the property.

Schedule I—Exploited
Exempt Activity Income,
Other Than Advertising

Income

A section 501(c)(7), (9), or (17)
organization does not report exploited
exempt activity income in Schedule I.
Report the income in Part [, line 1a
instead, or the appropriate line for the
particular kind of income.

Exempt organizations (other than
section 501(c)(7), (9), or (17)
organizations) that have gross income



from an unrelated trade or business
activity that exploits an exempt activity
(other than advertising income) should
complete Schedule I. See Regulations
section 1.513-1(d)(4)(iv) for a definition of
exploited exempt activity.

An organization may take all
deductions directly connected with the
gross income from the unrelated trade or
business activity. In addition, the
organization may take into account all
deductible items attributable to the
exploited exempt activity, with the
following limitations:

1. Reduce the deductible items of the
exempt activity by the income from the
activity;

2. Limit the net amount of deductible
items arrived at in 1 above for the exempt
activity to the net unrelated business
income from the exploited exempt activity;

3. Exclude income and expenses of
the exempt activity in figuring a loss
carryover or carryback from the unrelated
trade or business activity exploiting the
exempt activity; and

4. Exclude deductible items of the
exempt activity in figuring unrelated trade
or business income from an activity that is
not exploiting the same exempt activity.

Therefore, the net includible exploited
exempt activity income is the unrelated
business taxable income minus the
excess of the exempt activity expenses
over the exempt activity income. If the
income from the exempt activity exceeds
the exempt activity expenses, do not add
that profit to the net income from the
unrelated business activity. If two or more
unrelated trade or business activities
exploit the same exempt activity, treat
those activities as one on Schedule |I.
Attach a separate schedule showing the
computation.

Schedule J—Advertising

Income

A section 501(c)(7), (9), or (17)
organization does not report advertising
income on Schedule J. Instead, report
that income in Part |, line 1a.

An exempt organization (other than a
section 501(c)(7), (9), or (17)
organization) that earned gross income
from the sale of advertising in an exempt
organization periodical must complete
Schedule J. The part of the advertising
income taken into account is determined
as follows:

1. If direct advertising costs
(expenses directly connected with
advertising income) are more than
advertising income (unrelated business
income), deduct that excess in figuring
unrelated business taxable income from
any other unrelated trade or business
activity carried on by the organization.

2. If advertising income is more than
direct advertising costs, and circulation
income (exempt activity income) equals
or exceeds readership costs (exempt
activity expenses), then unrelated
business taxable income is the excess of
advertising income over direct advertising
costs.

3. If advertising income is more than
direct advertising costs, and readership
costs are more than circulation income,
then unrelated business taxable income is
the excess of total income (advertising
income and circulation income) over total
periodical costs (direct advertising costs
and readership costs).

4. If the readership costs are more
than the circulation income, and the net
readership costs are more than the
excess of advertising income over direct
advertising costs, no loss is allowable.
See Regulations section
1.512(a)-1(f)(2)(ii)(b).

For allocating membership receipts to
circulation income, see Rev. Rul. 81-101,
1981-1 C.B. 352.

Consolidated periodicals. If an
organization publishes two or more
periodicals, it may elect to treat the gross
income for all (but not less than all)
periodicals, and deductions directly
connected with those periodicals
(including excess readership costs), as if
the periodicals were one to determine its
unrelated business taxable income. This
rule only applies to periodicals published
for the production of income. A periodical
is considered published for the production
of income if gross advertising income of
the periodical is at least 25% of the
readership costs, and the periodical is an
activity engaged in for profit.

Schedule K—
Compensation of Officers,

Directors, and Trustees

Complete columns 1 through 4, Schedule
K, for those officers, directors, and
trustees whose salaries or other
compensation are allocable to unrelated
business gross income. Do not include in
column 4 compensation that is deducted
on lines 15, 28, or Schedules A through J
of Form 990-T.

Include on Schedule K (or elsewhere
on the return) only compensation that is
directly attributable to the unrelated trade
or business activities of the organization.
If personnel is used both to carry on
exempt activities and to conduct
unrelated trade or business activities, the
salaries and wages of those individuals
will be allocated between the activities.
For example, assume an exempt
organization derives gross income from
the conduct of certain unrelated trade or
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business activities. The organization pays
its president a salary of $65,000 a year.
Ten percent of the president’s time is
devoted to the unrelated business activity.
On Form 990-T, the organization enters
$6,500 (10% of $65,000) on Schedule K
for the part of the president’s salary
allocable to the unrelated trade or
business activity. However, the remaining
$58,500 (90% of $65,000) cannot be
deducted on Form 990-T because it is not
directly attributable to the organization’s
unrelated trade or business activities.

If taxable fringe benefits are provided
to your employees, such as personal use
of a car, do not deduct as salaries and
wages the amounts you deducted for
depreciation and other deductions.

Privacy Act and Paperwork Reduction
Act Notice. We ask for the information
on this form to carry out the Internal
Revenue laws of the United States. You
are required to give us the information.
We need it to ensure that you are
complying with these laws and to allow us
to figure and collect the right amount of
tax. Section 6109 requires return
preparers to provide their identifying
numbers on the return.

You are not required to provide the
information requested on a form that is
subject to the Paperwork Reduction Act
unless the form displays a valid OMB
control number. Books or records relating
to a form or its instructions must be
retained as long as their contents may
become material in the administration of
any Internal Revenue law. Generally, tax
returns and return information are
confidential, as required by section 6103.

The time needed to complete and file
this form will vary depending on individual
circumstances. The estimated average
time is:

Recordkeeping . ...... 67 hr., 26 min.
Learning about the law or

theform ............ 27 hr., 10 min.
Preparing the form . . . .. 43 hr., 25 min.
Copying, assembling, and

sending the form to the

IRS ... ... 4 hr., 1 min.

If you have comments concerning the
accuracy of these time estimates or
suggestions for making this form simpler,
we would be happy to hear from you. You
can write to the Internal Revenue Service,
Tax Products Coordinating Committee,
SE:W:CAR:MP:T:T:SP, 1111 Constitution
Ave. NW, IR-6406, Washington, DC
20224. Do not send the Form 990-T to
this address. Instead, see Where To File
on page 3.




Codes for Unrelated Business Activity

(If engaged in more than one unrelated business activity, select up to two codes for the principal activities. List first the largest in terms of gross
unrelated income, then the next largest. Be sure to classify your unrelated activities, rather than your related activities. For example, code income
from advertising in publications as 541800, Advertising and related services, rather than selecting a code describing a printing or publishing
activity. Also, if possible, select a code that more specifically describes your unrelated activity, rather than a code for a more general activity.)

AGRICULTURE, FORESTRY, HUNTING,
AND FISHING
Code
110000 Agriculture, forestry, hunting, and fishing
111000 Crop production

518210 Data processing, hosting, and related services
519100 Other information services

MINING
Code
211110 Oil and gas extraction
212000 Mining (except oil and gas)

UTILITIES
Code
221000 Utilities

CONSTRUCTION
Code
230000 Construction
236000 Construction of buildings

FINANCE AND INSURANCE

Code

522100 Depository credit intermediation (including
commercial banking, savings institutions, and
credit unions)

522200 Nondepository credit intermediation (including
credit card issuing and sales financing)

523000 Securities, commodity contracts, and other
financial investments and related activities

524113 Direct life insurance carriers

524114 Direct health and medical insurance carriers

524126 Direct property and casualty insurance carriers

524292 Third-party administration of insurance and
pension funds

524298 All other insurance-related activities

525100 Insurance and employee benefit funds

525920 Trusts, estates, and agency accounts

525990 Other financial vehicles

EDUCATIONAL SERVICES
Code
611600 Other schools and instruction (other than
elementary and secondary schools or colleges
and universities, which should select a code to
describe their unrelated activities)
611710 Educational support services

MANUFACTURING
Code
310000 Manufacturing
323100 Printing and related support activities
339110 Medical equipment and supplies manufacturing

WHOLESALE TRADE
Code
423000 Merchant wholesalers, durable goods
424000 Merchant wholesalers, nondurable goods

RETAIL TRADE

Code

441100 Automobile dealers

442000 Furniture and home furnishings stores
443120 Computer and software stores

444100 Building materials and supplies dealers
445100 Grocery stores

445200 Specialty food stores

446110 Pharmacies and drug stores

446199 All other health and personal care stores
448000 Clothing and clothing accessories stores
451110 Sporting goods stores

451211 Book stores

452000 General merchandise stores

453000 Miscellaneous store retailers

453220 Gift, novelty, and souvenir stores
453310 Used merchandise stores

454110 Electronic shopping and mail-order houses

REAL ESTATE AND RENTAL AND LEASING

Code

531110 Lessors of residential buildings and dwellings

531120 Lessors of nonresidential buildings (except
miniwarehouses)

531190 Lessors of other real estate property

531310 Real estate property managers

531390 Other activities related to real estate

532000 Rental and leasing services

532420 Office machinery and equipment rental and
leasing

533110 Lessors of nonfinancial intangible assets
(except copyrighted works)

HEALTHCARE AND SOCIAL ASSISTANCE

Code

621110 Offices of physicians

621300 Offices of other health practitioners

621400 Outpatient care centers

621500 Medical and diagnostic laboratories

621610 Home health care services

621910 Ambulance services

621990 All other ambulatory health care services

623000 Nursing and residential care facilities

623990 Other residential care facilities

624100 Individual and family services

624200 Community food and housing, and emergency
and other relief services

624310 Vocational rehabilitation services

624410 Child day care services

PROFESSIONAL, SCIENTIFIC, AND
TECHNICAL SERVICES
Code
541100 Legal services
541200 Accounting, tax preparation, bookkeeping, and
payroll services
541300 Architectural, engineering, and related services
541380 Testing laboratories
541511 Custom computer programming services
541519 Other computer-related services
541610 Management consulting services
541700 Scientific research and development services
541800 Advertising and related services
541860 Direct mail advertising
541900 Other professional, scientific, and technical
services

ARTS, ENTERTAINMENT, AND
RECREATION

Code

711110 Theater companies and dinner theaters

711120 Dance companies

711130 Musical groups and artists

711190 Other performing art companies

711210 Spectator sports (including sports clubs
and racetracks

711300 Promoters of performing arts, sports, and
simiilar events

713110 Amusement and theme parks

713200 Gambling industries

713910 Golf courses and country clubs

713940 Fitness and recreational sports centers

713990 All other amusement and recreation industries
(including skiing facilities, marinas, and bowling
centers)

TRANSPORTATION AND WAREHOUSING
Code
480000 Transportation
485000 Transit and ground passenger transportation
493000 Warehousing and storage

MANAGEMENT OF COMPANIES AND
ENTERPRISES
Code
551111 Offices of bank holding companies
551112 Offices of other holding companies

ACCOMMODATION AND FOOD SERVICES

Code

721000 Accomodation

721110 Hotels (except casino hotels) and motels

721210 RV (recreational vehicle) parks and recreational
camps

721310 Rooming and boarding houses

722100 Full-service restaurants

722210 Limited-service eating places

722320 Caterers

722410 Drinking places (alcoholic beverages)

INFORMATION

Code

511110 Newspaper publishers (except Internet)

511120 Periodical publishers (except Internet)

511130 Book publishers (except Internet)

511140 Directory and mailing list publishers (except
Internet)

511190 Other publishers (except Internet)

512000 Motion picture and sound recording industries

515100 Radio and television broadcasting (except
Internet)

516110 Internet publishing and broadcasting

517000 Telecommunications (including paging, cellular,
satellite, cable, and other telecommunications)

518111 Internet service providers

518112 Web search portals

ADMINISTRATIVE AND SUPPORT AND
WASTE MANAGEMENT AND
REMEDIATION SERVICES
Administrative and Support Services
Code
561000 Administrative and support services
561300 Employment services
561439 Other business service centers (including copy
shops)
561499 All other business support services
561500 Travel arrangement and reservation services
561520 Tour operators
561700 Services to buildings and dwellings
Waste Management and Remediation Services
Code
562000 Waste management and remediation services
(sanitary services)

OTHER SERVICES
Code
811000 Repair and maintenance
812300 Drycleaning and laundry services
812900 Other personal services
812930 Parking lots and garages

OTHER

Code

900000 Unrelated debt-financed activities other than
rental of real estate

900001 Investment activities of section 501(c)(7), (9), or
(17) organizations

900002 Rental of personal property

900003 Passive income activities with controlled
organizations

900004 Exploited exempt activities
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Important Changes

Gain or loss on disposition of certain brown-
field property. Gain or loss from the qualifying
sale, exchange, or other disposition of a qualify-
ing brownfield property (as defined section
512(b)(18)(C)), which was acquired by the or-
ganization after December 31, 2004, is excluded
from unrelated business taxable income and is
excepted from the debt-financed rules for such
property. See sections 512(b)(18) and
514(b)(1)(E).

Dues received by agricultural and horticul-
tural organizations. Generally, for 2005, an-
nual membership dues of not more than $127
received from an associate member by a tax-ex-
empt agricultural or horticultural organization
are exempt from the tax on unrelated business
income. See Dues of Agricultural Organizations
and Business Leagues in chapter 4.

Indebtedness incurred by certain small busi-
ness investment companies. For purposes
of determining unrelated debt-financed income,
indebtedness incurred by a small business in-
vestment company licensed under the Small
Business Investment Act of 1958 after October
22,2004, is excluded in determining the acquisi-
tion indebtedness with respect to debt-financed
property if such indebtedness is evidenced by a
debenture issued by such company and held or
guaranteed by the Small Business Administra-
tion. See section 514(c)(6).

Member income of mutual or cooperative
electric companies. For tax years beginning
after October 22, 2004, income of a mutual or
cooperative electric company described in sec-
tion 501(c)(12) which is treated as member in-
come under subparagraph (H) of that section is
excluded from unrelated business taxable in-
come.

Introduction

An exempt organization is not taxed on its in-
come from an activity that is substantially related
to the charitable, educational, or other purpose
that is the basis for the organization’s exemp-



tion. Such income is exempt even if the activity
is a trade or business.

However, if an exempt organization regularly
carries on a trade or business that is not sub-
stantially related to its exempt purpose, except
that it provides funds to carry out that purpose,
the organization is subject to tax on its income
from that unrelated trade or business.

This publication covers the rules for the tax
on unrelated business income of exempt organi-
zations. It explains:

1. Which organizations are subject to the tax
(chapter 1),

2. What the requirements are for filing a tax
return (chapter 2),

3. What an unrelated trade or business is
(chapter 3), and

4. How to figure unrelated business taxable
income (chapter 4).

All section references in this publication are
to the Internal Revenue Code.

Useful Items
You may want to see:
Publication
0 557 Tax-Exempt Status for Your
Organization
Form (and Instructions)

0 990-T Exempt Organization Business
Income Tax Return

See chapter 5 for information about getting
these publications and forms.

1.

Organizations
Subject to the
Tax

The tax on unrelated business income applies to
most organizations exempt from tax under sec-
tion 501(a). These organizations include chari-
table, religious, scientific, and other
organizations described in section 501(c), as
well as employees’ trusts forming part of pen-
sion, profit-sharing, and stock bonus plans de-
scribed in section 401(a).

In addition, the following are subject to the
tax on unrelated business income.

¢ Individual retirement arrangements (IRAs),
including traditional IRAs, Roth IRAs, Cov-
erdell IRAs, simplified employee pensions
(SEP-IRAS), and savings incentive match
plans for employees (SIMPLE IRAS).

¢ State and municipal colleges and universi-
ties.

¢ Qualified state tuition programs.
* Medical savings accounts (MSAs) de-
scribed in section 220(d).

Page 2

* Coverdell savings accounts described in
section 530.

U.S. instrumentalities. A corporation thatis a
U.S. instrumentality described in section
501(c)(1) is not subject to the tax on unrelated
business income. This exception applies if the
corporation is organized under an Act of Con-
gress and, under the Act, is exempt from federal
income taxes.

Colleges and universities. Colleges and uni-
versities that are agencies or instrumentalities of
any government or any political subdivision of a
government, or that are owned or operated by a
government or political subdivision of a govern-
ment, are subject to the tax on unrelated busi-
ness income. As used here, the word
government includes any foreign government
(to the extent not contrary to a treaty) and all
domestic governments (the United States and
any of its possessions, any state, and the District
of Columbia).

The tax is on the unrelated business income
of both the universities and colleges themselves
and on their wholly owned subsidiary organiza-
tions that are tax exempt. It is immaterial
whether the business is conducted by the uni-
versity or by a separately incorporated wholly
owned subsidiary. If the business activity is un-
related, the income in both instances will be
subject to the tax. If the primary purpose of a
wholly owned subsidiary is to operate or carry on
any unrelated trade or business (other than
holding title to property and collecting income
from it), the subsidiary is not an exempt organi-
zation and this rule does not apply.

Title-holding corporations. When an exempt
title-holding corporation, described in section
501(c)(2), pays any of its net income to an or-
ganization that itself is exempt from tax under
section 501(a) (or would pay such an amount
except that the expenses of collecting its income
exceed the amount collected) and files a consol-
idated return with that organization, the
title-holding corporation is treated, for unrelated
business income tax purposes, as organized
and operated for the same purposes as the
exempt payee organization.

