
THE CALIFORNIA STATE UNIVERSITY 
Office of the Chancellor 
401 Golden Shore Drive 

Long Beach, California 90802-4210 
(562) 951-4610 

    
Due Date:   November 1,  2003 

 
 
Date:    September 9, 2003 Code:  AD 03-02 
To: Campus Tax Coordinators 
 
From: George Ashkar 
 Director, 
 Systemwide Financial Operations 
  
Subject: 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:   
 
• Depreciation Worksheet 
• Prior Years Depreciation Schedule 
• Campus Tax Coordinator Roster 
• Prior Year Taxable Income Listing 
• Prior Years Tax Worksheet 
• Suggested Income Tax References 
• 2002 Instructions for Form 990-T 
• IRS Publication 598, Tax on Unrelated Business Income of Exempt Organizations  (Rev. 

March 2000) 
 
The Prior Years Tax Worksheet displays the tax liability or net operating loss carryforward 
from fiscal years 1995/96 through 2001/02 for each campus.   Campuses with a tax liability 
will be billed for any net tax liability after the 2002/03 990-T has been completed.  
 
If you have any questions, please contact Lam Le at (562) 951-4386 or e-mail 
lhle@calstate.edu 

 
 
Distribution: Presidents (without attachments) 
 Vice Presidents for Administration  
 Financial Managers  
 Accounting Officers  
 Mr. Richard P. West (without attachments)  

 Mr. Dennis Hordyk 
 Mr. Lam Le  
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UNRELATED BUSINESS INCOME TAX WORKSHEET 

For the Year Ending June 30, 2003 
 
 

Campus:    
 

 
Instructions:  Prepare this worksheet using the attached 2002 instructions for Form 990-T Exempt Organization Business 
Income Tax Return and the following information: 
 

• 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 2002/03 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 than 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, 2003 to: 
 

The California State University 
Office of the Chancellor 

401 Golden Shore Drive, 5 th Floor 
Long Beach,  CA  90802-4210 

Attention:  Lam Le 
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Campus:    
 
Unrelated Business Income Summary: 
 
Campus should summarize  unrelated business income by category (i.e., corporate sponsorships, film fees, stadium 
rentals, etc.) 
 

Source:   Amount 
 
   $   
      
      
      
      
      
      
 
Total   $   

 
 PART I  Unrelated Business Income  (A) Income (B) Expenses (C) Net 
1a Gross receipts or sales           $______________     
b Less returns and allowances  $______________ 1c    
2 Cost of goods sold (Schedule A, line 7) 2    
3 Gross profit (subtract line 2 from line 1c) 3    
4a Capital gain net income (attach Schedule D) 4a    
b Net gain (loss)(Form 4797, Part II, line 18) (attach 

Form 4797) 
b    

c Capital loss deduction for trusts c    
5 Income (loss) from partnerships (attach statement) 5    
6 Rent Income (Schedule C) 6    
7 Unrelated debt-financed income (Schedule E) 7    
8 Interest, annuities, royalties, and rents from controlled 

organizations (see page 7 of instructions) 
8    

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

schedule) 
12    

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  
2 Purchases 2  
3 Cost of Labor 3  

4a Additional section 263A costs (attach schedule) 4a  
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, Part I) 7  
8 Do the rules of section 263A (with respect to property produced or acquired for resale) apply 

to the organization?                       Yes        No 
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 PART II  Deductions Not Taken Elsewhere  (See page 8 of the instructions for limitations on 

deductions.) (Except for contributions, deductions must be directly connected 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 10 of instructions for limitation rules) 20  
21 
22 

Depreciation (attach Form 4562)  21  
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 J) 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 (subtract line 29 from 

line 13) 
30  

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    

39a Foreign tax credit (corporations attach Form 1118; trusts attach Form 1116)   
b Other credits (see page 13 of the instructions)   
c General business credit.  Check if from: 

    Form 3800   Form (specify) Ø ________________________________ 
  

 
 PART V  Statements Regarding Certain Activities and Other Information  

   (see instructions on page 11) 
 

Yes 
 

No 
1 At any time during the 1998 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.  Ø 
______________________________________________________ 

  

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 14 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. 
                                                                                              Ø $ _____________________ 

  

 
 

 Under penalties of perjury, I declare that I 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  
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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 
(include state tag # where 
applicable) 
 

     

MACRS/Other/Listed      
Classification of Property      
Mo/Yr in Service      
Cost      
Business Use Percentage      
Sec 179 Deduction      
Basis for Depreciation      
Residual Value      
Recovery Period      
Convention      
Method      

      
Depreciation Schedule:      
1997/98     (a) 
1998/99     (b) 
1999/00     (c) 
2000/01     (d) 
2001/02     (e) 
2002/03     (f) 
2003/04      
2004/05      
2005/06      
2006/07      
2007/08      
Thereafter      
Total Additions      