Thus, a title-holding corporation whose
source of income is related to the exempt pur-
poses of the payee organization is not subject to
the unrelated business income tax if the holding
corporation and the payee organization file a
consolidated return. However, if the source of
the income is not so related, the title-holding
corporation is subject to unrelated business in-
come tax.

Example. X, a title-holding corporation, is
required to distribute its net income to A, an
exempt organization. During the tax year, X real-
izes net income of $900,000 from source M,
which is related to A’'s exempt function. X also
receives $100,000 from source N, which is not
related to A’s exempt function. X and A file a
consolidated return for the tax year. X has unre-
lated business income of $100,000.
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2.

The Tax and
Filing
Requirements

All organizations subject to the tax on unrelated
business income, except the exempt trusts de-
scribed in section 511(b)(2), are taxable at cor-
porate rates on that income. All exempt trusts
subject to the tax on unrelated business income
that, if not exempt, would be taxable as trusts,
are taxable at trust rates on that income. How-
ever, an exempt trust may not claim the deduc-
tion for a personal exemption that is normally
allowed to a trust.

The tax is imposed on the organization’'s
unrelated business taxable income (described
in chapter 4). The tax is reduced by any applica-
ble tax credits, including the general business
credits (such as the investment credit and the
alcohol fuel credit) and the foreign tax credit.

Alternative minimum tax. Organizations lia-
ble for tax on unrelated business income may be
liable for alternative minimum tax on certain ad-
justments and tax preference items.

Returns and Filing
Requirements

An exempt organization subject to the tax on
unrelated business income must file Form 990-T
and attach any required supporting schedules
and forms. The obligation to file Form 990-T is in
addition to the obligation to file any other re-
quired returns.

Form 990-T is required if the organization’s
gross income from unrelated businesses is
$1,000 or more. An exempt organization must
report income from all its unrelated businesses
on a single Form 990-T. Each organization must
file a separate Form 990-T, except section
501(c)(2) title holding corporations and organi-
zations receiving their earnings that file a con-
solidated return under section 1501.

The various provisions of tax law relating to
accounting periods, accounting methods, at-risk
limits (described in section 465), assessments,
and collection penalties that apply to tax returns
generally also apply to Form 990-T.

Where to file. Form 990-T must be filed with
the Internal Revenue Service Center, Ogden,
UT 84201-0027.

When to file. The Form 990-T of an employ-
ees’ trust described in section 401(a), an IRA
(including a traditional, SEP, SIMPLE, Roth, or
Coverdell IRA), or an MSA must be filed by the
15th day of the 4th month after the end of its tax
year. The Form 990-T of any other exempt or-
ganization must be filed by the 15th day of the
5th month after the end of its tax year. If the due
date falls on a Saturday, Sunday, or legal holi-
day, the return is due by the next business day.

Extension of time to file. A Form 990-T
filer may request an automatic 6-month exten-



sion of time to file a return by submitting Form
8868, Application for Extension of Time To File
an Exempt Organization Return.

Public inspection of return. Unlike informa-
tion returns filed by exempt organizations, Form
990-T is not available for public inspection.

Payment of Tax

Estimated tax. A tax-exempt organization
must make estimated tax payments if it expects
its tax (unrelated business income tax after cer-
tain adjustments) to be $500 or more. Estimated
tax payments are generally due by the 15th day
of the 4th, 6th, 9th, and 12th months of the tax
year. If any due date falls on a Saturday, Sun-
day, or legal holiday, the payment is due on the
next business day.

Any organization that fails to pay the proper
estimated tax when due may be charged an
underpayment penalty for the period of un-
derpayment. Generally, to avoid the estimated
tax penalty, the organization must make esti-
mated tax payments that total 100% of the
organization’s current tax year liability. How-
ever, an organization can base its required esti-
mated tax payments on 100% of the tax shown
on its return for the preceding year (unless no
tax is shown) if its taxable income for each of the
3 preceding tax years was less than $1 million. If
an organization's taxable income for any of
those years was $1 million or more, it can base
only its first required installment payment on its
last year's tax.

All tax-exempt organizations should use
Form 990-W (Worksheet), Estimated Tax on
Unrelated Business Taxable Income for Tax-Ex-
empt Organizations, to figure their estimated
tax.

Tax due with Form 990-T. Any tax due with
Form 990-T must be paid in full when the return
is filed, but no later than the date the return is
due (determined without extensions).

Tax Deposit Methods

An exempt organization must deposit its unre-
lated business income tax (including estimated
tax) using one of the following methods.

Electronic deposits. The organization must
make electronic deposits of all depository taxes
(such as employment tax, excise tax, and unre-
lated business income tax) using the Electronic
Federal Tax Payment System (EFTPS) in 2005
if:
* The total deposits of such taxes in 2003
were more than $200,000 or

* The organization was required to use
EFTPS in 2004.

If the organization is required to use EFTPS
and fails to do so, it may be subject to a 10%
penalty. If the organization is not required to use
EFTPS, it can participate voluntarily. To enroll in
or get more information about EFTPS, call
1-800-555-4477 or 1-800-945-8400. To enroll
online, visit www.eftps.gov.

Depositing on time. For EFTPS deposits to
be made timely, the organization must initiate
the transaction at least 1 business day before
the date the deposit is due.

Deposits with Form 8109. If the organization
is not required to (or does not voluntarily) make
electronic deposits, it must make its deposits
with Form 8109, Federal Tax Deposit Coupon.

The completed Form 8109 with the payment
must be mailed or delivered to an authorized
depositary (financial institution) for federal
taxes, as instructed on the coupon.

Deposits should not be sent directly to the
IRS. A penalty may be imposed if the deposits
are sent to an IRS office rather than to an au-
thorized depositary.

3.

Unrelated Trade
or Business

Unrelated business income is the income from a
trade or business that is regularly carried on by
an exempt organization and that is not substan-
tially related to the performance by the organiza-
tion of its exempt purpose or function, except
that the organization uses the profits derived
from this activity.

Certain trade or business activities are not
treated as an unrelated trade or business. See
Excluded Trade or Business Activities, later.

Trade or business. The term “trade or busi-
ness” generally includes any activity carried on
for the production of income from selling goods
or performing services. An activity does not lose
its identity as a trade or business merely be-
cause it is carried on within a larger group of
similar activities that may, or may not, be related
to the exempt purposes of the organization.

For example, the regular sale of pharmaceu-
tical supplies to the general public by a hospital
pharmacy does not lose its identity as a trade or
business, even though the pharmacy also fur-
nishes supplies to the hospital and patients of
the hospital in accordance with its exempt pur-
pose. Similarly, soliciting, selling, and publishing
commercial advertising is a trade or business
even though the advertising is published in an
exempt organization’s periodical that contains
editorial matter related to the organization’s ex-
empt purpose.

Regularly carried on. Business activities of
an exempt organization ordinarily are consid-
ered regularly carried on if they show a fre-
quency and continuity, and are pursued in a
manner similar to comparable commercial activ-
ities of nonexempt organizations.

For example, a hospital auxiliary’s operation
of a sandwich stand for 2 weeks at a state fair
would not be the regular conduct of a trade or
business. The stand would not compete with
similar facilities that a nonexempt organization
would ordinarily operate year-round. However,
operating a commercial parking lot every Satur-
day, year-round, would be the regular conduct of
a trade or business.

Not substantially related. A business activ-
ity is not substantially related to an
organization’s exempt purpose if it does not con-
tribute importantly to accomplishing that pur-
pose (other than through the production of

Chapter 3 Unrelated Trade or Business

funds). Whether an activity contributes impor-
tantly depends in each case on the facts in-
volved.

In determining whether activities contribute
importantly to the accomplishment of an exempt
purpose, the size and extent of the activities
involved must be considered in relation to the
nature and extent of the exempt function that
they intend to serve. For example, to the extent
an activity is conducted on a scale larger than is
reasonably necessary to perform an exempt
purpose, it does not contribute importantly to the
accomplishment of the exempt purpose. The
part of the activity that is more than needed to
accomplish the exempt purpose is an unrelated
trade or business.

Also in determining whether activities con-
tribute importantly to the accomplishment of an
exempt purpose, the following principles apply.

Selling of products of exempt functions.
Ordinarily, selling products that result from the
performance of exempt functions is not an unre-
lated trade or business if the product is sold in
substantially the same state it is in when the
exempt functions are completed. Thus, for an
exempt organization engaged in rehabilitating
handicapped persons (its exempt function), sell-
ing articles made by these persons as part of
their rehabilitation training is not an unrelated
trade or business.

However, if a completed product resulting
from an exempt function is used or exploited in
further business activity beyond what is reason-
ably appropriate or necessary to dispose of it as
is, the activity is an unrelated trade or business.
For example, if an exempt organization main-
tains an experimental dairy herd for scientific
purposes, the sale of milk and cream produced
in the ordinary course of operation of the project
is not an unrelated trade or business. But if the
organization uses the milk and cream in the
further manufacture of food items such as ice
cream, pastries, etc., the sale of these products
is an unrelated trade or business unless the
manufacturing activities themselves contribute
importantly to the accomplishment of an exempt
purpose of the organization.

Dual use of assets or facilities. If an asset
or facility necessary to the conduct of exempt
functions is also used in commercial activities,
its use for exempt functions does not, by itself,
make the commercial activities a related trade or
business. The test, as discussed earlier, is
whether the activities contribute importantly to
the accomplishment of exempt purposes.

For example, a museum has a theater audi-
torium designed for showing educational films in
connection with its program of public education
in the arts and sciences. The theater is a princi-
pal feature of the museum and operates contin-
uously while the museum is open to the public. If
the organization also operates the theater as a
motion picture theater for the public when the
museum is closed, the activity is an unrelated
trade or business.

For information on allocating expenses for
the dual use of assets or facilities, see Deduc-
tions in chapter 4.

Exploitation of exempt functions. Exempt
activities sometimes create goodwill or other
intangibles that can be exploited in a commer-
cial way. When an organization exploits such an
intangible in commercial activities, the fact that
the income depends in part upon an exempt
function of the organization does not make the
commercial activities a related trade or busi-
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ness. Unless the commercial exploitation con-
tributes importantly to the accomplishment of
the exempt purpose, the commercial activities
are an unrelated trade or business.

For the treatment of expenses attributable to
the exploitation of exempt activities, see Deduc-
tions in chapter 4.

Examples

The following are examples of activities that
were determined to be (or not to be) unrelated
trades or businesses using the definitions and
principles just discussed.

Sales commissions. An agricultural organi-
zation, whose exempt purposes are to promote
better conditions for cattle breeders and to im-
prove the breed generally, engages in an unre-
lated trade or business when it regularly sells
cattle for its members on a commission basis.

Artists’ facilities. An organization whose ex-
empt purpose is to stimulate and foster public
interest in the fine arts by promoting art exhibits,
sponsoring cultural events, and furnishing infor-
mation about fine arts leases studio apartments
to artist tenants and operates a dining hall pri-
marily for these tenants. These two activities do
not contribute importantly to accomplishing the
organization’s exempt purpose. Therefore, they
are unrelated trades or businesses.

Membership list sales. An exempt educa-
tional organization regularly sells membership
mailing lists to business firms. This activity does
not contribute importantly to the accomplish-
ment of the organization’s exempt purpose and
therefore is an unrelated trade or business. Also
see Exchange or rental of member lists under
Excluded Trade or Business Activities, later.

Hospital facilities. An exempt hospital leases
its adjacent office building and furnishes certain
office services to a hospital-based medical
group for a fee. The group provides all diagnos-
tic and therapeutic procedures to the hospital’'s
patients and operates the hospital’'s emergency
room on a 24-hour basis. The leasing activity is
substantially related to the hospital's exempt
purpose and is not an unrelated trade or busi-
ness.

The hospital also operates a gift shop pa-
tronized by patients, visitors making purchases
for patients, and employees; a cafeteria and
coffee shop primarily for employees and medical
staff; and a parking lot for patients and visitors
only. These activities are also substantially re-
lated to the hospital's exempt purpose and do
not constitute unrelated trades or businesses.

Book publishing. An exempt organization
engages primarily in activities that further its
exempt purposes. It also owns the publication
rights to a book that does not relate to any of its
exempt purposes. The organization exploits the
book in a commercial manner by arranging for
printing, distribution, publicity, and advertising in
connection with the sale of the book. These
activities constitute a trade or business regularly
carried on. Because exploiting the book is unre-
lated to the organization’s exempt purposes (ex-
cept for the use of the book’s profits), the income
is unrelated business income.

However, if the organization transfers publi-
cation rights to a commercial publisher in return
for royalties, the royalty income received will not
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be unrelated business income. See Royalties
under Exclusions in chapter 4.

School handicraft shop. An exempt voca-
tional school operates a handicraft shop that
sells articles made by students in their regular
courses of instruction. The students are paid a
percentage of the sales price. In addition, the
shop sells products made by local residents who
make articles at home according to the shop’s
specifications. The shop manager periodically
inspects the articles during their manufacture to
ensure that they meet desired standards of style
and quality. Although many local participants
are former students of the school, any qualified
person may participate in the program. The sale
of articles made by students does not constitute
an unrelated trade or business, but the sale of
products made by local residents is an unrelated
trade or business and is subject to unrelated
business income tax.

School facilities. An exempt school has ten-
nis courts and dressing rooms that it uses during
the regular school year in its educational pro-
gram. During the summer, the school operates a
tennis club open to the general public. Employ-
ees of the school run the club, including collect-
ing membership fees and scheduling court time.

Another exempt school leases the same type
of facilities to an unrelated individual who runs a
tennis club for the summer. The lease is for a
fixed fee that does not depend on the income or
profits derived from the leased property.

In both situations, the exempt purpose is the
advancement of education. Furnishing tennis
facilities in the manner described does not fur-
ther that exempt purpose. These activities are
unrelated trades or businesses. However, in the
second situation the income derived from the
leasing of the property is excluded from unre-
lated business taxable income as rent from real
property. See Rents under Exclusions in chapter
4.

Services provided with lease. An exempt
university leases its football stadium during sev-
eral months of the year to a professional football
team for a fixed fee. Under the lease agreement,
the university furnishes heat, light, and water
and is responsible for all ground maintenance. It
also provides dressing room, linen, and stadium
security services for the professional team.

Leasing of the stadium is an unrelated trade
or business. In addition, the substantial services
furnished for the convenience of the lessee go
beyond those usually provided with the rental of
space for occupancy only. Therefore, the in-
come from this lease is rent from real property
and unrelated business taxable income.

Broadcasting rights. An exempt collegiate
athletic conference conducts an annual compet-
itive athletic game between its conference
champion and another collegiate team. Income
is derived from admission charges and the sale
of exclusive broadcasting rights to a national
radio and television network. An athletic pro-
gram is considered an integral part of the educa-
tional process of a university.

The educational purposes served by inter-
collegiate athletics are identical whether con-
ducted directly by individual universities or by
their regional athletic conference. Also, the edu-
cational purposes served by exhibiting a game
before an audience that is physically present
and exhibiting the game on television or radio
before a much larger audience are substantially
similar. Therefore, the sale of the broadcasting
rights contributes importantly to the accomplish-
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ment of the organization’s exempt purpose and
is not an unrelated trade or business.

In a similar situation, an exempt organization
was created as a national governing body for
amateur athletes to foster interest in amateur
sports and to encourage widespread public par-
ticipation. The organization receives income
each year from the sale of exclusive broadcast-
ing rights to an independent producer, who con-
tracts with a commercial network to broadcast
many of the athletic events sponsored, super-
vised, and regulated by the organization.

The broadcasting of these events promotes
the various amateur sports, fosters widespread
public interest in the benefits of the
organization’s nationwide amateur program,
and encourages public participation. The sale of
the rights and the broadcasting of the events
contribute importantly to the organization’s ex-
empt purpose. Therefore, the sale of the exclu-
sive broadcasting rights is not an unrelated
trade or business.

Yearbook advertising. An exempt organiza-
tion receives income from the sale of advertising
in its annual yearbook. The organization hires
an independent commercial firm, under a con-
tract covering a full calendar year, to conduct an
intensive advertising solicitation campaign in the
organization’s name. This firm is paid a percent-
age of the gross advertising receipts for selling
the advertising, collecting from advertisers, and
printing the yearbook. This advertising activity is
an unrelated trade or business.

Pet boarding and grooming services. An
exempt organization, organized and operated
for the prevention of cruelty to animals, receives
unrelated business income from providing pet
boarding and grooming services for the general
public. These activities do not contribute impor-
tantly to its purpose of preventing cruelty to
animals.

Museum eating facilities. An exempt art mu-
seum operates a dining room, a cafeteria, and a
shack bar for use by the museum staff, employ-
ees, and visitors. Eating facilities in the museum
help to attract visitors and allow them to spend
more time viewing the museum’s exhibits with-
out having to seek outside restaurants at meal-
time. The eating facilities also allow the museum
staff and employees to remain in the museum
throughout the day. Thus, the museum'’s opera-
tion of the eating facilities contributes impor-
tantly to the accomplishment of its exempt
purposes and is not unrelated trade or business.