      
1995/96  from Prior Years Depreciation Schedule   (g)  
1996/97 from Prior Years Depreciation Schedule    (h)  
  
Total depreciation expense for 2002/03                             (a)+(b)+(c)+(d)+(e)+(f)+(g)+(h)  

      
Depreciation expense shown on line 21  
Depreciation expense shown on line 22  
Total depreciation expense for 2002/03  

 



Prior Years Depreciation Schedule

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

FY 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 S/L
ST Computer equipment MACRS 5 year Aug-91 8,892           100% -            8,892                -         5 HY 200DB

FY 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 S/L
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 S/L
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

FY 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

FY 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

FY 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

FY 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 40
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Prior Years Depreciation Schedule

Prior to Total
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

-             59,944       72,741       86,532       90,761       91,056       87,112       81,247       76,831       74,392       72,285       13,053       12,477       818,431     

-             23,060       23,060       23,060       23,060       23,060       23,060       23,060       23,060       23,060       23,060       230,600     
-             22,370       22,370       22,370       22,370       22,370       22,370       22,370       22,370       22,370       22,370       223,700     
-             12,736       12,736       12,736       12,736       12,736       12,736       12,736       12,736       12,736       12,736       127,360     
-             1,778         2,845         1,707         1,024         1,024         512            8,890         

-             
-             

-             -             1,147         1,835         1,101         661            661            329            5,734         
-             -             1,354         2,167         1,300         780            780            390            6,771         
-             -             3,639         12,477       12,477       12,477       12,477       12,477       12,477       12,477       12,477       12,477       12,477       358,178     
-             -             1,787         2,859         1,715         1,029         1,029         515            8,934         
-             -             203            325            195            117            117            58              1,015         
-             -             1,316         2,106         1,263         758            758            379            6,580         
-             -             107            214            214            105            640            
-             -             1,194         2,388         2,388         1,195         7,165         
-             -             983            1,573         944            566            566            56              4,688         

-             -             -             264            422            253            152            152            77              1,320         
-             -             -             451            901            901            450            2,703         

264            422            253            152            152            77              1,320         
5,316         8,506         5,103         3,062         3,062         1,541         26,590       
3,071         4,096         1,365         682            9,214         

264            422            253            152            152            77              1,320         
1,441         2,306         1,384         830            830            416            7,207         

1,995         3,192         1,915         1,149         1,149         576            9,976         
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Prior Year Taxable Income Listing 
 
 

  
Campus Description 

  
Chico Parking 
Chico Rental of athletic facility to professional team 
Chico Alumni placement 
Chico Services-professional baseball team 
Fresno Parking/printing/subscription fees 
Fullerton Rent-sports complex 
Fullerton Corporate advertising 
Hayward Rent 
Humboldt Public use of athletic facilities 
Los Angeles Use of facilities/alumni services 
Northridge Use of facilities 
Pomona Police dispatch services  
Sacramento Corporate sponsorship 
Sacramento Alumni placement 
Sacramento Use of facilities 
San Diego Corporate sponsorship 
San Francisco Newspaper advertising 
San Francisco Use of facilities 
San Francisco Newspaper advertising 
San Luis Obispo Parking 
San Marcos Off campus network 
San Marcos Use of facilities 
Sonoma Alumni placement 
Stanislaus Parking fine collections 

 
 



Net Income (Loss) Tax Tax NOL
FY 95/96 FY96/97 FY97/98 FY98/99 FY 99/01 FY 00/01 FY 01/02 Total Liability Credit Carryfwd

(1)

Bakersfield
Channel Island
Chico 1,622 1,267 (539) 5,304 19,649 15,559 15,524 58,386 8,758
Dominquez Hills
Fresno 6,316 (5,422) (17,518) (23,812) (4,080) (44,516) 2,510 27,785
Fullerton (56,988) (16,004) (11,482) (10,772) (74,471) (67,712) (1,242) (238,671) 13,455 148,970
Hayward 37 (3,131) (3,466) (31,460) (48,960) (243,579) (81,077) (411,636) 23,206 256,929
Humboldt (226) (614) (267) (556) (133) (1,056) 18 (2,834) 160 1,769
Long Beach
Los Angeles 2,217 (16,893) (1,235) 1,390 24,780 (46,085) 55,723 19,897 2,985
Maritime
Academy
Monterey Bar
Northridge 85,111 88,280 7,370 21,500 202,261 30,339
Pomona 604 24,575 334 75 (176) (598) (1,827) 22,987 3,448
Sacramento (409) (8,830) (10,654) (24,738) (44,631) 2,516 27,857
San Diego (37,469) 13,784 (23,685) 1,335 14,783
San Francisco (27,030) (18,724) 8,368 2,248 93,848 47,356 106,066 15,910
San Jose (14,819) 11,656 (3,163) 178 1,974
San Luis Obispo 306 252 (8,729) (30,730) (51,409) (82,557) (172,867) 9,745 107,897
San Marcos 576 10,569 (2,533) (74,867) (12,255) 1,180 (5,121) (82,451) 4,648 51,463
Sonoma (3,704) (9,047) (8,731) (12,474) (7,210) (7,700) (7,388) (56,254) 3,171 35,112
Stanislaus 8,499 (44,053) 24,575 43,839 8,351 (23,370) (26,963) (9,122) 514 5,694
Chancellor's Office

Total (89,212) (60,093) 11,592 (6,722) 34,625 (441,979) (128,444) (680,233) 61,440 61,438 680,233

(1)  Amount to be reported on Part II, line 31 of Unrelated Business Income Tax Worksheet.