Halfway house workshop. A halfway house
organized to provide room, board, therapy, and
counseling for persons discharged from alco-
holic treatment centers also operates a furniture
shop to provide full-time employment for its re-
sidents. The profits are applied to the operating
costs of the halfway house. The income from
this venture is not unrelated trade or business
income because the furniture shop contributes
importantly to the organization’s purpose of aid-
ing its residents’ transition from treatment to a
normal and productive life.

Travel tour programs. Travel tour activities
that are a trade or business are an unrelated
trade or business if the activities are not sub-
stantially related to the purpose for which tax
exemption was granted to the organization.

Example 1. A tax-exempt university alumni
association provides a travel tour program for its
members and their families. The organization
works with various travel agencies and sched-



ules approximately ten tours a year to various
places around the world. It mails out promotional
material and accepts reservations for fees paid
by the travel agencies on a per-person basis.

The organization provides an employee for
each tour as a tour leader. There is no formal
educational program conducted with these
tours, and they do not differ from regular com-
mercially operated tours.

By providing travel tours to its members, the
organization is engaging in a regularly carried
on trade or business. Even if the tours it offers
support the university, financially and otherwise,
and encourage alumni to do the same, they do
not contribute importantly to the organization’s
exempt purpose of promoting education. There-
fore, the sale of the travel tours is an unrelated
trade or business.

Example 2. A tax-exempt organization
formed for the purpose of educating individuals
about the geography and the culture of the
United States provides study tours to national
parks and other locations within the United
States. These tours are conducted by teachers
and others certified by the state board of educa-
tion. The tours are primarily designed for stu-
dents enrolled in degree programs at state
educational institutions, but are open to all who
agree to participate in the required study pro-
gram associated with the tour taken. A tour’s
study program consists of instruction on sub-
jects related to the location being visited on the
tour. Each tour group brings along a library of
material related to the subjects being studied on
the tour. During the tour, five or six hours per day
are devoted to organized study, preparation of
reports, lectures, instruction, and recitation by
the students. Examinations are given at the end
of each tour. The state board of education
awards academic credit for tour participation.
Because these tours are substantially related to
the organization’s exempt purpose, they are not
an unrelated trade or business.

Insurance programs. An organization that
acts as a group insurance policyholder for its
members and collects a fee for performing ad-
ministrative services is normally carrying on an
unrelated trade or business.

Exceptions. Organizations whose exempt
activities may include the provision of insurance
benefits, such as fraternal beneficiary societies,
voluntary employees beneficiary associations,
and labor organizations, are generally excep-
tions to this rule.

Magazine publishing. An association of
credit unions with tax-exempt status as a busi-
ness league publishes a consumer-oriented
magazine four times a year and makes it avail-
able to member credit unions for purchase.

By selling a magazine to its members as a
promotional device, the organization furnishes
its members with a regular commercial service
they can use in their own operations. This serv-
ice does not promote the improvement of busi-
ness conditions of one or more lines of business,
which is the exempt purpose of a business
league.

Since the activity does not contribute impor-
tantly to the organization’s exempt function, it is
an unrelated trade or business.

Directory of members. A business league
publishes an annual directory that contains a list
of all its members, their addresses, and their
area of expertise. Each member has the same
amount of space in the directory and its format

does not emphasize the relative importance or
reputation of any member. The directory con-
tains no commercial advertisement and is sold
only to the organization’s members.

The directory facilitates communication
among the members and encourages the ex-
change of ideas and expertise. Because the
directory lists the members in a similar noncom-
mercial format without advertising and is not
distributed to the public, its sale does not confer
private commercial benefits on the members.
The sale of the directory does contribute impor-
tantly to the organization’s exempt purpose and
is not an unrelated trade or business. This direc-
tory differs from the publication discussed next
because of its noncommercial characteristics.

Sales of advertising space. A national asso-
ciation of law enforcement officials publishes a
monthly journal that contains articles and other
editorial material of professional interest to its
members. The journal is distributed without
charge, mainly to the organization’s members.

The organization sells advertising space in
the journal either for conventional advertising or
to merely identify the purchaser without a com-
mercial message. Some of the noncommercial
advertising identifies the purchaser in a sepa-
rate space, and some consists of listings of 60 or
more purchasers per page. A business firm
identified in a separate space is further identified
in an Index of Advertisers.

The organization solicits advertising by per-
sonal contacts. Advertising from large firms is
solicited by contacting their chief executive of-
ficer or community relations officer rather than
their advertising manager. The organization
also solicits advertising in form letters appealing
for corporate and personal contributions.

An exempt organization’s sale of advertising
placed for the purchaser's commercial benefit is
a commercial activity. Goodwill derived by the
purchaser from being identified as a patron of
the organization is usually considered a form of
commercial benefit. Therefore, advertising in an
exempt organization’s publication is generally
presumed to be placed for the purchaser’s com-
mercial benefit, even if it has no commercial
message. However, this presumption is not con-
clusive if the purchaser's patronage would be
difficult to justify commercially in view of the
facts and circumstances. In that case, other fac-
tors should also be considered in determining
whether a commercial benefit can be expected.
Those other factors include:

1. The normal manner in which the publica-
tion is circulated,

2. The territorial scope of the circulation,

3. The extent to which its readers, promoters,
or the like could reasonably be expected to
further, either directly or indirectly, the
commercial interest of the advertisers,

4. The eligibility of the publishing organization
to receive tax-deductible contributions, and

5. The commercial or noncommercial meth-
ods used to solicit the advertisers.

In this situation, the purchaser of a separate
advertising space without a commercial mes-
sage can nevertheless expect a commercial
benefit from the goodwill derived from being
identified in that manner as a patron of the or-
ganization. However, the purchaser of a listing
cannot expect more than an inconsequential
benefit. Therefore, the sale of separate spaces,
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but not the listings, is an unrelated trade or
business.

Publishing legal notices. A bar association
publishes a legal journal containing opinions of
the county court, articles of professional interest
to lawyers, advertisements for products and
services used by the legal profession, and legal
notices. The legal notices are published to sat-
isfy state laws requiring publication of notices in
connection with legal proceedings, such as the
administration of estates and actions to quiet
title to real property. The state designated the
bar association’s journal as the place to publish
the required notices.

The publication of ordinary commercial ad-
vertising does not advance the exempt pur-
poses of the association even when published in
a periodical that contains material related to
exempt purposes. Although the advertising is
directed specifically to members of the legal
profession, it is still commercial in nature and
does not contribute importantly to the exempt
purposes of the association. Therefore, the ad-
vertising income is unrelated trade or business
income.

On the other hand, the publication of legal
notices is distinguishable from ordinary com-
mercial advertising in that its purpose is to in-
form the general public of significant legal
events rather than to stimulate demand for the
products or services of an advertiser. This pro-
motes the common interests of the legal profes-
sion and contributes importantly to the
association’s exempt purposes. Therefore, the
publishing of legal notices does not constitute an
unrelated trade or business.

Museum greeting card sales. An art mu-
seum that exhibits modern art sells greeting
cards that display printed reproductions of se-
lected works from other art collections. Each
card is imprinted with the name of the artist, the
title or subject matter of the work, the date or
period of its creation, if known, and the
museum’s name. The cards contain appropriate
greetings and are personalized on request.

The organization sells the cards in the shop it
operates in the museum and sells them at quan-
tity discounts to retail stores. It also sells them by
mail order through a catalog that is advertised in
magazines and other publications throughout
the year. As aresult, a large number of cards are
sold at a significant profit.

The museum is exempt as an educational
organization on the basis of its ownership, main-
tenance, and exhibition for public viewing of
works of art. The sale of greeting cards with
printed reproductions of artworks contributes
importantly to the achievement of the museum’s
exempt educational purposes by enhancing
public awareness, interest, and appreciation of
art. The cards may encourage more people to
visit the museum itself to share in its educational
programs. The fact that the cards are promoted
and sold in a commercial manner at a profit and
in competition with commercial greeting card
publishers does not alter the fact that the activity
is related to the museum’s exempt purpose.
Therefore, these sales activities are not an unre-
lated trade or business.

Museum shop. An art museum maintained
and operated for the exhibition of American folk
art operates a shop in the museum that sells:

1. Reproductions of works in the museum’s
own collection and reproductions of artistic
works from the collections of other art mu-
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seums (prints suitable for framing, post-
cards, greeting cards, and slides),

2. Metal, wood, and ceramic copies of Ameri-
can folk art objects from its own collection
and similar copies of art objects from other
collections of artworks,.

3. Instructional literature and scientific books
and souvenir items concerning the history
and development of art and, in particular,
of American folk art, and

4. Scientific books and souvenir items of the
city in which the museum is located.

The shop also rents originals or reproduc-
tions of paintings contained in its collection. All
of its reproductions are imprinted with the name
of the artist, the title or subject matter of the work
from which it is reproduced, and the museum'’s
name.

Each line of merchandise must be consid-
ered separately to determine if sales are related
to the exempt purpose.

The sale and rental of reproductions and
copies of works from the museum’s own collec-
tion and reproductions of artistic works not
owned by the museum contribute importantly to
the achievement of the museum’s exempt edu-
cational purpose by making works of art familiar
to a broader segment of the public, thereby
enhancing the public’'s understanding and ap-
preciation of art. The same is true for the sale of
literature relating to art. Therefore, these sales
activities are not an unrelated trade or business.

On the other hand, the sale of scientific
books and souvenir items of the city where the
museum is located has no causal relationship to
art or to artistic endeavor and, therefore, does
not contribute importantly to the accomplish-
ment of the museum’s exempt educational pur-
poses. The fact that selling some of these items
could, under different circumstances, be held
related to the exempt educational purpose of
some other exempt educational organization
does not change this conclusion. Additionally,
the sale of these items does not lose its identity
as a trade or business merely because the mu-
seum also sells articles which do contribute im-
portantly to the accomplishment of its exempt
function. Therefore, these sales are an unre-
lated trade or business.

Business league’s parking and bus services.
A business league, whose purpose is to retain
and stimulate trade in a downtown area that has
inadequate parking facilities, operates a fringe
parking lot and shuttle bus service. It also oper-
ates, as an insubstantial part of its activities, a
park and shop plan.

The fringe parking lot and shuttle bus service
operate in a manner that does not favor any
individual or group of downtown merchants. The
merchants cannot offer free or discount parking
or bus fares to their customers.

The park and shop plan allows customers of
particular merchants to park free at certain park-
ing lots in the area. Merchants participating in
this plan buy parking stamps, which they dis-
tribute to their customers to use to pay for park-
ing.
Operating the fringe parking lot and shuttle
bus service provides easy and convenient ac-
cess to the downtown area and, therefore, stim-
ulates and improves business conditions in the
downtown area generally. That activity contrib-
utes importantly to the organization’s accom-
plishing its exempt purpose and is not an
unrelated trade or business.
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The park and shop plan encourages custom-
ers to use a limited number of participating
member merchants in order to obtain free park-
ing. This provides a particular service to individ-
ual members of the organization and does not
further its exempt purpose. Therefore, operating
the park and shop plan is an unrelated trade or
business.

Youth residence. An exempt organization,
whose purpose is to provide for the welfare of
young people, rents rooms primarily to people
under age 25. The residence units are operated
on, and as a part of, the premises in which the
organization carries on the social, recreational,
and guidance programs for which it was recog-
nized as exempt. The facilities are under the
management and supervision of trained career
professionals who provide residents with per-
sonal counseling, physical education programs,
and group recreational activities. The rentals are
not an unrelated trade or business because
renting the rooms is substantially related to the
organization’s exempt purpose.

Health club program. An exempt charitable
organization’s purpose is to provide for the wel-
fare of young people. The organization conducts
charitable activities and maintains facilities that
will contribute to the physical, social, mental,
and spiritual health of young people at minimum
or no cost to them. Nominal annual dues are
charged for membership in the organization and
use of the facilities.

In addition, the organization organized a
health club program that its members could join
for an annual fee in addition to the annual dues.
The annual fee is comparable to fees charged
by similar local commercial health clubs and is
sufficiently high to restrict participation in the
program to a limited number of members of the
community.

The health club program is in addition to the
general physical fithess program of the organi-
zation. Operating this program does not contrib-
ute importantly to the organization’s
accomplishing its exempt purpose and, there-
fore, is an unrelated trade or business.

Miniature golf course. An exempt youth wel-
fare organization operates a miniature golf
course that is open to the general public. The
course, which is managed by salaried employ-
ees, is substantially similar to commercial
courses. The admission fees charged are com-
parable to fees of commercial facilities and are
designed to return a profit.

The operation of the miniature golf course in
a commercial manner does not contribute im-
portantly to the accomplishment of the
organization’s exempt purpose and, therefore,
is an unrelated trade or business.

Sales of hearing aids. A tax-exempt hospital,
whose primary activity is rehabilitation, sells
hearing aids to patients. This activity is an es-
sential part of the hospital’s program to test and
evaluate patients with hearing deficiencies and
contributes importantly to its exempt purpose. It
is not an unrelated trade or business.

Nonpatient laboratory testing. Nonpatient
laboratory testing performed by a tax-exempt
teaching hospital on specimens needed for the
conduct of its teaching activities is not an unre-
lated trade or business. However, laboratory
testing performed by a tax-exempt non-teaching
hospital on referred specimens from private of-
fice patients of staff physicians is an unrelated
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trade or business if these services are otherwise
available in the community.

Selling endorsements. An exempt scientific
organization enjoys an excellent reputation in
the field of biological research. It exploits this
reputation regularly by selling endorsements of
laboratory equipment to manufacturers. Endors-
ing laboratory equipment does not contribute
importantly to the accomplishment of any pur-
pose for which exemption is granted to the or-
ganization. Accordingly, the sale of
endorsements is an unrelated trade or business.

Sponsoring entertainment events. An ex-
empt university has a regular faculty and a regu-
larly enrolled student body. During the school
year, the university sponsors the appearance of
professional theater companies and symphony
orchestras that present drama and musical per-
formances for the students and faculty mem-
bers. Members of the general public also are
admitted. The university advertises these per-
formances and supervises advance ticket sales
at various places, including such university facil-
ities as the cafeteria and the university book-
store. Although the presentation of the
performances makes use of an intangible gener-
ated by the university’'s exempt educational
functions—the presence of the student body
and faculty—such drama and music events
contribute importantly to the overall educational
and cultural functions of the university. There-
fore, the activity is not an unrelated trade or
business.

Excluded Trade or
Business Activities

The following activities are specifically excluded
from the definition of unrelated trade or busi-
ness.

Volunteer workforce. Any trade or business
in which substantially all the work is performed
for the organization without compensation is not
an unrelated trade or business.

Example 1. A retail store operated by an
exempt orphanage where unpaid volunteers
perform substantially all the work in carrying on
the business is not an unrelated trade or busi-
ness.

Example 2. A volunteer fire company con-
ducts weekly public dances. Holding public
dances and charging admission on a regular
basis may, given the facts and circumstances of
a particular case, be considered an unrelated
trade or business. However, because the work
at the dances is performed by unpaid volun-
teers, the activity is not an unrelated trade or
business.

Convenience of members. A trade or busi-
ness carried on by a 501(c)(3) organization or by
a governmental college or university primarily
for the convenience of its members, students,
patients, officers, or employees is not an unre-
lated trade or business. For example, a laundry
operated by a college for the purpose of launder-
ing dormitory linens and students’ clothing is not
an unrelated trade or business.

Qualified sponsorship activities. Soliciting
and receiving qualified sponsorship payments is
not an unrelated trade or business, and the



payments are not subject to unrelated business
income tax.

Qualified sponsorship payment. This is
any payment made by a person engaged in a
trade or business for which the person will re-
ceive no substantial benefit other than the use or
acknowledgment of the business name, logo, or
product lines in connection with the
organization’s activities. “Use or acknowledg-
ment” does not include advertising the sponsor’s
products or services. The organization’s activi-
ties include all its activities, whether or not re-
lated to its exempt purposes.

For example, if, in return for receiving a
sponsorship payment, an organization promises
to use the sponsor’s name or logo in acknowl-
edging the sponsor’s support for an educational
or fundraising event, the payment is a qualified
sponsorship payment and is not subject to the
unrelated business income tax.

Providing facilities, services, or other privi-
leges (for example, complimentary tickets,
pro-am playing spots in golf tournaments, or
receptions for major donors) to a sponsor or the
sponsor’s designees in connection with a spon-
sorship payment does not affect whether the
payment is a qualified sponsorship payment.
Instead, providing these goods or services is
treated as a separate transaction in determining
whether the organization has unrelated busi-
ness income from the event. Generally, if the
services or facilities are not a substantial benefit
or if providing them is a related business activity,
the payments will not be subject to the unrelated
business income tax.

Similarly, the sponsor’s receipt of a license to
use an intangible asset (for example, a trade-
mark, logo, or designation) of the organization is
treated as separate from the qualified sponsor-
ship transaction in determining whether the or-
ganization has unrelated business taxable
income.

If part of a payment would be a qualified
sponsorship payment if paid separately, that
part is treated as a separate payment. For ex-
ample, if a sponsorship payment entitles the
sponsor to both product advertising and the use
or acknowledgment of the sponsor’'s name or
logo by the organization, then the unrelated
business income tax does not apply to the part
of the payment that is more than the fair market
value of the product advertising.