Prior Year Tax Worksheet



 

 
 

Suggested Tax References 
 
 
 

Internal Revenue Code 
 

http://www.fourmilab.ch/ustax/www/sections.html 
 
 

IRS Forms & Publications 
 

http://www.irs.gov/formspubs/index.html 
 
 

CSU UBIT Memo 
 

AD 96-08, dated March 15, 1996 
Unrelated Business Income Tax Information Package and Worksheets  

 
 

UC UBIT Memo 
 

http://www.ucop.edu/ucophome/policies/bfb/a61.html 
 
 
 
 
 
 



 
Campus Tax Coordinators Roster 

 
       

CAMPUS CONTACT  PHONE   FAX   E-MAIL 

BAKERSFIELD Suzanne Muller (661) 664-2437 (805) 664-2134 smuller@csub.edu 

CHANNEL ISLANDS Art Flores 
Emily Deakin 

(805) 437-8423 
(805) 437-8593 

(805) 437-8424 aflores@csuci.edu 
emily.deakin@csuci.edu 

CHICO George Wellman 
Michelle Korte 

(530) 898-5103 
(530) 898-5103 

(530) 898-6872 gwellman@csuchico.edu 
mkorte@csuchico.edu 

DOMINGUEZ HILLS Brian Dahm 
Kathleen Hughes 

Dave Mcculloch 

(310) 243-3188 
(310) 243-2420 
(310) 243-2849 

(310) 217-6963 bedahm@csudh.edu 
khughes@csudh.edu 
dmcculloch@csudh.edu 

FRESNO Janice Loo (559) 278-6921 (559) 278-4398 janicel@csufresno.edu 

FULLERTON Lydia Rodriguez (714) 278-2511 (714) 449-5816 lrodriguez@ fullerton.edu 

HAYWARD John Abbey (510) 885-3642 (510) 885-4258 jabbey@csuhayward.edu 

HUMBOLDT Donna Sorensen (707) 826-3521 (707) 826-3334 dks2@humboldt.edu 

LONG BEACH Cory Franklin (562) 985-7188 (562) 985-7573 cfrank@csulb.edu 

LOS ANGELES Thomas Leung 
Yuet Lee 

(213) 343-3571 
(323) 343-3602 

(213) 343-6437 Tleung@cslanet.calstatela.edu 
Yklee@cslanet.calstatela.edu 

MARITIME 
ACADEMY 

Christy Redford 
Ken Toet 

(707) 654-1025 
(707) 654-1085 

(707) 654- 1001 credford@csum.edu 
ktoet@csum.edu 

MONTEREY BAY Ruth Stipp 
Susan Koch 

 

(831) 582-4022 
(831) 582-3501 

(408) 582-3399 Ruth _stipp@monterey.edu 
Susan_Koch@csumb.edu 

NORTHRIDGE Robert Barker 
John Darakjy 

(818) 677-2305 
 

(818) 677-3845 Robert.barker@csun.edu 
John.darakjy@csun.edu 

POMONA Brian Jenkins (909) 869-3169 (909) 869-4223 bkjenkins@csupomona.edu 

SACRAMENTO Kathi McCoy (916) 278-7439 (916) 278-4788 mccoyk@skymail.csus.edu 

SAN BERNARDINO Sheryl Pytlak (909) 880-5153 (909) 880-7604 Spytlak@wiley.csusb.edu 

SAN DIEGO Valerie Carter (619) 594-3595 (619) 594-6022 vcarter@mail.sdsu.edu 

SAN FRANCISCO Franz Lozano 
Jim Van Ness 

(415) 338-7183 
(415) 405-3736 

(415) 338-2461 franz@sfsu.edu 
jvanness@sfsu.edu 

SAN JOSE Pam Anderson (408) 924-2262 (408) 924-2161 anderso@sjsu.edu 

SAN LUIS OBISPO Lorlie Leetham 
Marc Benadiba 

(805) 756-5421 
 

(805) 756-6222 lleetham@calpoly.edu 
mbenadib@calpoly.edu 

SAN MARCOS Shirley 
Brady/Diana 

Cumming 

(760) 750-4476 (760) 750-3156 sbrady@csusm.edu 
 
dcumming@csusm.edu 

SONOMA Brian Orr (707) 664-4462 (707) 664-4000 Brian.orr@sonoma.edu 

STANISLAUS Jim Phillipps (209) 667-3241 (209) 667-7053 jphillips@csustan.edu 

CHANCELLOR'S 
OFFICE 

Lam Le (562) 951-4386 (562) 951-4865 lhle@calstate.edu 

     