Advertising. A payment is not a qualified
sponsorship payment if, in return, the organiza-
tion advertises the sponsor’s products or serv-
ices. For information on the treatment of
payments for advertising, see Exploitation of
Exempt Activity — Advertising Sales in chapter
4.

Advertising includes:

1. Messages containing qualitative or com-
parative language, price information, or
other indications of savings or value,

2. Endorsements, and

3. Inducements to purchase, sell, or use the
products or services.

The use of promotional logos or slogans that
are an established part of the sponsor’s identity
is not, by itself, advertising. In addition, mere
distribution or display of a sponsor’s product by
the organization to the public at a sponsored
event, whether for free or for remuneration, is
considered use or acknowledgment of the prod-
uct rather than advertising.

Exception for contingent payments. A
payment is not a qualified sponsorship payment
if its amount is contingent, by contract or other-
wise, upon the level of attendance at one or
more events, broadcast ratings, or other factors
indicating the degree of public exposure to one
or more events. However, the fact that a spon-
sorship payment is contingent upon an event
actually taking place or being broadcast does
not, by itself, affect whether a payment qualifies.

Exception for periodicals. A payment is
not a qualified sponsorship payment if it entitles
the payer to the use or acknowledgment of the
business name, logo, or product lines in the
organization’s periodical. For this purpose, a
periodical is any regularly scheduled and printed
material (for example, a monthly journal) pub-
lished by or on behalf of the organization. It does
not include material that is related to and prima-
rily distributed in connection with a specific
event conducted by the organization (for exam-
ple, a program or brochure distributed at a spon-
sored event).

The treatment of payments that entitle the
payer to the depiction of the payer’s name, logo,
or products lines in an organization’s periodical
is determined under the rules that apply to ad-
vertising activities. See Sales of advertising
space under Examples, earlier in this chapter.
Also see Exploitation of Exempt Activity — Ad-
vertising Sales in chapter 4.

Exception for conventions and trade
shows. A payment is not a qualified sponsor-
ship payment if it is made in connection with any
qualified convention or trade show activity. The
exclusion of qualified convention or trade show
activities from the definition of unrelated trade or
business is explained later under Convention or
trade show activity.

Selling donated merchandise. A trade or
business that consists of selling merchandise,
substantially all of which the organization re-
ceived as gifts or contributions, is not an unre-
lated trade or business. For example, a thrift
shop operated by a tax-exempt organization that
sells donated clothes and books to the general
public, with the proceeds going to the exempt
organization, is not an unrelated trade or busi-
ness.

Employee association sales. The sale of
certain items by a local association of employ-
ees described in section 501(c)(4), organized
before May 17, 1969, is not an unrelated trade or
business if the items are sold for the conve-
nience of the association’s members at their
usual place of employment. This exclusion ap-
plies only to the sale of work-related clothes and
equipment and items normally sold through
vending machines, food dispensing facilities, or
by snack bars.

Bingo games. Certain bingo games are not
included in the term “unrelated trade or busi-
ness.” To qualify for this exclusion, the bingo
game must meet the following requirements.

1. It meets the legal definition of bingo.
2. ltis legal where it is played.

3. ltis played in a jurisdiction where bingo
games are not regularly carried on by
for-profit organizations.

Legal definition. For a game to meet the
legal definition of bingo, wagers must be placed,
winners must be determined, and prizes or other
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property must be distributed in the presence of
all persons placing wagers in that game.

A wagering game that does not meet the
legal definition of bingo does not qualify for the
exclusion, regardless of its name. For example,
“instant bingo,” in which a player buys a
pre-packaged bingo card with pull-tabs that the
player removes to determine if he or she is a
winner, does not qualify.

Legal where played. This exclusion applies
only if bingo is legal under the laws of the juris-
diction where it is conducted. The fact that a
jurisdiction’s law that prohibits bingo is rarely
enforced or is widely disregarded does not make
the conduct of bingo legal for this purpose.

No for-profit games where played. This
exclusion applies only if for-profit organizations
cannot regularly carry on bingo games in any
part of the same jurisdiction. Jurisdiction is nor-
mally the entire state; however, in certain situa-
tions, local jurisdiction will control.

Example. Tax-exempt organizations X and
Y are organized under the laws of state N, which
has a law that permits exempt organizations to
conduct bingo games. In addition, for-profit or-
ganizations are permitted to conduct bingo
games in city S, a resort community located in
county R. Several for-profit organizations con-
duct nightly games. Y conducts weekly bingo
games in city S, while X conducts weekly games
in county R. Since state law confines the
for-profit organizations to city S, local jurisdiction
controls. Y’s bingo games conducted in city S
are an unrelated trade or business. However,
X's bingo games conducted in county R outside
of city S are not an unrelated trade or business.

Gambling activities other than bingo. Any
game of chance conducted by an exempt organ-
ization in North Dakota is not an unrelated trade
or business if conducting the game does not
violate any state or local law.

Pole rentals. The term unrelated trade or
business does not include qualified pole rentals
by a mutual or cooperative telephone or electric
company described in section 501(c)(12). A
qualified pole rental is the rental of a pole (or
other structure used to support wires) if the pole
(or other structure) is used:

1. By the telephone or electric company to
support one or more wires that the com-
pany uses in providing telephone or elec-
tric services to its members, and

2. According to the rental, to support one or
more wires (in addition to the wires de-
scribed in (1)) for use in connection with
the transmission by wire of electricity or of
telephone or other communications.

For this purpose, the term rental includes any
sale of the right to use the pole (or other struc-
ture).

Distribution of low cost articles. The term
unrelated trade or business does not include
activities relating to the distribution of low cost
articles incidental to soliciting charitable contri-
butions. This applies to organizations described
in section 501 that are eligible to receive charita-
ble contributions.

A distribution is considered incidental to the
solicitation of a charitable contribution if:

1. The recipient did not request the distribu-
tion,
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2. The distribution is made without the ex-
press consent of the recipient, and

3. The article is accompanied by a request
for a charitable contribution to the organi-
zation and a statement that the recipient
may keep the low cost article regardless of
whether a contribution is made.

An article is considered low cost if the cost of
an item (or the aggregate costs if more than one
item) distributed to a single recipient in a tax
year is not more than $5, indexed annually for
inflation. The maximum cost of a low cost article
is $8.30 for 2005. The cost of an article is the
cost to the organization that distributes the item
or on whose behalf it is distributed.

Exchange or rental of member lists. The
exchange or rental of member or donor lists
between organizations described in section 501
that are eligible to receive charitable contribu-
tions is not included in the term unrelated trade
or business.

Hospital services. The providing of certain
services at or below cost by an exempt hospital
to other exempt hospitals that have facilities for
100 or fewer inpatients is not an unrelated trade
or business. This exclusion applies only to serv-
ices described in section 501(e)(1)(A).

Public entertainment activity. An unrelated
trade or business does not include a qualified
public entertainment activity. A public entertain-
ment activity is one traditionally conducted at a
fair or exposition promoting agriculture and edu-
cation, including any activity whose purpose is
designed to attract the public to fairs or exposi-
tions or to promote the breeding of animals or
the development of products or equipment.

A qualified public entertainment activity is
one conducted by a qualifying organization:

1. In conjunction with an international, na-
tional, state, regional, or local fair or expo-
sition,

2. In accordance with state law that permits
the activity to be operated or conducted
solely by such an organization or by an
agency, instrumentality, or political subdivi-
sion of the state, or

3. In accordance with state law that permits
an organization to be granted a license to
conduct an activity for not more than 20
days on paying the state a lower percent-
age of the revenue from the activity than
the state charges nonqualifying organiza-
tions that hold similar activities.

For these purposes, a qualifying organiza-
tion is an organization described in section
501(c)(3), 501(c)(4), or 501(c)(5) that regularly
conducts an agricultural and educational fair or
exposition as one of its substantial exempt pur-
poses. Its conducting qualified public entertain-
ment activities will not affect determination of its
exempt status.

Convention or trade show activity. Anunre-
lated trade or business does not include quali-
fied convention or trade show activities
conducted at a convention, annual meeting, or
trade show.

A qualified convention or trade show activity
is any activity of a kind traditionally carried on by
a qualifying organization in conjunction with an
international, national, state, regional, or local
convention, annual meeting, or show if:
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1. One of the purposes of the organization in
sponsoring the activity is promoting and
stimulating interest in, and demand for, the
products and services of that industry or
educating the persons in attendance re-
garding new products and services or new
rules and regulations affecting the industry,
and

2. The show is designed to achieve its pur-
pose through the character of the exhibits
and the extent of the industry products that
are displayed.

For these purposes, a qualifying organiza-
tion is one described in section 501(c)(3),
501(c)(4), 501(c)(5), or 501(c)(6). The organiza-
tion must regularly conduct, as one of its sub-
stantial exempt purposes, a qualified convention
or trade show activity.

The rental of display space to exhibitors (in-
cluding exhibitors who are suppliers) at a quali-
fied convention or trade show is not an unrelated
trade or business even if the exhibitors who rent
the space are permitted to sell or solicit orders.
For this purpose, a supplier's exhibit is one in
which the exhibitor displays goods or services
that are supplied to, rather than by, members of
the qualifying organization in the conduct of
these members’ own trades or businesses.

Certain Internet activities conducted by a
trade association described in section 501(c)(6)
will be considered qualified convention and
trade show activity if conducted on a special
supplementary section of the association's
website in conjunction with a trade show con-
ducted by the association. The trade show itself
must be a qualified convention and trade show
activity. The supplementary section of the web-
site must be ancillary to, and serve to augment
and enhance, the trade show, as when it makes
available the same information available at the
trade show and is available only during a time
period that coincides with the time period that
the trade show is in operation. Conversely, In-
ternet activities that are not conducted in con-
junction with a qualified convention and trade
show activity and that do not augment and en-
hance the trade show cannot themselves be
qualified convention and trade show activity.

4.

Unrelated
Business
Taxable Income

The term “unrelated business taxable income”
generally means the gross income derived from
any unrelated trade or business regularly carried
on by the exempt organization, less the deduc-
tions directly connected with carrying on the
trade or business. If an organization regularly
carries on two or more unrelated business activi-
ties, its unrelated business taxable income is the
total of gross income from all such activities less
the total allowable deductions attributable to all
the activities.

Chapter 4 Unrelated Business Taxable Income

In computing unrelated business taxable in-
come, gross income and deductions are subject
to the modifications and special rules explained
in this chapter. Whether a particular item of
income or expense falls within any of these
modifications or special rules must be deter-
mined by all the facts and circumstances in each
specific case. For example, if the organization
received a payment termed rent that is in fact a
return of profits by a person operating the prop-
erty for the benefit of the organization, or that is
a share of the profits retained by the organiza-
tion as a partner or joint venturer, the payment is
not within the income exclusion for rents, dis-
cussed later under Exclusions.

Income

Generally, unrelated business income is tax-
able, but there are exclusions and special rules
that must be considered when figuring the in-
come.

Exclusions

The following types of income (and deductions
directly connected with the income) are gener-
ally excluded when figuring unrelated business
taxable income.

Dividends, interest, annuities and other in-
vestment income. All dividends, interest, an-
nuities, payments with respect to securities
loans, income from notional principal contracts,
and other income from an exempt organization’s
ordinary and routine investments that the IRS
determines are substantially similar to these
types of income are excluded in computing un-
related business taxable income.

Exception for insurance activity income of
acontrolled foreign corporation. This exclu-
sion does not apply to income from certain insur-
ance activities of an exempt organization’s
controlled foreign corporation. The income is not
excludable dividend income, but instead is unre-
lated business taxable income to the extent it
would be so treated if the exempt organization
had earned it directly. Certain exceptions to this
rule apply. For more information, see section
512(b)(17).

Other exceptions. This exclusion does not
apply to unrelated debt-financed income (dis-
cussed under Income From Debt-Financed
Property, later) or to interest or annuities re-
ceived from a controlled corporation (discussed
under Income>From Controlled Corporations,
later).

Income from lending securities. Pay-
ments received with respect to a security loan
are excluded in computing unrelated business
taxable income only if the loan is made under an
agreement that:

1. Provides for the return to the exempt or-
ganization of securities identical to the se-
curities loaned,

2. Requires payments to the organization of
amounts equivalent to all interest, divi-
dends, and other distributions that the
owner of the securities is entitled to re-
ceive during the period of the loan,

3. Does not reduce the organization’s risk of
loss or opportunity for gain on the securi-
ties,



4. Contains reasonable procedures to imple-
ment the obligation of the borrower to fur-
nish collateral to the organization with a
fair market value each business day during
the period of the loan in an amount not
less than the fair market value of the se-
curities at the close of the preceding busi-
ness day, and

5. Permits the organization to terminate the
loan upon notice of not more than 5 busi-
ness days.

Payments with respect to securities loans
include:

1. Amounts in respect of dividends, interest,
and other distributions,

2. Fees based on the period of time the loan
is in effect and the fair market value of the
security during that period,

3. Income from collateral security for the
loan, and

4. Income from the investment of collateral
security.

The payments are considered to be from the
securities loaned and not from collateral security
or the investment of collateral security from the
loans. Any deductions that are directly con-
nected with collateral security for the loan, or
with the investment of collateral security, are
considered deductions that are directly con-
nected with the securities loaned.

Royalties. Royalties, including overriding roy-
alties are excluded in computing unrelated busi-
ness taxable income.

To be considered a royalty, a payment must
relate to the use of a valuable right. Payments
for trademarks, trade names, or copyrights are
ordinarily considered royalties. Similarly, pay-
ments for the use of a professional athlete’s
name, photograph, likeness, or facsimile signa-
ture are ordinarily considered royalties. How-
ever, royalties do not include payments for
personal services. Therefore, payments for per-
sonal appearances and interviews are not ex-
cluded as royalties and must be included in
figuring unrelated business taxable income.

Unrelated business taxable income does not
include royalty income received from licensees
by an exempt organization that is the legal and
beneficial owner of patents assigned to it by
inventors for specified percentages of future roy-
alties.

Mineral royalties are excluded whether mea-
sured by production or by gross or taxable in-
come from the mineral property. However, the
exclusion does not apply to royalties that stem
from an arrangement whereby the organization
owns a working interest in a mineral property
and is liable for its share of the development and
operating costs under the terms of its agreement
with the operator of the property. To the extent
they are not treated as loans under section 636
(relating to income tax treatment of mineral pro-
duction payments), payments for mineral pro-
duction are treated in the same manner as
royalty payments for the purpose of computing
unrelated business taxable income. To the ex-
tent they are treated as loans, any payments for
production that are the equivalent of interest are
treated as interest and are excluded.

Exceptions. This exclusion does not apply
to debt-financed income (discussed under In-
come From Debt-Financed Property, later) or to
royalties received from a controlled corporation

(discussed under Income From Controlled Cor-
porations, later).

Rents. Rents from real property, including ele-
vators and escalators, are excluded in comput-
ing unrelated business taxable income. Rents
from personal property are not excluded. How-
ever, special rules apply to “mixed leases” of
both real and personal property.

Mixed leases. In a mixed lease, all of the
rents are excluded if the rents attributable to the
personal property are not more than 10% of the
total rents under the lease, as determined when
the personal property is first placed in service by
the lessee. If the rents attributable to personal
property are more than 10% but not more than
50% of the total rents, only the rents attributable
to the real property are excluded. If the rents
attributable to the personal property are more
than 50% of the total rents, none of the rents are
excludable.

Property is placed in service when the lessee
first may use it under the terms of a lease. For
example, property subject to a lease entered
into on November 1, for a term starting on Janu-
ary 1 of the next year, is considered placed in
service on January 1, regardless of when the
lessee first actually uses it.

If separate leases are entered into for real
and personal property and the properties have
an integrated use (for example, one or more
leases for real property and another lease or
leases for personal property to be used on the
real property), all the leases will be considered
as one lease.

The rent attributable to the personal property
must be recomputed, and the treatment of the
rents must be redetermined, if:

1. The rent attributable to all the leased per-
sonal property increases by 100% or more
because additional or substitute personal
property is placed in service, or

2. The lease is modified to change the rent
charged (whether or not the amount of
rented personal property changes).

Any change in the treatment of rents resulting
from the recomputation is effective only for the
period beginning with the event that caused the
recomputation.

Exception for rents based on net profit.
The exclusion for rents does not apply if the
amount of the rent depends on the income or
profits derived by any person from the leased
property, other than an amount based on a fixed
percentage of the gross receipts or sales.

Exception for income from personal serv-
ices. Payment for occupying space when per-
sonal services are also rendered to the
occupant does not constitute rent from real
property. Therefore, the exclusion does not ap-
ply to transactions such as renting hotel rooms,
rooms in boarding houses or tourist homes, and
space in parking lots or warehouses.

Other exceptions. This exclusion does not
apply to unrelated debt-financed income (dis-
cussed under Income From Debt-Financed
Property, later) or to rents received from a con-
trolled corporation (discussed under Income
From Controlled Corporations, later).

Income from research. A tax-exempt organi-
zation may exclude income from research
grants or contracts from unrelated business tax-
able income. However, the extent of the exclu-
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sion depends on the nature of the organization
and the type of research.