 
 



Income Summary

Campus Source of income Amount

Chico Rent- athletic facility 3,542$                    
Chico Parking 34,644                    
Chico Alumni placement 12,320                    
Fresno Parking/printing/subscription fees 215,266                  
Fullerton Rent- university facilities 227,966                  
Fullerton Scoreboard Rental 103,414                  
Hayward Rent 145,459                  
Humboldt Public use of athletic facilities 2,205                      
Los Angeles Use of facilities/Alumni Services 200,400                  
Northridge Use of facilities 87,795                    
Pomona Police dispatch services 31,000                    
Sacramento Corporate advertising 93,000                    
Sacramento Alumni pacement 2,450                      
Sacramento Use of facilities 23,746                    
San Diego Corporate sponsorship 593,062                  
San Luis Obispo Parking/ticket commissions 103,543                  
San Marcos Off campus network 28,770                    
San Marcos Use of facilities 837                         
Sonoma Alumni placement 425                         
Stanislaus Parking fine collections 227,227                  

2,137,071               



                               UBIT RETURN RECEIVED
   FY 01/02

Campus           Source of Income
Bakersfield N/A
Chico Rental of Athletic Facility, Sale of Parking Passes, Alumni Services
Fresno Parking/Printing/Subscription Fees
Fullerton Corporate Sponsorships, Facilities Rental
Humboldt Public Use of Athletic Facilities
Long Beach N/A
Los Angeles Alumni Placement, Facilities Rental
Maritime Academy N/A
Monterey Bay N/A
Northridge Facilities Rental
Pomona Police Dispatch Services
Sacramento Corporate Sponsorship, Alumni Services/Facilities Rental
San Bernardino N/A
San Diego Corporate Sponsorship
San Francisco N/A
San Jose N/A
San Luis Obispo Special Event Parking/Ticket Commissions
San Marcos Off Campus Network- Rental of Facilities
Sonoma Alumni Placement
Stanislaus Parking Fines Collections
Chancellor's Office N/A



OMB No. 1545-0172Depreciation and Amortization4562Form
(Including Information on Listed Property)

Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 67� See separate instructions.

Identifying numberName(s) shown on return Business or activity to which this form relates

Election To Expense Certain Tangible Property Under Section 179
Note: If you have any listed property, complete Part V before you complete Part I.

$24,0001Maximum amount. See page 2 of the instructions for a higher limit for certain businesses1
2Total cost of section 179 property placed in service (see page 2 of the instructions)2

$200,0003Threshold cost of section 179 property before reduction in limitation3
4Reduction in limitation. Subtract line 3 from line 2. If zero or less, enter -0-4

Dollar limitation for tax year. Subtract line 4 from line 1. If zero or less, enter -0-. If married
filing separately, see page 2 of the instructions

5
5

(a) Description of property (b) Cost (business use only) (c) Elected cost

6

7Listed property. Enter the amount from line 297
88 Total elected cost of section 179 property. Add amounts in column (c), lines 6 and 7
9Tentative deduction. Enter the smaller of line 5 or line 89

10Carryover of disallowed deduction from line 13 of your 2001 Form 456210
11Business income limitation. Enter the smaller of business income (not less than zero) or line 5 (see instructions)11
12Section 179 expense deduction. Add lines 9 and 10, but do not enter more than line 1112

13 Carryover of disallowed deduction to 2003. Add lines 9 and 10, less line 12 � 13
Note: Do not use Part II or Part III below for listed property. Instead, use Part V.

MACRS Depreciation (Do not include listed property.) (See page 4 of the instructions.)

(b) Month and
year placed in

service

(c) Basis for depreciation
(business/investment use

only—see instructions)

(d) Recovery
period(a) (e) Convention (f) Method (g) Depreciation deduction

Section B—Assets Placed in Service During 2002 Tax Year Using the General Depreciation System

3-year property19a
5-year propertyb
7-year propertyc
10-year propertyd
15-year propertye
20-year propertyf

S/LMM27.5 yrs.Residential rental
property

h
S/LMM27.5 yrs.
S/LMMNonresidential real

property
i

S/LMM
Section C—Assets Placed in Service During 2002 Tax Year Using the Alternative Depreciation System

S/L20a Class life
12 yrs. S/Lb 12-year
40 yrs. MM S/Lc 40-year

Special Depreciation Allowance and Other Depreciation (Do not include listed property.)