Income from research for the United States,
any of its agencies or instrumentalities, or a
state or any of its political subdivisions is ex-
cluded when computing unrelated business tax-
able income.

For a college, university, or hospital, all in-
come from research, whether fundamental or
applied, is excluded in computing unrelated
business taxable income.

When an organization is operated primarily
to conduct fundamental research (as distin-
guished from applied research) and the results
are freely available to the general public, all
income from research performed for any person
is excluded in computing unrelated business
taxable income.

The term research, for this purpose, does not
include activities of a type normally carried on as
an incident to commercial or industrial opera-
tions, such as testing or inspecting materials or
products, or designing or constructing equip-
ment, buildings, etc. In addition, the term funda-
mental research does not include research
carried on for the primary purpose of commer-
cial or industrial application.

Gains and losses from disposition of prop-
erty. Also excluded from unrelated business
taxable income are gains or losses from the
sale, exchange, or other disposition of property
other than:

1. Stock in trade or other property of a kind
that would properly be includable in inven-
tory if on hand at the close of the tax year,

2. Property held primarily for sale to custom-
ers in the ordinary course of a trade or
business, or

3. Cutting of timber that an organization has
elected to consider as a sale or exchange
of the timber.

It should be noted that the last exception
relates only to cut timber. The sale, exchange, or
other disposition of standing timber is excluded
from the computation of unrelated business in-
come, unless it constitutes property held for sale
to customers in the ordinary course of business.

Lapse or termination of options. Any gain
from the lapse or termination of options to buy or
sell securities is excluded from unrelated busi-
ness taxable income. The exclusion applies only
if the option is written in connection with the
exempt organization’s investment activities.
Therefore, this exclusion is not available if the
organization is engaged in the trade or business
of writing options or the options are held by the
organization as inventory or for sale to custom-
ers in the ordinary course of a trade or business.

Exception. This exclusion does not apply to
unrelated debt-financed income, discussed later
under Income From Debt-Financed Property.

Gain or loss on disposition of certain
brownfield property. Gain or loss from the
qualifying sale, exchange, or other disposition of
a qualifying brownfield property (as defined sec-
tion 512(b)(18)(C)), which was acquired by the
organization after December 31, 2004, is ex-
cluded from unrelated business taxable income
and is excepted from the debt-financed rules for
such property. See sections 512(b)(18) and
514(b)(1)(E).

Income from services provided under fed-
eral license. There is a further exclusion from
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unrelated business taxable income of income
from a trade or business carried on by areligious
order or by an educational organization main-
tained by the order.

This exclusion applies only if the following
requirements are met.

1. The trade or business must have been op-
erated by the order or by the institution
since before May 27, 1959.

2. The trade or business must consist of pro-
viding services under a license issued by a
federal regulatory agency.

3. More than 90% of the net income from the
business for the tax year must be devoted
to religious, charitable, or educational pur-
poses that constitute the basis for the relig-
ious order’s exemption.

4. The rates or other charges for these serv-
ices must be fully competitive with the
rates or other charges of similar taxable
businesses. Rates or other charges for
these services will be considered as fully
competitive if they are neither materially
higher nor materially lower than the rates
charged by similar businesses operating in
the same general area.

Exception.  This exclusion does not apply
to unrelated debt-financed income (discussed
later under Income From Debt-Financed Prop-
erty).

Member income of mutual or cooperative
electric companies. For tax years beginning
after October 22, 2004, income of a mutual or
cooperative electric company described in sec-
tion 501(c)(12) which is treated as member in-
come under subparagraph (H) of that section is
excluded from unrelated business taxable in-
come.

Dues of Agricultural
Organizations and Business
Leagues

Dues received from associate members by or-
ganizations exempt under section 501(c)(5) or
section 501(c)(6) may be treated as gross in-
come from an unrelated trade or business if the
associate member category exists for the princi-
pal purpose of producing unrelated business
income. For example, if an organization creates
an associate member category solely to allow
associate members to purchase insurance
through the organization, the associate member
dues may be unrelated business income.

Exception. Associate member dues received
by an agricultural or horticultural organization
are not treated as gross income from an unre-
lated trade or business, regardless of their pur-
pose, if they are not more than the annual limit.
The limit on dues paid by an associate member
is $127 for 2005.

If the required annual dues are more than the
limit, the entire amount is treated as income from
an unrelated business unless the associate
member category was formed or availed of for
the principal purpose of furthering the
organization’s exempt purposes.
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Deductions

To qualify as allowable deductions in computing
unrelated business taxable income, the ex-
penses, depreciation, and similar items gener-
ally must be allowable income tax deductions
that are directly connected with carrying on an
unrelated trade or business. They cannot be
directly connected with excluded income.

For an exception to the “directly connected”
requirement, see Charitable contributions de-
duction, under Modifications, later.

Directly Connected

To be directly connected with the conduct of an
unrelated business, deductions must have a
proximate and primary relationship to carrying
on that business. For an exception, see Ex-
penses attributable to exploitation of exempt ac-
tivities, later.

Expenses attributable solely to unrelated
business. Expenses, depreciation, and simi-
lar items attributable solely to the conduct of an
unrelated business are proximately and prima-
rily related to that business and qualify for de-
duction to the extent that they are otherwise
allowable income tax deductions.

For example, salaries of personnel em-
ployed full-time to carry on the unrelated busi-
ness and depreciation of a building used entirely
in the conduct of that business are deductible to
the extent otherwise allowable.

Expenses attributable to dual use of facilities
or personnel. When facilities or personnel are
used both to carry on exempt functions and to
conduct an unrelated trade or business, ex-
penses, depreciation, and similar items attribu-
table to the facilities or personnel must be
allocated between the two uses on a reasonable
basis. The part of an item allocated to the unre-
lated trade or business is proximately and pri-
marily related to that business, and is allowable
as a deduction in computing unrelated business
taxable income, if the expense is otherwise an
allowable income tax deduction.

Example 1. A school recognized as a
tax-exempt organization contracts with an indi-
vidual to conduct a summer tennis camp. The
school provides the tennis courts, housing, and
dining facilities. The contracted individual hires
the instructors, recruits campers, and provides
supervision. The income the school receives
from this activity is from a dual use of the facili-
ties and personnel. The school, in computing its
unrelated business taxable income, may deduct
an allocable part of the expenses attributable to
the facilities and personnel.

Example 2. An exempt organization with
gross income from an unrelated trade or busi-
ness pays its president $90,000 a year. The
president devotes approximately 10% of his
time to the unrelated business. To figure the
organization’s unrelated business taxable in-
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come, a deduction of $9,000 ($90,000 x 10%) is
allowed for the salary paid to its president.

Expenses attributable to exploitation of ex-
empt activities. Generally, expenses, depre-
ciation, and similar items attributable to the
conduct of an exempt activity are not deductible
in computing unrelated business taxable income
from an unrelated trade or business that exploits
the exempt activity. (See Exploitation of exempt
functions under Not substantially related in
chapter 3.) This is because they do not have a
proximate and primary relationship to the unre-
lated trade or business, and therefore, they do
not qualify as directly connected with that busi-
ness.

Exception. Expenses, depreciation, and
similar items may be treated as directly con-
nected with the conduct of the unrelated busi-
ness if all the following statements are true.

1. The unrelated business exploits the ex-
empt activity.

2. The unrelated business is a type normally
carried on for profit by taxable organiza-
tions.

3. The exempt activity is a type normally con-
ducted by taxable organizations in carrying
on that type of business.

The amount treated as directly connected is the
smaller of:

1. The excess of these expenses, deprecia-
tion, and similar items over the income
from, or attributable to, the exempt activity,
or

2. The gross unrelated business income re-
duced by all other expenses, depreciation,
and other items that are actually directly
connected.

The application of these rules to an advertis-
ing activity that exploits an exempt publishing
activity is explained next.

Exploitation of Exempt
Activity — Advertising Sales

The sale of advertising in a periodical of an
exempt organization that contains editorial ma-
terial related to the accomplishment of the
organization’s exempt purpose is an unrelated
business that exploits an exempt activity, the
circulation and readership of the periodical.
Therefore, in addition to direct advertising costs,
exempt activity costs (expenses, depreciation,
and similar expenses attributable to the produc-
tion and distribution of the editorial or readership
content) can be treated as directly connected
with the conduct of the advertising activity. (See
Expenses attributable to exploitation of exempt
activities under Directly Connected, earlier.)

Figuring unrelated business taxable income
(UBTI). The UBTI of an advertising activity is
the amount shown in the following chart.



If gross
advertising
incomeiis . ..

THEN UBTlis . ..

IF...

THEN the amount used
to allocate membership
receiptsis. ..

More than direct
advertising costs

The excess advertising
income, reduced (but not
below zero) by the
excess, if any, of
readership costs over
circulation income.

Equal to or less
than direct
advertising costs

Zero.

e Circulation income and

20% or more of
the total
circulation
consists of sales
to nonmembers

The subscription price
charged nonmembers.

The above
condition does
not apply, and
20% or more of

The reduction in dues for
a member not receiving
the periodical.

readership costs are not
taken into account.

» Any excess advertising
costs reduce (but not
below zero) UBTI from
any other unrelated
business activity.

The terms used in the chart are explained in
the following discussions.

Periodical Income

Gross advertising income. This is all the in-
come from the unrelated advertising activities of
an exempt organization periodical.

Circulation income. This is all the income
from the production, distribution, or circulation of
an exempt organization’s periodical (other than
gross advertising income). It includes all
amounts from the sale or distribution of the read-
ership content of the periodical, such as income
from subscriptions. It also includes allocable
membership receipts if the right to receive the
periodical is associated with a membership or
similar status in the organization.

Allocable membership receipts. This is
the part of membership receipts (dues, fees, or
other charges associated with membership)
equal to the amount that would have been
charged and paid for the periodical if:

1. The periodical was published by a taxable
organization,

2. The periodical was published for profit, and

3. The member was an unrelated party deal-
ing with the taxable organization at arm’s
length.

The amount used to allocate membership
receipts is the amount shown in the following
chart.

For this purpose, the total periodical costs
are the sum of the direct advertising costs and
the readership costs, explained under Periodical
Costs, later. The cost of other exempt activities
means the total expenses incurred by the organ-
ization in connection with its other exempt activi-
ties, not offset by any income earned by the
organization from those activities.

the members
pay reduced
dues because
they do not
receive the
periodical

Neither of the
above conditions
applies

The membership receipts
multiplied by this fraction:

Total periodical costs
Total periodical costs
Plus
Cost of other exempt
activities

Example 1. U isanexempt scientific organi-
zation with 10,000 members who pay annual
dues of $15. One of U's activities is publishing a
monthly periodical distributed to all of its mem-
bers. U also distributes 5,000 additional copies
of its periodical to nonmembers, who subscribe
for $10 a year. Since the nonmember circulation
of U’s periodical represents one-third (more than
20%) of its total circulation, the subscription
price charged to nonmembers is used to deter-
mine the part of U's membership receipts alloca-
ble to the periodical. Thus, U’s allocable
membership receipts are $100,000 ($10 times
10,000 members), and U’s total circulation in-
come for the periodical is $150,000 ($100,000
from members plus $50,000 from sales to non-
members).

Example 2. Assume the same facts except
that U sells only 500 copies of its periodical to
nonmembers, at a price of $10 a year. Assume
also that U’'s members may elect not to receive
the periodical, in which case their dues are re-
duced from $15 a year to $6 a year, and that only
3,000 members elect to receive the periodical
and pay the full dues of $15 a year. U’s stated
subscription price of $9 to members consistently
results in an excess of total income (including
gross advertising income) attributable to the pe-
riodical over total costs of the periodical. Since
the 500 copies of the periodical distributed to
nonmembers represent only 14% of the 3,500
copies distributed, the $10 subscription price
charged to nonmembers is not used to deter-
mine the part of membership receipts allocable
to the periodical. Instead, since 70% of the
members elect not to receive the periodical and
pay $9 less per year in dues, the $9 price is used
to determine the subscription price charged to
members. Thus, the allocable membership re-
ceipts will be $9 a member, or $27,000 ($9 times
3,000 copies). U’s total circulation income is
$32,000 ($27,000 plus the $5,000 from non-
member subscriptions).
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Periodical Costs

Direct advertising costs. These are ex-
penses, depreciation, and similar items of de-
duction directly connected with selling and
publishing advertising in the periodical.

Examples of allowable deductions under this
classification include agency commissions and
other direct selling costs, such as transportation
and travel expenses, office salaries, promotion
and research expenses, and office overhead
directly connected with the sale of advertising
lineage in the periodical. Also included are other
deductions commonly classified as advertising
costs under standard account classifications,
such as artwork and copy preparation, tele-
phone, telegraph, postage, and similar costs
directly connected with advertising.

In addition, direct advertising costs include
the part of mechanical and distribution costs
attributable to advertising lineage. For this pur-
pose, the general account classifications of
items includable in mechanical and distribution
costs ordinarily employed in business-paper
and consumer-publication accounting provide a
guide for the computation. Accordingly, the
mechanical and distribution costs include the
part of the costs and other expenses of composi-
tion, press work, binding, mailing (including pa-
per and wrappers used for mailing), and bulk
postage attributable to the advertising lineage of
the publication.

In the absence of specific and detailed rec-
ords, the part of mechanical and distribution
costs attributable to the periodical’'s advertising
lineage can be based on the ratio of advertising
lineage to total lineage in the periodical, if this
allocation is reasonable.

Readership costs. These are all expenses,
depreciation, and similar items that are directly
connected with the production and distribution of
the readership content of the periodical.

Costs partly attributable to other activities.
Deductions properly attributable to exempt ac-
tivities other than publishing the periodical may
not be allocated to the periodical. When ex-
penses are attributable both to the periodical
and to the organization’s other activities, an allo-
cation must be made on areasonable basis. The
method of allocation will vary with the nature of
the item, but once adopted, should be used
consistently. Allocations based on dollar re-
ceipts from various exempt activities generally
are not reasonable since receipts usually do not
accurately reflect the costs associated with spe-
cific activities that an exempt organization con-
ducts.

Consolidated Periodicals

If an exempt organization publishes more than
one periodical to produce income, it may treat all
of them (but not less than all) as one in determin-
ing unrelated business taxable income from sell-
ing advertising. It treats the gross income from
all the periodicals, and the deductions directly
connected with them, on a consolidated basis.
Consolidated treatment, once adopted, must be
followed consistently and is binding. This treat-
ment can be changed only with the consent of
the Internal Revenue Service.

An exempt organization’s periodical is pub-
lished to produce income if:
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1. The periodical generates gross advertising
income to the organization equal to at least
25% of its readership costs, and

2. Publishing the periodical is an activity en-
gaged in for profit.

Whether the publication of a periodical is an
activity engaged in for profit can be determined
only by all the facts and circumstances in each
case. The facts and circumstances must show
that the organization carries on the activity for
economic profit, although there may not be a
profit in a particular year. For example, if an
organization begins publishing a new periodical
whose total costs exceed total income in the
start-up years because of lack of advertising
sales, that does not mean that the organization
did not have as its objective an economic profit.
The organization may establish that it had this
objective by showing it can reasonably expect
advertising sales to increase, so that total in-
come will exceed costs within a reasonable
time.

Example. Y, an exempt trade association,
publishes three periodicals that it distributes to
its members: a weekly newsletter, a monthly
magazine, and a quarterly journal. Both the
monthly magazine and the quarterly journal con-
tain advertising that accounts for gross advertis-
ing income equal to more than 25% of their
respective readership costs. Similarly, the total
income attributable to each periodical has ex-
ceeded the total deductions attributable to each
periodical for substantially all the years they
have been published. The newsletter carries no
advertising and its annual subscription price is
notintended to cover the cost of publication. The
newsletter is a service that Y distributes to all of
its members in an effort to keep them informed
of changes occurring in the business world. It is
not engaged in for profit.

Under these circumstances, Y may consoli-
date the income and deductions from the
monthly and quarterly journals in computing its
unrelated business taxable income. It may not
consolidate the income and deductions from the
newsletter with the income and deductions of its
other periodicals, since the newsletter is not
published for the production of income.

Modifications

Net operating loss deduction. The net oper-
ating loss deduction (as provided in section 172)
is allowed in computing unrelated business tax-
able income. However, the net operating loss for
any tax year, the carrybacks and carryovers of
net operating losses, and the net operating loss
deduction are determined without taking into
account any amount of income or deduction that
has been specifically excluded in computing un-
related business taxable income. For example,
aloss from an unrelated trade or business is not
diminished because dividend income was re-
ceived.

If this were not done, organizations would, in
effect, be taxed on their exempt income, since
unrelated business losses then would be offset
by dividends, interest, and other excluded in-
come. This would reduce the loss that could be
applied against unrelated business income of
prior or future tax years. Therefore, to preserve
the immunity of exemptincome, all net operating
loss computations are limited to those items of
income and deductions that affect the unrelated
business taxable income.
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In line with this concept, a net operating loss
carryback or carryover is allowed only from a tax
year for which the organization is subject to tax
on unrelated business income.

For example, if an organization just became
subject to the tax last year, its net operating loss
for that year is not a carryback to a prior year
when it had no unrelated business taxable in-
come, nor is its net operating loss carryover to
succeeding years reduced by the related in-
come of those prior years.

However, in determining the span of years
for which a net operating loss may be carried
back or forward, the tax years for which the
organization is not subject to the tax on unre-
lated business income are counted. For exam-
ple, if an organization was subject to the tax for
1996 and had a net operating loss for that year,
the last tax year to which any part of that loss
may be carried over is 2011, regardless of
whether the organization was subject to the un-
related business income tax in any of the inter-
vening years.

Charitable contributions deduction. An ex-
empt organization is allowed to deduct its chari-
table contributions in computing its unrelated
business taxable income whether or not the con-
tributions are directly connected with the unre-
lated business.

To be deductible, the contribution must be
paid to another qualified organization. For ex-
ample, an exempt university that operates an
unrelated business may deduct a contribution
made to another university for educational work,
but may not claim a deduction for contributions
of amounts spent for carrying out its own educa-
tional program.

For purposes of the deduction, a distribution
by a trust made under the trust instrument to a
beneficiary, which itself is a qualified organiza-
tion, is treated the same as a contribution.

Deduction limits. An exempt organization
that is subject to the unrelated business income
tax at corporate rates is allowed a deduction for
charitable contributions up to 10% of its unre-
lated business taxable income computed with-
out regard to the deduction for contributions.

An exempt trust that is subject to the unre-
lated business income tax at trust rates gener-
ally is allowed a deduction for charitable
contributions in the same amounts as allowed
for individuals. However, the limit on the deduc-
tion is determined in relation to the trust's unre-
lated business taxable income computed
without regard to the deduction, rather than in
relation to adjusted gross income.

Contributions in excess of the limits just de-
scribed may be carried over to the next 5 tax
years. A contribution carryover is not allowed,
however, to the extent that it increases a net
operating loss carryover.

Specific deduction. In computing unrelated
business taxable income, a specific deduction of
$1,000 is allowed. However, the specific deduc-
tion is not allowed in computing a net operating
loss or the net operating loss deduction.
Generally, the deduction is limited to $1,000
regardless of the number of unrelated busi-
nesses in which the organization is engaged.

Exception. An exception is provided in the
case of a diocese, province of a religious order,
or a convention or association of churches that
may claim a specific deduction for each parish,
individual church, district, or other local unit. In
these cases, the specific deduction for each
local unit is limited to the lower of:
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* $1,000, or

¢ Gross income derived from an unrelated
trade or business regularly carried on by
the local unit.

This exception applies only to parishes, dis-
tricts, or other local units that are not separate
legal entities, but are components of a larger
entity (diocese, province, convention, or associ-
ation) filing Form 990-T. The parent organization
must file a return reporting the unrelated busi-
ness gross income and related deductions of all
units that are not separate legal entities. The
local units cannot file separate returns. How-
ever, each local unit that is separately incorpo-
rated must file its own return and cannot include,
or be included with, any other entity. See
Title-holding corporations in chapter 1 for a dis-
cussion of the only situation in which more than
one legal entity may be included on the same
Form 990-T.

Example. X is an association of churches
and is divided into local units A, B, C, and D. Last
year, A, B, C, and D derived gross income of,
respectively, $1,200, $800, $1,500, and $700
from unrelated businesses that they regularly
conduct. X may claim a specific deduction of
$1,000 with respect to A, $800 with respect to B,
$1,000 with respect to C, and $700 with respect
to D.

Partnership Income
or Loss

An organization may have unrelated business
income or loss as a member of a partnership,
rather than through direct business dealings
with the public. If so, it must treat its share of the
partnership income or loss as if it had conducted
the business activity in its own capacity as a
corporation or trust. No distinction is made be-
tween limited and general partners.

Thus, if an organization is a member of a
partnership regularly engaged in a trade or busi-
ness that is an unrelated trade or business with
respect to the organization, the organization
must include in its unrelated business taxable
income its share of the partnership’s gross in-
come from the unrelated trade or business
(whether or not distributed), and the deductions
attributable to it. The partnership income and
deductions to be included in the organization’s
unrelated business taxable income are figured
the same way as any income and deductions
from an unrelated trade or business conducted
directly by the organization.

Example. An exempt educational organiza-
tion is a partner in a partnership that operates a
factory. The partnership also holds stock in a
corporation. The exempt organization must in-
clude its share of the gross income from operat-
ing the factory in its unrelated business taxable
income, but may exclude its share of any divi-
dends the partnership received from the corpo-
ration.

Different tax years. If the exempt organiza-
tion and the partnership of which it is a member
have different tax years, the partnership items
that enter into the computation of the
organization’s unrelated business taxable in-
come must be based on the income and deduc-
tions of the partnership for the partnership’s tax



year that ends within or with the organization’s
tax year.

S Corporation Income
or Loss

An organization that owns S corporation stock
must take into account its share of the S
corporation’s income, deductions, or losses in
figuring unrelated business taxable income, re-
gardless of the actual source or nature of the
income, deductions, and losses. For example,
the organization’s share of the S corporation’s
interest and dividend income will be taxable,
even though interest and dividends are normally
excluded from unrelated business taxable in-
come. The organization must also take into ac-
count its gain or loss on the sale or other
disposition of the S corporation stock in figuring
unrelated business taxable income.

Special Rules for
Foreign Organizations

The unrelated business taxable income of a
foreign organization exempt from tax under sec-
tion 501(a) consists of the organization’s:

1. Unrelated business taxable income de-
rived from sources within the United
States, but not effectively connected with
the conduct of a trade or business within
the United States, plus

2. Unrelated business taxable income effec-
tively connected with the conduct of a
trade or business within the United States,
whether or not this 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 con-
nected with the conduct of a trade or business
within the United States, see sections 861
through 865 and the related regulations.

Special Rules for
Social Clubs, VEBAs,
SUBs, and GLSOs

The following discussion applies to:

¢ Social clubs described in section
501(c)(7),

* Voluntary employees’ beneficiary as-
sociations (VEBAS) described in section
501(c)(9),

* Supplemental unemployment compen-
sation benefit trusts (SUBs) described in
section 501(c)(17), and

* Group legal services organizations
(GLSOs) described in section 501(c)(20).

These organizations must figure unrelated busi-
ness taxable income under special rules. Unlike
other exempt organizations, they cannot ex-
clude their investment income (dividends, inter-
est, rents, etc.). (See Exclusions under Income,

earlier.) Therefore, they are generally subject to
unrelated business income tax on this income.

The unrelated business taxable income of
these organizations includes all gross income,
less deductions directly connected with the pro-
duction of that income, except that gross income
for this purpose does not include exempt func-
tion income. The dividends received deduction
for corporations is not allowed in computing un-
related business taxable income because it is
not an expense incurred in the production of
income.

Losses from nonexempt activities. Losses
from nonexempt activities of these organiza-
tions cannot be used to offset investment in-
come unless the activities were undertaken with
the intent to make a profit.

Example. A private golf and country club
that is a qualified tax-exempt social club has
nonexempt function income from interest and
from the sale of food and beverages to nonmem-
bers. The club sells food and beverages as a
service to members and their guests rather than
for the purpose of making a profit. Therefore,
any loss resulting from sales to nonmembers
cannot be used to offset the club’s interest in-
come.

Modifications. The unrelated business tax-
able income is modified by any net operating
loss or charitable contributions deduction and by
the specific deduction (described earlier under
Deductions.

Exempt function income. This is gross in-
come from dues, fees, charges or similar items
paid by members for goods, facilities, or serv-
ices to the members or their dependents or
guests, to further the organization’s exempt pur-
poses. Exempt function income also includes
income that is set aside for qualified purposes.

Income that is set aside. This is income
set aside to be used for religious, charitable,
scientific, literary, or educational purposes or for
the prevention of cruelty to children or animals.
In addition, for a VEBA, SUB, or GLSO, it is
income set aside to provide for the payment of
life, sick, accident, or other benefits.

However, any amounts set aside by a VEBA
or SUB that exceed the organization’s qualified
asset account limit (determined under section
419A) are unrelated business income. Special
rules apply to the treatment of existing reserves
for post-retirement medical or life insurance
benefits. These rules are explained in section
512(a)(3)(E)(ii).

Income derived from an unrelated trade or
business may not be set aside and therefore
cannot be exempt function income. In addition,
any income set aside and later spent for other
purposes must be included in unrelated busi-
ness taxable income.

Set-aside income is generally excluded from
gross income only if it is set aside in the tax year
in which it is otherwise includible in gross in-
come. However, income set aside on or before
the date for filing Form 990-T, including exten-
sions of time, may, at the election of the organi-
zation, be treated as having been set aside in
the tax year for which the return was filed. The
income set aside must have been includible in
gross income for that earlier year.

Nonrecognition of gain. If the organization
sells property used directly in performing an
exempt function and purchases other property
used directly in performing an exempt function,
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any gain on the sale is recognized only to the
extent that the sales price of the old property
exceeds the cost of the new property. The
purchase of the new property must be made
within 1 year before the date of sale of the old
property or within 3 years after the date of sale.

This rule also applies to gain from an involun-
tary conversion of the property resulting from its
destruction in whole or in part, theft, seizure,
requisition, or condemnation.

Special Rules for
Veterans’
Organizations

Unrelated business taxable income of a veter-
ans’ organization that is exempt under section
501(c)(19) does not include the net income from
insurance business that is properly set aside.
The organization may set aside income from
payments received for life, sick, accident, or
health insurance for the organization’s members
or their dependents for the payment of insur-
ance benefits or reasonable costs of insurance
administration, or for use exclusively for relig-
ious, charitable, scientific, literary, or educa-
tional purposes, or the prevention of cruelty to
children or animals. For details, see section
512(a)(4) and the regulations under that section.

Income From
Controlled
Organizations

The exclusions for interest, annuities, royalties,
and rents, explained earlier in this chapter under
Income, may not apply to a payment of these
items received by a controlling organization from
its controlled organization. The payment is in-
cluded in the controlling organization’s unre-
lated business taxable income to the extent it
reduced the net unrelated income (or increased
the net unrelated loss) of the controlled organi-
zation. All deductions of the controlling organi-
zation directly connected with the amount
included in its unrelated business taxable in-
come are allowed.

Net unrelated income. This is:
* For an exempt organization, its unrelated

business taxable income, or

¢ For a nonexempt organization, the part of
its taxable income that would be unrelated
business taxable income if it were exempt
and had the same exempt purposes as
the controlling organization.

Net unrelated loss. This is:

* For an exempt organization, its net operat-
ing loss, or

* For a nonexempt organization, the part of
its net operating loss that would be its net
operating loss if it were exempt and had
the same exempt purposes as the control-
ling organization.

Control. An organization is controlled if:
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* For a corporation, the controlling organiza-
tion owns (by vote or value) more than
50% of the stock,

* For a partnership, the controlling organiza-
tion owns more than 50% of the profits or
capital interests, or

* For any other organization, the controlling
organization owns more than 50% of the
beneficial interest.

For this purpose, constructive ownership of
stock (determined under section 318) or other
interests is taken into account.

Therefore, an exempt parent organization is
treated as controlling any subsidiary in which it
holds more than 50% of the voting power or
value, whether directly (as in the case of a
first-tier subsidiary) or indirectly (as in the case
of a second-tier subsidiary).

Income From
Debt-Financed
Property

Investment income that would otherwise be ex-
cluded from an exempt organization’s unrelated
business taxable income (see Exclusions under
Income earlier) must be included to the extent it
is derived from debt-financed property. The
amount of income included is proportionate to
the debt on the property.

Debt-Financed Property

In general, the term “debt-financed property”
means any property held to produce income
(including gain from its disposition) for which
there is an acquisition indebtedness at any time
during the tax year (or during the 12-month pe-
riod before the date of the property’s disposal, if
it was disposed of during the tax year). It in-
cludes rental real estate, tangible personal prop-
erty, and corporate stock.

Acquisition Indebtedness

For any debt-financed property, acquisition in-
debtedness is the unpaid amount of debt in-
curred by an organization:

1. When acquiring or improving the property,

2. Before acquiring or improving the property
if the debt would not have been incurred
except for the acquisition or improvement,
and

3. After acquiring or improving the property if:

a. The debt would not have been incurred
except for the acquisition or improve-
ment, and

b. Incurring the debt was reasonably fore-
seeable when the property was ac-
quired or improved.

The facts and circumstances of each situa-
tion determine whether incurring a debt was
reasonably foreseeable. That an organization
may not have foreseen the need to incur a debt
before acquiring or improving the property does
not necessarily mean that incurring the debt
later was not reasonably foreseeable.
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Example 1. Y, an exempt scientific organi-
zation, mortgages its laboratory to replace work-
ing capital used in remodeling an office building
that Y rents to an insurance company for nonex-
empt purposes. The debt is acquisition indebt-
edness since the debt, though incurred after the
improvement of the office building, would not
have been incurred without the improvement,
and the debt was reasonably foreseeable when,
to make the improvement, Y reduced its working
capital below the amount necessary to continue
current operations.

Example 2. X, an exempt organization,
forms a partnership with A and B. The partner-
ship agreement provides that all three partners
will share equally in the profits of the partner-
ship, each will invest $3 million, and X will be a
limited partner. X invests $1 million of its own
funds in the partnership and $2 million of bor-
rowed funds.

The partnership buys as its sole asset an
office building that it leases to the public for
nonexempt purposes. The office building costs
the partnership $24 million, of which $15 million
is borrowed from Y bank. The loan is secured by
a mortgage on the entire office building. By
agreement with Y bank, X is not personally liable
for payment of the mortgage.

X has acquisition indebtedness of $7 million.
This amount is the $2 million debt X incurred in
acquiring the partnership interest, plus the $5
million that is X's allocable part of the
partnership’s debt incurred to buy the office
building (one-third of $15 million).

Example 3. A labor union advanced funds,
from existing resources and without any borrow-
ing, to its tax-exempt subsidiary title-holding
company. The subsidiary used the funds to pay
a debt owed to a third party that was previously
incurred in acquiring two income-producing of-
fice buildings. Neither the union nor the subsidi-
ary has incurred any further debt in acquiring or
improving the property. The union has no out-
standing debt on the property. The subsidiary’s
debt to the union is represented by a demand
note on which the subsidiary makes payments
whenever it has the available cash. The books of
the union and the subsidiary list the outstanding
debt as interorganizational indebtedness.

Although the subsidiary’s books show a debt
to the union, it is not the type subject to the
debt-financed property rules. In this situation,
the very nature of the title-holding company and
the parent-subsidiary relationship shows this
debt to be merely a matter of accounting be-
tween the two organizations. Accordingly, the
debt is not acquisition indebtedness.

Changein use of property. If an organization
converts property that is not debt-financed prop-
erty to a use that results in its treatment as
debt-financed property, the outstanding princi-
pal debt on the property is thereafter treated as
acquisition indebtedness.

Example. Four years ago a university bor-
rowed funds to acquire an apartment building as
housing for married students. Last year, the uni-
versity rented the apartment building to the pub-
lic for nonexempt purposes. The outstanding
principal debt becomes acquisition indebted-
ness as of the time the building was first rented
to the public.

Continued debt. If an organization sells prop-
erty and, without paying off debt that would be
acquisition indebtedness if the property were
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debt-financed property, buys property that is
otherwise debt-financed property, the unpaid
debt is acquisition indebtedness for the new
property. This is true even if the original property
was not debt-financed property.

Example. To house its administration of-
fices, an exempt organization bought a building
using $600,000 of its own funds and $400,000 of
borrowed funds secured by a pledge of its secur-
ities. The office building was not debt-financed
property. The organization later sold the building
for $1 million without repaying the $400,000
loan. It used the sale proceeds to buy an apart-
ment building it rents to the general public. The
unpaid debt of $400,000 is acquisition indebted-
ness with respect to the apartment building.

Property acquired subject to mortgage or
lien. If property (other than certain gifts, be-
quests, and devises) is acquired subject to a
mortgage, the outstanding principal debt se-
cured by that mortgage is treated as acquisition
indebtedness even if the organization did not
assume or agree to pay the debt.

Example. An exempt organization paid
$50,000 for real property valued at $150,000
and subject to a $100,000 mortgage. The
$100,000 of outstanding principal debt is acqui-
sition indebtedness, as though the organization
had borrowed $100,000 to buy the property.

Liens similar to a mortgage. In determin-
ing acquisition indebtedness, a lien similar to a
mortgage is treated as a mortgage. A lien is
similar to a mortgage if title to property is encum-
bered by the lien for a creditor's benefit. How-
ever, when state law provides that a lien for
taxes or assessments attaches to property
before the taxes or assessments become due
and payable, the lien is not treated as a mort-
gage until after the taxes or assessments have
become due and payable and the organization
has had an opportunity to pay the lien in accor-
dance with state law. Liens similar to mortgages
include (but are not limited to):

1. Deeds of trust,

2. Conditional sales contracts,
3. Chattel mortgages,
4

. Security interests under the Uniform Com-
mercial Code,

5. Pledges,
6. Agreements to hold title in escrow, and

7. Liens for taxes or assessments (other than
those discussed earlier in this paragraph).

Exception for property acquired by gift,
bequest, or devise. If property subject to a
mortgage is acquired by gift, bequest, or devise,
the outstanding principal debt secured by the
mortgage is not treated as acquisition indebted-
ness during the 10-year period following the
date the organization receives the property.