MACRS deductions for assets placed in service in tax years beginning before 200217 17

15Property subject to section 168(f)(1) election (see page 4 of the instructions)15
Other depreciation (including ACRS) (see page 4 of the instructions)16 16

Summary (see page 6 of the instructions)
2121 Listed property. Enter amount from line 28

Total. Add amounts from line 12, lines 14 through 17, lines 19 and 20 in column (g), and line 21.
Enter here and on the appropriate lines of your return. Partnerships and S corporations—see instr.

22
22

23 For assets shown above and placed in service during the current year,
enter the portion of the basis attributable to section 263A costs 23

Form 4562 (2002)For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 12906N

Part IV

Part I

Part II

Part III

� Attach to your tax return.

39 yrs.

Section A

18 If you are electing under section 168(i)(4) to group any assets placed in service during the tax
year into one or more general asset accounts, check here �

Classification of property

25-year propertyg 25 yrs. S/L

Special depreciation allowance for qualified property (other than listed property) placed in
service during the tax year (see page 3 of the instructions)

14
14

2002



Page 2Form 4562 (2002)

Listed Property (Include automobiles, certain other vehicles, cellular telephones, certain computers, and
property used for entertainment, recreation, or amusement.)
Note: For any vehicle for which you are using the standard mileage rate or deducting lease expense, complete only
24a, 24b, columns (a) through (c) of Section A, all of Section B, and Section C if applicable.

Section A—Depreciation and Other Information (Caution: See page 8 of the instructions for limits for passenger automobiles.)
24b24a NoYesIf “Yes,” is the evidence written?NoYesDo you have evidence to support the business/investment use claimed?

(i)
Elected

section 179
cost

(h)
Depreciation

deduction

(g)
Method/

Convention

(f)
Recovery

period

(e)
Basis for depreciation
(business/investment

use only)

(d)
Cost or other

basis

(c)
Business/
investment

use
percentage

(b)
Date placed in

service

(a)
Type of property (list

vehicles first)

Property used more than 50% in a qualified business use (see page 7 of the instructions):26
%
%
%

Property used 50% or less in a qualified business use (see page 7 of the instructions):27
% S/L –
% S/L –

S/L –%
28 Add amounts in column (h), lines 25 through 27. Enter here and on line 21, page 1 28

Add amounts in column (i), line 26. Enter here and on line 7, page 129 29
Section B—Information on Use of Vehicles

(f)
Vehicle 6

(e)
Vehicle 5

(d)
Vehicle 4

(c)
Vehicle 3

(b)
Vehicle 2

(a)
Vehicle 1

Total business/investment miles driven during
the year (do not include commuting miles—
see page 2 of the instructions)

30

Total commuting miles driven during the year31
Total other personal (noncommuting)
miles driven

32

Total miles driven during the year.
Add lines 30 through 32

33

NoYes NoYesNoYesNoYesNoYesNoYesWas the vehicle available for personal
use during off-duty hours?

34

Was the vehicle used primarily by a
more than 5% owner or related person?

35

Is another vehicle available for
personal use?

36

Section C—Questions for Employers Who Provide Vehicles for Use by Their Employees

NoYesDo you maintain a written policy statement that prohibits all personal use of vehicles, including commuting,
by your employees?

37

Do you maintain a written policy statement that prohibits personal use of vehicles, except commuting, by your employees?
See page 8 of the instructions for vehicles used by corporate officers, directors, or 1% or more owners

38

Do you treat all use of vehicles by employees as personal use?39
Do you provide more than five vehicles to your employees, obtain information from your employees about
the use of the vehicles, and retain the information received?

40

Do you meet the requirements concerning qualified automobile demonstration use? (See page 9 of the instructions.)41
Note: If your answer to 37, 38, 39, 40, or 41 is “Yes,” do not complete Section B for the covered vehicles.

Amortization
(e)

Amortization
period or

percentage

(b)
Date amortization

begins

(c)
Amortizable

amount

(d)
Code

section

(f)
Amortization for

this year

(a)
Description of costs

42 Amortization of costs that begins during your 2002 tax year (see page 9 of the instructions):

43 Amortization of costs that began before your 2002 tax year 43
44 Total. Add amounts in column (f). See page 9 of the instructions for where to report 44

Complete this section for vehicles used by a sole proprietor, partner, or other “more than 5% owner,” or related person.
If you provided vehicles to your employees, first answer the questions in Section C to see if you meet an exception to completing this section for those vehicles.

Part VI

Part V

Answer these questions to determine if you meet an exception to completing Section B for vehicles used by employees who
are not more than 5% owners or related persons (see page 8 of the instructions).

Form 4562 (2002)

Special depreciation allowance for qualified listed property placed in service during the tax
year and used more than 50% in a qualified business use (see page 7 of the instructions)

25
25



Department of the Treasury
Internal Revenue Service2002

Instructions for Form 4562
Depreciation and Amortization (Including Information on Listed Property)
Section references are to the Internal Revenue Code unless otherwise noted.

• Property used by a governmental unitGeneral Instructions or foreign person or entity (except forAdditional Information
property used under a lease with a termFor more information about depreciation
of less than 6 months).A Change To Note and amortization (including information on • Air conditioning or heating units.For tax years beginning in 2002, the listed property) see the following.

maximum section 179 expense deduction • Pub. 463, Travel, Entertainment, Gift, Amortization
has been increased to $59,000 for and Car Expenses. Amortization is similar to the straight lineenterprise zone and renewal community • Pub. 534, Depreciating Property method of depreciation in that an annualbusinesses. See the instructions for line 1 Placed in Service Before 1987. deduction is allowed to recover certainon page 2. • Pub. 535, Business Expenses. costs over a fixed time period. You can• Pub. 551, Basis of Assets. amortize such items as the costs ofPurpose of Form • Pub. 946, How To Depreciate Property. starting a business, goodwill, and certain
Use Form 4562 to: other intangibles. See the instructions forDefinitions• Claim your deduction for depreciation Part VI on page 9.
and amortization,

Listed PropertyDepreciation• Make the election under section 179 to
expense certain tangible property, and Listed property generally includes:Depreciation is the annual deduction
• Provide information on the business/ • Passenger automobiles weighing 6,000allowed to recover the cost or other basis
investment use of automobiles and other pounds or less.of business or investment property having
listed property. • Any other property used fora useful life substantially beyond the tax

transportation if the nature of the propertyyear. However, land is not depreciable.
lends itself to personal use, such asWho Must File Depreciation starts when you first use
motorcycles, pick-up trucks, etc.the property in your business or for theExcept as otherwise noted, complete and • Any property used for entertainment orproduction of income. It ends when youfile Form 4562 if you are claiming any of
recreational purposes (such astake the property out of service, deduct allthe following.
photographic, phonographic,your depreciable cost or other basis, or• Depreciation for property placed in
communication, and video recordingno longer use the property in yourservice during the 2002 tax year.
equipment).business or for the production of income.• A section 179 expense deduction • Cellular telephones (or other similar(which may include a carryover from a Section 179 Property telecommunications equipment).previous year). • Computers or peripheral equipment.Section 179 property is generally any• Depreciation on any vehicle or other

tangible property that can be depreciated Exception. Listed property does notlisted property (regardless of when it was
under the Modified Accelerated Cost include:placed in service).
Recovery System (MACRS) (see page 4)• A deduction for any vehicle reported on 1. Photographic, phonographic,
and that you acquired by purchase (asa form other than Schedule C (Form communication, or video equipment used
defined in section 179(d)(2)) for use in the1040), Profit or Loss From Business, or exclusively in a taxpayer’s trade or
active conduct of your trade or businessSchedule C-EZ (Form 1040), Net Profit business or at the taxpayer’s regular
that is:From Business. business establishment;• Personal property,• Any depreciation on a corporate 2. Any computer or peripheral• A single purpose agricultural orincome tax return (other than Form equipment used exclusively at a regular
horticultural structure (as defined in1120S). business establishment and owned or
section 168(i)(13)), or• Amortization of costs that begins during leased by the person operating the• Certain other property described inthe 2002 tax year. establishment; or
section 1245(a)(3).However, do not file Form 4562 to 3. An ambulance, hearse, or vehicle

Section 179 property does not includereport depreciation and information on the used for transporting persons or property
the following.use of vehicles if you are an employee for hire.• Property held for investment (sectiondeducting job-related vehicle expenses

 For purposes of the exceptions above,212 property).using either the standard mileage rate or
a portion of the taxpayer’s home is• Property used mainly outside theactual expenses. Instead, use Form
treated as a regular businessUnited States (except for property2106, Employee Business Expenses, or
establishment only if that portion meetsdescribed in section 168(g)(4)).Form 2106-EZ, Unreimbursed Employee
the requirements under section• Property used mainly to furnish lodgingBusiness Expenses, for this purpose.
280A(c)(1) for deducting expensesor in connection with the furnishing ofNote: File a separate Form 4562 for attributable to the business use of alodging (except as provided in sectioneach business or activity on your return home. However, for any property listed in50(b)(2)).for which Form 4562 is required. If you 1 above, the regular business• Property used by a tax-exemptneed more space, attach additional establishment of an employee is his ororganization (other than a section 521sheets. However, complete only one Part her employer’s regular businessfarmers’ cooperative) unless the propertyI in its entirety when computing your establishment.is used mainly in a taxable unrelatedsection 179 expense deduction. See the trade or business.instructions for line 12 on page 3.