However, this applies to a gift of property only if:
1. The mortga%% was pla%ed oﬁ th% pyoper)t/y

more than 5 years before the date the or-
ganization received it, and

2. The donor held the property for more than
5 years before the date the organization
received it.

This exception does not apply if an organiza-
tion assumes and agrees to pay all or part of the



debt secured by the mortgage or makes any
payment for the equity in the property owned by
the donor or decedent (other than a payment
under an annuity obligation excluded from the
definition of acquisition indebtedness, dis-
cussed later under Debt That Is Not Acquisition
Indebtedness).

Whether an organization has assumed and
agreed to pay all or part of a debt in order to
acquire the property is determined by the facts
and circumstances of each situation.

Modifying existing debt. Extending, re-
newing, or refinancing an existing debt is con-
sidered a continuation of that debt to the extent
its outstanding principal does not increase.
When the principal of the modified debt is more
than the outstanding principal of the old debt, the
excess is treated as a separate debt.

Extension or renewal. In general, any
modification or substitution of the terms of a debt
by an organization is considered an extension or
renewal of the original debt, rather than the start
of a new one, to the extent that the outstanding
principal of the debt does not increase.

The following are examples of acts resulting
in the extension or renewal of a debt:

1. Substituting liens to secure the debt,

2. Substituting obligees whether or not with
the organization’s consent,

3. Renewing, extending, or accelerating the
payment terms of the debt, and

4. Adding, deleting, or substituting sureties or
other primary or secondary obligors.

Debt increase. |If the outstanding principal
of a modified debt is more than that of the un-
modified debt, and only part of the refinanced
debt is acquisition indebtedness, the payments
on the refinanced debt must be allocated be-
tween the old debt and the excess.

Example. An organization has an outstand-
ing principal debt of $500,000 that is treated as
acquisition indebtedness. The organization bor-
rows another $100,000, which is not acquisition
indebtedness, from the same lender, resulting in
a $600,000 note for the total obligation. A pay-
ment of $60,000 on the total obligation would
reduce the acquisition indebtedness by $50,000
($60,000 X $500,000/$600,000) and the excess
debt by $10,000.

Debt That Is Not Acquisition
Indebtedness

Certain debt and obligations are not acquisition
indebtedness. These include the following.

¢ Debts incurred in performing an exempt
purpose.

* Annuity obligations.
* Securities loans.

¢ Real property debts of qualified organiza-
tions.

¢ Certain Federal financing.

Debt incurred in performing exempt
purpose. A debtincurred in performing an ex-
empt purpose is not acquisition indebtedness.
For example, acquisition indebtedness does not
include the debt an exempt credit union incurs in
accepting deposits from its members or the debt

an exempt organization incurs in accepting pay-
ments from its members to provide them with
insurance, retirement, or other benefits.

Annuity obligation. The organization’s obli-
gation to pay an annuity is not acquisition indebt-
edness if the annuity meets all the following
requirements.

1. It must be the sole consideration (other
than a mortgage on property acquired by
gift, bequest, or devise that meets the ex-
ception discussed under Property acquired
subject to mortgage or lien, earlier in this
chapter) issued in exchange for the prop-
erty received.

2. lts present value, at the time of exchange,
must be less than 90% of the value of the
prior owner’s equity in the property re-
ceived.

3. It must be payable over the lives of either
one or two individuals living when issued.

4. 1t must be payable under a contract that:

a. Does not guarantee a minimum nor
specify a maximum number of pay-
ments, and

b. Does not provide for any adjustment of
the amount of the annuity payments
based on the income received from the
transferred property or any other prop-

erty.

Example. X, an exempt organization, re-
ceives property valued at $100,000 from donor
A, a male age 60. In return 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 amounts paid under the annuity
are not dependent on the income derived from
the property transferred to X. The present value
of this annuity is $81,156, determined from IRS
valuation tables. Since the value of the annuity is
less than 90 percent of A’s $100,000 equity in
the property transferred and the annuity meets
all the other requirements just discussed, the
obligation to make annuity payments is not ac-
quisition indebtedness.

Securities loans. Acquisition indebtedness
does not include an obligation of the exempt
organization to return collateral security pro-
vided by the borrower of the exempt
organization’s securities under a securities loan
agreement (discussed under Exclusions earlier
in this chapter). This transaction is not treated as
the borrowing by the exempt organization of the
collateral furnished by the borrower (usually a
broker) of the securities.

However, if the exempt organization incurred
debt to buy the loaned securities, any income
from the securities (including income from lend-
ing the securities) would be debt-financed in-
come. For this purpose, any payments because
of the securities are considered to be from the
securities loaned and not from collateral security
or the investment of collateral security from the
loans. Any deductions that are directly con-
nected with collateral security for the loan, or
with the investment of collateral security, are
considered deductions that are directly con-
nected with the securities loaned.

Short sales.  Acquisition indebtedness
does not include the “borrowing” of stock from a
broker to sell the stock short. Although a short
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sale creates an obligation, it does not create
debt.

Real property debts of qualified
organizations. In general, acquisition indebt-
edness does not include debt incurred by a
qualified organization in acquiring or improving
any real property. A qualified organization is:

1. A qualified retirement plan under section
401(a),

2. An educational organization described in
section 170(b)(1)(A)(ii) and certain of its
affiliated support organizations, or

3. Atitle-holding company described in sec-
tion 501(c)(25).

This exception from acquisition indebted-
ness does not apply in the following six situa-
tions.

1. The acquisition price is not a fixed amount
determined as of the date of the acquisi-
tion or the completion of the improvement.
However, the terms of a sales contract
may provide for price adjustments due to
customary closing adjustments such as
prorating property taxes. The contract also
may provide for a price adjustment if it is
for a fixed amount dependent upon subse-
quent resolution of limited, external contin-
gencies such as zoning approvals, title
clearances, and the removal of ease-
ments. These conditions in the contract will
not cause the price to be treated as an
undetermined amount. (But see Note 1 at
the end of this list.)

2. Any debt or other amount payable for the
debt, or the time for making any payment,
depends, in whole or in part, upon any
revenue, income, or profits derived from
the real property. (But see Note 1 at the
end of this list.)

3. The real property is leased back to the
seller of the property or to a person related
to the seller as described in section 267(b)
or section 707(b). (But see Note 2 at the
end of this list.)

4. The real property is acquired by a qualified
retirement plan from, or after its acquisition
is leased by a qualified retirement plan to,
a related person. (But see Note 2 at the
end of this list.) For this purpose, a related
person is:

a. An employer who has employees cov-
ered by the plan,

b. An owner with at least a 50% interest in
an employer described in (a),

c. A member of the family of any individual
described in (a) or (b),

d. A corporation, partnership, trust, or es-
tate in which a person described in (a),
(b), or (c) has at least a 50% interest, or

e. An officer, director, 10% or more share-
holder, or highly compensated em-
ployee of a person described in (a), (b),
or (d).

5. The seller, a person related to the seller
(under section 267(b) or section 707(b)), or
a person related to a qualified retirement
plan (as described in (4)) provides financ-
ing for the transaction on other than com-
mercially reasonable terms.
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6. The real property is held by a partnership
in which an exempt organization is a part-
ner (along with taxable entities), and the
principal purpose of any allocation to an
exempt organization is to avoid tax. This
generally applies to property placed in
service after 1986. For more information,
see section 514(c)(9)(B)(vi) and section
514(c)(9)(E).

Note 1. Qualifying sales by financial institu-
tions of foreclosure property or certain conser-
vatorship or receivership property are not
included in (1) or (2) and, therefore, do not give
rise to acquisition indebtedness. For more infor-
mation, see section 514(c)(9)(H).

Note 2. For purposes of (3) and (4), small
leases are disregarded. A small lease is one that
covers no more than 25% of the leasable floor
space in the property and has commercially rea-
sonable terms.

Certain federal financing. Acquisition indebt-
edness does not include an obligation, to the
extent it is insured by the Federal Housing Ad-
ministration, to finance the purchase, rehabilita-
tion, or construction of housing for low or
moderate income people.

In addition, acquisition indebtedness does
not include indebtedness incurred by a small
business investment company licensed under
the Small Business Investment Act of 1958 after
October 22, 2004, if such indebtedness is evi-
denced by a debenture issued by such company
and held or guaranteed by the Small Business
Administration. However, this provision does not
apply to any small business investment com-
pany during any period that any organization
which is exempt from tax (other than a govern-
mental unit) owns more than 25% of the capital
or profits interest in such company, or organiza-
tions which are exempt from tax (including gov-
ernmental agencies other than any agency or
instrumentality of the United States) own, in the
aggregate, 50% or more of the capital or profits
interest in such company.

Exceptions to Debt-Financed
Property

Certain property is excepted from treatment as
debt-financed property.

Property related to exempt purposes. If
substantially all (85% or more) of the use of any
property is substantially related to an
organization’s exempt purposes, the property is
not treated as debt-financed property. Related
use does not include a use related solely to the
organization’s need for income, or its use of the
profits. The extent to which property is used for a
particular purpose is determined on the basis of
all the facts. They may include:

1. A comparison of the time the property is
used for exempt purposes with the total
time the property is used,

2. A comparison of the part of the property
that is used for exempt purposes with the
part used for all purposes, or

3. Both of these comparisons.

If less than 85% of the use of any property is
devoted to an organization’s exempt purposes,
only that part of the property that is used to
further the organization’s exempt purposes is
not treated as debt-financed property.
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Property used in an unrelated trade or busi-
ness. To the extentthat the gross income from
any property is treated as income from the con-
duct of an unrelated trade or business, the prop-
erty is not treated as debt-financed property.
However, any gain on the disposition of the
property that is not included in income from an
unrelated trade or business is includible as
gross income derived from, or on account of,
debt-financed property.

The rules for debt-financed property do not
apply to rents from personal property, certain
passive income from controlled organizations,
and other amounts that are required by other
rules to be included in computing unrelated busi-
ness taxable income.

Property used in research activities. Prop-
erty is not treated as debt-financed property
when it produces gross income derived from
research activities otherwise excluded from the
unrelated trade or business tax. See Income
from research under Exclusions, earlier in this
chapter.

Property used in certain excluded activities.
Debt-financed property does not include prop-
erty used in a trade or business that is excluded
from the definition of “unrelated trade or busi-
ness” because:

1. It has a volunteer workforce,

2. Itis carried on for the convenience of its
members, or

3. It consists of selling donated merchandise.

See Excluded Trade or Business Activities in
chapter 3.

Related exempt uses. Property owned by an
exempt organization and used by a related ex-
empt organization, or by an exempt organization
related to that related exempt organization, is
not treated as debt-financed property when the
property is used by either organization to further
its exempt purpose. Furthermore, property is not
treated as debt-financed property when a re-
lated exempt organization uses it for research
activities or certain excluded activities, as de-
scribed above.

Related organizations. An exempt organi-
zation is related to another exempt organization
only if:

1. One organization is an exempt holding
company and the other receives profits de-
rived by the exempt holding company,

2. One organization controls the other as dis-
cussed under Income From Controlled Or-
ganizations earlier in this chapter,

3. More than 50% of the members of one
organization are members of the other, or

4. Each organization is a local organization
directly affiliated with a common state, na-
tional, or international organization that
also is exempt.

Medical clinics. Real property is not debt-fi-
nanced property if it is leased to a medical clinic
and the lease is entered into primarily for pur-
poses related to the lessor's exercise or per-
formance of its exempt purpose.

Example. An exempt hospital leases all of
its clinic space to an unincorporated association
of physicians and surgeons. They, under the
lease, agree to provide all of the hospital’s out-
patient medical and surgical services and to
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train all of the hospital’s residents and interns. In
this case the rents received are not unrelated
debt-financed income.

Life income contract. If an individual trans-
fers property to a trust or a fund with the income
payable to that individual or other individuals for
a period not to exceed the life of the individual or
individuals, and with the remainder payable to
an exempt charitable organization, the property
is not treated as debt-financed property. This
exception applies only where the payments to
the individual are not the proceeds of a sale or
exchange of the property transferred.

Neighborhood land rule. If an organization
acquires real property with the intention of using
the land for exempt purposes within 10 years, it
will not be treated as debt-financed property if it
is in the neighborhood of other property that the
organization uses for exempt purposes. This
rule applies only if the intent to demolish any
existing structures and use the land for exempt
purposes within 10 years is not abandoned.

Property is considered in the neighborhood
of property that an organization owns and uses
for its exempt purposes if it is contiguous with
the exempt purpose property or would be contig-
uous except for an intervening road, street, rail-
road, stream, or similar property. If it is not
contiguous with the exempt purpose property, it
still may be in the same neighborhood if it is
within one mile of the exempt purpose property
and if the facts and circumstances make it un-
reasonable to acquire the contiguous property.

Some issues to consider in determining
whether acquiring contiguous property is unrea-
sonable include the availability of land and the
intended future use of the land.

Example. A university tries to buy land con-
tiguous to its present campus, but cannot do so
because the owners either refuse to sell or ask
unreasonable prices. The nearest land of suffi-
cient size and utility is a block away from the
campus. The university buys this land. Under
these circumstances, the contiguity requirement
is unreasonable and not applicable. The land
bought would be considered neighborhood land.

Exceptions. For all organizations other
than churches and conventions or associations
of churches, discussed later under Churches,
the neighborhood land rule does not apply to
property after the 10 years following its acquisi-
tion. Further, the rule applies after the first 5
years only if the organization satisfies the IRS
that use of the land for exempt purposes is
reasonably certain before the 10-year period
expires. The organization need not show bind-
ing contracts to satisfy this requirement; but it
must have a definite plan detailing a specific
improvement and a completion date, and it must
show some affirmative action toward the fulfill-
ment of the plan. This information should be
forwarded to the IRS for a ruling at least 90 days
before the end of the 5th year after acquisition of
the land. Address it to:

Internal Revenue Service
Commissioner, TE/GE

Attention: T:EO:RA

P.O. Box 120, Ben Franklin Station
Washington, DC 20044

The IRS may grant a reasonable extension of
time for requesting the ruling if the organization
can show good cause. For more information,
contact the IRS.



Actual use. If the neighborhood land rule
does not apply because the acquired land is not
in the neighborhood of other land used for an
organization’s exempt purposes, or because the
organization fails to establish after the first 5
years of the 10-year period that the property will
be used for exempt purposes, but the land is
used eventually by the organization for its ex-
empt purposes within the 10-year period, the
property is not treated as debt-financed property
for any period before the conversion.

Limits. The neighborhood land rule or ac-
tual use rule applies to any structure on the land
when acquired, 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 requires that the structure be
demolished or removed in order to use the land
in this manner. Thus, during the first 5 years
after acquisition (and for later years if there is a
favorable ruling), 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 ex-
empt purpose. If an actual demolition of these
structures occurs, the use made of the land
need not be the one originally intended as long
as its use furthers the organization’s exempt
purpose.

In addition to this limit, the neighborhood
land rule and the actual use rule do not apply to
structures erected on land after its acquisition.
They do not apply to property subject to a busi-
ness lease (as defined in section 1.514(f)-1 of
the regulations) whether an organization ac-
quired the property subject to the lease, or
whether it executed the lease after acquisition. A
business lease is any lease, with certain excep-
tions, of real property for a term of more than 5
years by an exempt organization if at the close
of the lessor’s tax year there is a business lease
(acquisition) indebtedness on that property.

Refund of taxes. When the neighborhood
land rule does not initially apply, but the land is
used eventually for exempt purposes, a refund
or credit of any overpaid taxes will be allowed for
a prior tax year as a result of the satisfaction of
the actual use rule. A claim must be filed within
one year after the close of the tax year in which
the actual use rule is satisfied. Interest rates on
any overpayment are governed by the regula-
tions.

Example. In January 1997, Y, a calendar
year exempt organization, acquired real prop-
erty contiguous to other property that Y uses in
furtherance of its exempt purpose. Assume that
without the neighborhood land rule, the property
would be debt-financed property. Y did not sat-
isfy the IRS by January 2002 that the existing
structure would be demolished and the land
would be used in furtherance of its exempt pur-
pose. From 2002 until the property is converted
to an exempt use, the income from the property
is subject to the tax on unrelated business in-
come. During July 2006, Y will demolish the
existing structure on the land and begin using
the land in furtherance of its exempt purpose. At
that time, Y can file claims for refund for the
open years 2003 through 2005.

Further, Y also can file a claim for refund for
2002, even though a claim for that tax year may
be barred by the statute of limitations, provided
the claim is filed before the close of 2007.

Churches. The neighborhood land rule as
described here also applies to churches, or a

convention or association of churches, but with
two differences:

1. The period during which the organization
must demonstrate the intent to use ac-
quired property for exempt purposes is in-
creased from 10 to 15 years, and

2. Acquired property does not have to be in
the neighborhood of other property used
by the organization for exempt purposes.

Thus, if a church or association or conven-
tion of churches acquires real property for the
primary purpose of using the land in the exercise
or performance of its exempt purpose, within 15
years after the time of acquisition, the property is
not treated as debt-financed property as long as
the organization does not abandon its intent to
use the land in this manner within the 15-year
period.