Cat. No. 12907Y



on page 1) that you placed in service maximum section 179 expense deductionCommuting
during the tax year and used of $24,000 is increased by the smaller of:Generally, commuting is travel between
predominantly (more than 50%) in your • $35,000 oryour home and a work location. However,
trade or business. However, for taxpayers • The cost of section 179 property that istravel that meets any of the following
other than a corporation, this election also qualified zone property or qualifiedconditions is not commuting.
does not apply to any section 179 renewal property (including such property• You have at least one regular work
property you purchased and leased to placed in service by your spouse, even iflocation away from your home and the
others unless: you are filing a separate return).travel is to a temporary work location in • You manufactured or produced the For qualified New York Liberty Zonethe same trade or business, regardless of
property or (Liberty Zone) property, the maximumthe distance. Generally, a temporary work • The term of the lease is less than 50% section 179 expense deduction islocation is one where your employment is
of the property’s class life and, for the first increased by the smaller of:expected to last 1 year or less. See Pub.
12 months after the property is • $35,000 or463 for details.
transferred to the lessee, the deductions • The cost of section 179 property that is• The travel is to a temporary work
related to the property allowed to you also qualified Liberty Zone propertylocation outside the metropolitan area
solely under section 162 (except rents (including such property placed in servicewhere you live and normally work.
and reimbursed amounts) are more than by your spouse, even if you are filing a• Your home is your principal place of
15% of the rental income from the separate return).business under section 280A(c)(1)(A) (for
property.purposes of deducting expenses for If applicable, cross out the preprinted

business use of your home) and the travel entry on line 1 and enter in the margin theIf you elect to expense section
is to another work location in the same larger amount. For the definitions of179 property, you must reduce the
trade or business, regardless of whether enterprise zone business and qualifiedamount on which you figure yourCAUTION

!
that location is regular or temporary and zone property, see sections 1397C anddepreciation or amortization deduction
regardless of distance. 1397D. For the definitions of renewal(including the special depreciation

community business and qualifiedallowance) by the section 179 expenseAlternative Minimum Tax (AMT) renewal property, see sections 1400Gdeduction.
Depreciation may be an adjustment for and 1400J(b). For the definition ofYou must make the election withthe AMT. However, no adjustment applies qualified Liberty Zone property, seeeither:for qualified property for which you claim section 1400L(b)(2).• The original return you file for the taxthe special depreciation allowance. For year the property was placed in service Recapture rule.  If any qualified zonedetails, see Form 4626, Alternative (whether or not you file your return on property (or qualified renewal property)Minimum Tax—Corporations; Form time) or placed in service during the current year6251, Alternative Minimum Tax— • An amended return filed no later than ceases to be used in an empowermentIndividuals; or Schedule I of Form 1041, the due date (including extensions) for zone (or a renewal community) by anU.S. Income Tax Return for Estates and your return for the tax year the property enterprise zone business (or a renewalTrusts. was placed in service. community business) in a later year, the

Note: If you timely filed your return benefit of the increased section 179Recordkeeping without making the election, you can still expense deduction must be reported as
Except for Part V (relating to listed make the election by filing an amended “other income” on your return. Similar
property), the IRS does not require you to return within 6 months of the due date of rules apply to qualified Liberty Zone
submit detailed information with your the return (excluding extensions). Write property that ceases to be used in the
return on the depreciation of assets “Filed pursuant to section 301.9100-2” on Liberty Zone.
placed in service in previous tax years. the amended return.
However, the information needed to Line 2Once made, the election (and thecompute your depreciation deduction Enter the cost of all section 179 propertyselection of the property you elect to(basis, method, etc.) must be part of your placed in service during the tax year.expense) may not be revoked without IRSpermanent records. Include amounts from any listed propertyconsent.

Because Form 4562 does not provide from Part V. Also include any section 179Limitations. The amount of section 179
for permanent recordkeeping, you may property placed in service by yourproperty for which you may make the
use the depreciation worksheet on page spouse, even if you are filing a separateelection is limited to the maximum dollar
12 to assist you in maintaining return.amount on line 1. In most cases, this
depreciation records. However, the amount is reduced if the cost of all section Include on this line only 50% of theworksheet is designed only for Federal 179 property placed in service during the cost of section 179 property that is alsoincome tax purposes. You may need to year is more than $200,000. The total qualified zone property, qualified renewalkeep additional records for accounting cost of section 179 property for which the property, or qualified Liberty Zoneand state income tax purposes. election may be made is figured on line 5. property.

The amount of your section 179 expense
deduction for 2002 cannot exceed your Line 5
business income (line 11).Specific Instructions If line 5 is zero, you cannot elect to

For a partnership (other than an expense any section 179 property. In thisIdentifying number. Individuals, enter electing large partnership, as defined in case, skip lines 6 through 11, enter zeroyour social security number. All others, section 775) these limitations apply to the on line 12, and enter the carryover of anyenter your employer identification number partnership and each partner. For an disallowed deduction from 2001 on line(EIN). electing large partnership, the limitations 13.
apply only to the partnership. For an SPart I—Election To corporation, these limitations apply to the If you are married filing separately, you
S corporation and each shareholder. For and your spouse must allocate the dollarExpense Certain Tangible
a controlled group, all component limitation for the tax year. To do so,