This exception for a church or association or
convention of churches does not apply to any
property after the 15-year period expires. Fur-
ther, this rule will apply after the first 5 years of
the 15-year period only if the church or associa-
tion or convention of churches establishes to the
satisfaction of the IRS that use of the acquired
land in furtherance of the organization’s exempt
purpose is reasonably certain before the
15-year period expires.

If a church or association or convention of
churches cannot establish after the first 5 years
of the 15-year period that use of acquired land
for its exempt purpose is reasonably certain
within the 15-year period, but the land is in fact
converted to an exempt use within the 15-year
period, the land is not treated as debt-financed
property for any period before the conversion.

The same rule for demolition or removal of
structures as discussed earlier in this chapter
under Limits applies to a church or an associa-
tion or a convention of churches.

Computation of
Debt-Financed Income

For each debt-financed property, the unrelated
debt-financed income is a percentage (not over
100%) of the total gross income derived during a
tax year from the property. This percentage is
the same percentage as the average acquisition
indebtedness with respect to the property for the
tax year is of the property’s average adjusted
basis for the year (the debt/basis percentage).
Thus, the formula for deriving unrelated debt-fi-
nanced income is:

average acquisition
indebtedness

gross income
from
debt-financed

property

average adjusted basis

Example. X, an exempt trade association,
owns an office building that is debt-financed
property. The building produced $10,000 of
gross rental income last year. The average ad-
justed basis of the building during that year was
$100,000, and the average acquisition indebt-
edness with respect to the building was
$50,000. Accordingly, the debt/basis percent-
age was 50% (the ratio of $50,000 to $100,000).
Therefore, the unrelated debt-financed income
with respect to the building was $5,000 (50% of
$10,000).

Gain or loss from sale or other disposition of
property. If an organization sells or otherwise
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disposes of debt-financed property, it must in-
clude, in computing unrelated business taxable
income, a percentage (not over 100%) of any
gain or loss. The percentage is that of the high-
est acquisition indebtedness with respect to the
property during the 12-month period preceding
the date of disposition, in relation to the
property’s average adjusted basis.

The tax on this percentage of gain or loss is
determined according to the usual rules for capi-
tal gains and losses. These amounts may be
subject to the alternative minimum tax. (See
Alternative minimum tax at the beginning of
chapter 2.)

Debt-financed property exchanged for
subsidiary’s stock. A transfer of debt-fi-
nanced property by a tax-exempt organization to
its wholly owned taxable subsidiary, in ex-
change for additional stock in the subsidiary, is
not considered a gain subject to the tax on
unrelated business income.

Example. A tax-exempt hospital wants to
build a new hospital complex to replace its pres-
ent old and obsolete facility. The most desirable
location for the new hospital complex is a site
occupied by an apartment complex. Several
years ago the hospital bought the land and
apartment complex, taking title subject to a first
mortgage already on the premises.

For valid business reasons, the hospital pro-
posed to exchange the land and apartment com-
plex, subject to the mortgage on the property, for
additional stock in its wholly owned subsidiary.
The exchange satisfied all the requirements of
section 351(a).

The transfer of appreciated debt-financed
property from the tax-exempt hospital to its
wholly owned subsidiary in exchange for stock
did not result in a gain subject to the tax on
unrelated business income.

Gain or loss on disposition of certain
brownfield property. Gain or loss from the
qualifying sale, exchange, or other disposition of
a qualifying brownfield property (as defined sec-
tion 512(b)(18)(C)), which was acquired by the
organization after December 31, 2004, is ex-
cluded from unrelated business taxable income
and is excepted from the debt-financed rules for
such property. See sections 512(b)(18) and
514(b)(1)(E).

Average acquisition indebtedness. This is
the average amount of outstanding principal
debt during the part of the tax year that the
organization holds the property.

Average acquisition indebtedness is com-
puted by determining how much principal debt is
outstanding on the first day in each calendar
month during the tax year that the organization
holds the property, adding these amounts, and
dividing the sum by the number of months during
the year that the organization held the property.
Part of a month is treated as a full month in
computing average acquisition indebtedness.

Indeterminate price. If an organization ac-
quires or improves property for an indeterminate
price (that is, neither the price nor the debt is
certain), the unadjusted basis and the initial ac-
quisition indebtedness are determined as fol-
lows, unless the organization obtains the IRS'’s
consent to use another method. The unadjusted
basis is the fair market value of the property or
improvement on the date of acquisition or com-
pletion of the improvement. The initial acquisi-
tion indebtedness is the fair market value of the
property or improvement on the date of acquisi-
tion or completion of the improvement, less any
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down payment or other initial payment applied to
the principal debt.

Average adjusted basis. The average ad-
justed basis of debt-financed property is the
average of the adjusted basis of the property as
of the first day and as of the last day that the
organization holds the property during the tax
year.

Determining the average adjusted basis of
the debt-financed property is not affected if the
organization was exempt from tax for prior tax
years. The basis of the property must be ad-
justed properly for the entire period after the
property was acquired. As an example, adjust-
ment must be made for depreciation during all
prior tax years whether or not the organization
was tax-exempt. If only part of the depreciation
allowance may be taken into account in comput-
ing the percentage of deductions allowable for
each debt-financed property, that does not af-
fect the amount of the depreciation adjustment
to use in determining average adjusted basis.

Basis for debt-financed property acquired
in corporate liquidation. If an exempt organi-
zation acquires debt-financed property in a com-
plete or partial liquidation of a corporation in
exchange for its stock, the organization’s basis
in the property is the same as it would be in the
hands of the transferor corporation. This basis is
increased by the gain recognized to the trans-
feror corporation upon the distribution and by
the amount of any gain that, because of the
distribution, is includible in the organization’s
gross income as unrelated debt-financed in-
come.

Computation of debt/basis percentage. The
following example shows how to compute the
debt/basis percentage by first determining the
average acquisition indebtedness and average
adjusted basis.

Example. On July 7, an exempt organiza-
tion buys an office building for $510,000 using
$300,000 of borrowed funds. The organization
files its return on a calendar year basis. During
the year the only adjustment to basis is $20,000
for depreciation. Starting July 28, the organiza-
tion pays $20,000 each month on the mortgage
principal plus interest. The debt/basis percent-
age for the year is calculated as follows:

Debt on first

day of each
month property
Month is held
July . .o $ 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

Basis

AsofJuly7........... $ 510,000
As of December 31 ... .. 490,000
Total $1,000,000
Average adjusted basis:

$1,000,000 + 2 $ 500,000
Debt/basis percentage
$250,000 + $500,000 =50%
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Deductions for
Debt-Financed Property

The deductions allowed for each debt-financed
property are determined by applying the debt/
basis percentage to the sum of allowable deduc-
tions.

The allowable deductions are those directly
connected with the debt-financed property or
with the income from it (including the
dividends-received deduction), except that:

1. The allowable deductions are subject to
the modifications for computation of the
unrelated business taxable income (dis-
cussed earlier in this chapter), and

2. The depreciation deduction, if allowable, is
computed only by use of the straight-line
method.

To be directly connected with debt-financed
property or with the income from it, a deductible
item must have proximate and primary relation-
ship to the property or income. Expenses, de-
preciation, and similar items attributable solely
to the property qualify for deduction, to the ex-
tent they meet the requirements of an allowable
deduction.

For example, if the straight-line depreciation
allowance for an office building is $10,000 a
year, an organization can deduct depreciation of
$10,000 if the entire building is debt-financed
property. However, if only half of the building is
debt-financed property, the depreciation al-
lowed as a deduction is $5,000.

Capital losses. If a sale or exchange of
debt-financed property results in a capital loss,
the loss taken into account in the tax year in
which the loss arises is computed as provided
earlier. See Gain or loss from sale or other
disposition of property under Computation of
Debt-Financed Income.

If any part of the allowable capital loss is not
taken into account in the current tax year, it may
be carried back or carried over to another tax
year without application of the debt/basis per-
centage for that year.

Example. X, an exempt educational organi-
zation, owned debt-financed securities that
were capital assets. Last year, X sold the securi-
ties at aloss of $20,000. The debt/basis percent-
age for computing the loss from the sale of the
securities is 40%. Thus, X sustained a capital
loss of $8,000 (40% of $20,000) on the sale of
the securities. Last year and the preceding 3 tax
years, X had no other capital transactions.
Under these circumstances, the $8,000 of capi-
tal loss may be carried over to succeeding years
without further application of the debt/basis per-
centage.

Net operating loss. If, after applying the debt/
basis percentage to the income from debt-fi-
nanced property and the deductions directly
connected with this income, the deductions ex-
ceed the income, an organization has a net
operating loss for the tax year. This amount may
be carried back or carried over to other tax years
in the same manner as any other net operating
loss of an organization with unrelated business
taxable income. (For a discussion of the net
operating loss deduction, see Modifications
under Deductions earlier in this chapter.) How-
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ever, the debt/basis percentage is not applied in
those other tax years to determine the deduc-
tions that may be taken in those years.

Example. Last year, Y, an exempt organi-
zation, received $20,000 of rent from a debt-fi-
nanced building that it owns. Y had no other
unrelated business taxable income for the year.
The deductions directly connected with this
building were property taxes of $5,000, interest
of $5,000 on the acquisition indebtedness, and
salary of $15,000 to the building manager. The
debt/basis percentage with respect to the build-
ing was 50%. Under these circumstances, Y
must take into account, in computing its unre-
lated business taxable income, $10,000 (50% of
$20,000) of income and $12,500 (50% of
$25,000) of the deductions directly connected
with that income.

Thus, Y sustained a net operating loss of
$2,500 ($10,000 of income less $12,500 of de-
ductions), which may be carried back or carried
over to other tax years without further applica-
tion of the debt/basis percentage.

Allocation Rules

When only part of the property is debt-financed
property, proper allocation of the basis, debt,
income, and deductions with respect to the
property must be made to determine how much
income or gain derived from the property to treat
as unrelated debt-financed income.

Example. X, an exempt college, owns a
four-story office building that it bought with bor-
rowed funds (assumed to be acquisition indebt-
edness). During the year, the lower two stories
of the building were used to house computers
that X uses for administrative purposes. The two
upper stories were rented to the public and used
for nonexempt purposes.

The gross income X derived from the build-
ing was $6,000, all of which was attributable to
the rents paid by tenants. The expenses were
$2,000 and were equally allocable to each use
of the building. The average adjusted basis of
the building for the year was $100,000 and the
average acquisition indebtedness for the year
was $60,000.

Since the two lower stories were used for
exempt purposes, only the upper half of the
building is debt-financed property. Conse-
quently, only the rental income and the deduc-
tions directly connected with this income are
taken into account in computing unrelated busi-
ness taxable income. The part taken into ac-
count is determined by multiplying the $6,000 of
rental income and $1,000 of deductions directly
connected with the rental income by the debt/
basis percentage.

The debt/basis percentage is the ratio of the
allocable part of the average acquisition indebt-
edness to the allocable part of the property’s
average adjusted basis: that is, in this case, the
ratio of $30,000 (one-half of $60,000) to $50,000
(one-half of $100,000). Thus, the debt/basis per-
centage for the year is 60% (the ratio of $30,000
to $50,000).

Under these circumstances, X must include
net rental income of $3,000 in its unrelated busi-
ness taxable income for the year, computed as
follows:



Rental income treated as gross income $3,600
from an unrelated trade or business

(60% of $6,000) . . . .. .. ... ... ..

Less the allowable portion of 600
deductions directly connected with that

income (60% of $1,000) . .........

Net rental income included by X in $3,000

computing its unrelated business
taxable income from debt-financed
property.

5.

How To Get
More
Information

You can order free publications and forms, ask
tax questions, and get more information from the
IRS in several ways. By selecting the method
that is best for you, you will have quick and easy
access to tax help.

Free tax services. To find out what services
are available, get Publication 910, IRS Guide to
Free Tax Services. It contains a list of free tax
publications and an index of tax topics. It also
describes other free tax information services,
including tax education and assistance pro-
grams and a list of TeleTax topics.

[=l

¢ E-file your return. Find out about commer-
cial tax preparation and e-file services
available free to eligible taxpayers.

Internet. You can access the IRS web-
site 24 hours a day, 7 days a week, at
WWW.irs.gov to:

* Down load forms, instructions, and publi-
cations.

* Order IRS products online.

¢ Search publications online by topic or
keyword.

¢ View Internal Revenue Bulletins (IRBs)
published in the last few years.

* Sign up to received local and national tax
news by email.

* Get information on starting and operating
a small business.

Email Service. The IRS has established a
new, subscription-based email service for ex-
empt organization issues. Subscribers will re-
ceive periodic updates from the IRS regarding
exempt organizations tax law and regulations,
available services, and other information. To

subscribe, visit www.irs.gov/eo.
R
E requested forms and instructions 24
hours a day 7 days a week, by fax. Just

call 703-368-9694 from the telephone con-

Fax. You can get over 100 of the most

nected to your fax machine. When you call, you
will hear instructions on how to use the service.
The items you request will be faxed to you.

For help with transmission problems, call
703-487-4608.

Long-distance charges may apply.

O

¢ Ordering forms, instructions, and publica-
tions. Call 1-800-829-3676 to order
current-year forms, instructions, and publi-
cations and prior-year forms and instruc-
tions. You should receive them within 10
days.

Phone. Many services are available by
phone.

* Asking tax questions. Call the IRS with
your tax questions at 1-877-829-5500.

* Solving problems. You can get
face-to-face help solving tax problems
every business day in IRS Taxpayer As-
sistance Centers. An employee can ex-
plain IRS letters, request adjustments to
your account, or help you set up a pay-
ment plan. Call your local Taxpayer Assis-
tance Center for an appointment. To find
the number, go to www.irs.gov/localcon-
tacts or look in the phone book under
United States Government, Internal Reve-
nue Service.

e TTY/TDD equipment. If you have access
to TTY/TDD equipment, call
1-800-829-4059 to ask tax questions or to
order forms and publications.

* TeleTax topics. Call 1-800-829-4477 and
press 2 to listen to pre-recorded
messages covering various tax topics.

Evaluating the quality of our telephone serv-
ices. To ensure that IRS representatives give
accurate, courteous, and professional answers,
we use several methods to evaluate the quality
of our telephone services. One method is for a
second IRS representative to sometimes listen
in on or record telephone calls. Another is to ask
some callers to complete a short survey at the
end of the call.

* Products.You can walk in to many post
offices, libraries, and IRS offices to pick up
certain forms, instructions, and publica-
tions. Some IRS offices , libraries, grocery
stores, copy centers, credit unions, and
office supply stores have a collection of
products available to print from a CD-ROM
or photocopy from reproducible proofs.
Also, some IRS offices and libraries have
the Internal Revenue Code, regulations,
Internal Revenue Bulletins, and Cumula-
tive Bulletins available for research pur-
poses.

Walk-in. Many products and services
are available on a walk-in basis.

* Services.You can walk in to local Tax-
payer Assistance Centers every business
day to ask tax questions or get help with a
tax problem. An employee can explain IRS
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letters, request adjustments to your ac-
count, or help you set up a payment plan.
You can set up an appointment by calling
your local Center and, at the prompt, leave
a message requesting Everyday Tax Solu-
tions help. A representative will call you
back within 2 business days to schedule
an in-person appointment at your conve-
nience. To find the number, go to
www.irs.gov/localcontacts or look in the
phone book under United States Govern-
ment, Internal Revenue Service.

@ forms, instructions, and publications to

the Distribution Center nearest to you
and receive a response within 10 workdays after

your request is received. Use the address that
applies to your part of the country.

Mail. You can send your order for

* Western part of U.S.:
Western Area Distribution Center
Rancho Cordova, CA 95743-0001

* Central part of U.S.:
Central Area Distribution Center
P.O. Box 8903.\
Bloomington, IL 61702-8903

* Eastern part of U.S. and foreign
addresses:
Eastern Area Distribution Center
P.O. Box 85074
Richmond, VA 23261-5074

CD-ROM for tax products. You can
order Publication 1796, IRS Federal
Tax Products CD-ROM, and obtain:

¢ Current-year forms, instructions, and pub-
lications.

* Prior-year forms and instructions.

* Frequently requested tax forms that may
be filled in electronically, printed out for
submission, or saved for recordkeeping.

¢ [nternal Revenue Bulletins.

Buy the CD-ROM from National Technical In-
formation Service (NTIS) at www.irs.gov/
cdorders for $22 (no handling fee) or call
1-877-233-6767 toll free to buy the CD-ROM for
$22 (plus a $5 handling fee). The first release is
available in early January and the final release is
available in late February.

CD-ROM for small businesses. Pub-
lication 3207, The Small Business Re-
source Guide, CD-ROM 2004, is a
must for every small business owner or any
taxpayer about to start a business. This handy,
interactive CD contains all the business tax
forms, instructions, and publications needed to
successfully manage a business. In addition, the
CD provides other helpful information, such as
how to prepare a business plan, finding financ-
ing for your business, and much more. The de-
sign of the CD makes finding information easy
and quick and incorporates file formats and
browsers that can be run on virtually any
desktop or laptop computer.

It is available in early April. You can get a
free copy by calling 1-800-829-3676 or by visit-
ing www.irs.gov/smallbiz.
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