Property Under Section members are treated as one taxpayer. multiply the total limitation that you would
otherwise enter on line 5 by 50%, unlessFor more details on the section 179179 you both elect a different allocation. If youexpense deduction, see Pub. 946.Note: An estate or trust cannot make this both elect a different allocation, multiply

election. Line 1 the total limitation by the percentage
You may elect to expense part or all of For an enterprise zone business or a elected. The sum of the percentages you

the cost of section 179 property (defined renewal community business, the and your spouse elect must equal 100%.
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Important: Do not enter on line 5 more Partnerships. Enter the smaller of line 5 Note: If you acquired the property
than your share of the total dollar or the aggregate of the partnership’s through a trade-in, see Notice 2000-4,
limitation. items of income and expense described 2000-1 C.B. 313. You can find Notice

in section 702(a) from any trade or 2000-4 on page 313 of Internal RevenueLine 6 business the partnership actively Bulletin 2000-3 at www.irs.gov/pub/
Important: Do not include any listed conducted (other than credits, tax-exempt irs-irbs/irb00-03.pdf.
property on line 6. Enter the elected income, the section 179 expense Qualified property is:section 179 cost of listed property in deduction, and guaranteed payments • Tangible property depreciated undercolumn (i) of line 26. under section 707(c)). MACRS with a recovery period of 20
Column (a). Enter a brief description of years or less,S corporations. Enter the smaller of line
the property for which you are making the • Water utility property (see 25-year5 or the aggregate of the corporation’s
election (e.g., truck, office furniture, etc.). property on page 5),items of income and expense described

• Computer software depreciated underin section 1366(a) from any trade orColumn (b). Enter the cost of the
section 167(f)(1),business the corporation activelyproperty. If you acquired the property • Qualified leasehold improvementconducted (other than credits, tax-exemptthrough a trade-in, do not include any
property (defined in section 168(k)(3)),income, the section 179 expenseundepreciated basis of the assets you
anddeduction, and the deduction fortraded in (include only the excess of the • Qualified Liberty Zone propertycompensation paid to the corporation’scost of the property over the value of the
(defined in section 1400L(b)(2)), othershareholder-employees).property traded in).
than qualified Liberty Zone leaseholdCorporations other than SColumn (c). Enter the amount you elect improvement property, not otherwisecorporations. Enter the smaller of line 5to expense. You do not have to expense treated as qualified property.or the corporation’s taxable incomethe entire cost of the property. You can Qualified property also must meet thebefore the section 179 expensedepreciate the amount you do not following rules.deduction, net operating loss deduction,expense. See the line 19 and line 20 • The original use of the property (exceptand special deductions (excluding itemsinstructions. for qualified Liberty Zone property) mustnot derived from a trade or business begin with you. For qualified Liberty ZoneTo report your share of a section 179 actively conducted by the corporation). property, only the original use of theexpense deduction from a partnership or
property within the Liberty Zone mustLine 12an S corporation, write “from Schedule
begin with you.K-1 (Form 1065)” or “from Schedule K-1 The limitations on lines 5 and 11 apply to • You must have acquired the property(Form 1120S)” across columns (a) and the taxpayer, and not to each separate after September 10, 2001. If a binding(b). business or activity. Therefore, if you contract to acquire the property existedhave more than one business or activity, before September 11, 2001, the propertyLine 10 you may allocate your allowable section does not qualify.The carryover of disallowed deduction 179 expense deduction among them. • For property you sold and leased backfrom 2001 is the amount of section 179 To do so, write “Summary” at the top or for self-constructed property, seeproperty, if any, you elected to expense in of Part I of the separate Form 4562 you section 168(k)(2)(D).previous years that was not allowed as a are completing for the aggregate amounts Qualified property does not include:deduction because of the business from all businesses or activities. Do not • Listed property used 50% or less in aincome limitation. If you filed Form 4562 complete the rest of that form. On line 12 qualified business use (defined on pagefor 2001, enter the amount from line 13 of of the Form 4562 you prepare for each 7).your 2001 Form 4562. separate business or activity, enter the • Any property required to be

amount allocated to the business or depreciated under the alternativeLine 11
activity from the “Summary.” No other depreciation system (ADS) of sectionThe section 179 expense deduction is entry is required in Part I of the separate 168(g) (that is, not property for which youlimited by the “business income” limitation Form 4562 prepared for each business or elected to use ADS).under section 179(b)(3). activity. • Qualified Liberty Zone leasehold

For purposes of the rules that follow: improvement property (defined in section
• If you have to apply another Code 1400L(c)(2)).Part II—Special
section that has a limitation based on Enter on line 14 your total specialDepreciation Allowancetaxable income, see Regulations section depreciation allowance for all qualified
1.179-2(c)(5) for rules on how to apply the property (other than listed property). Seeand Other Depreciation
business income limitation under section sections 168(k) and 1400L(b) for more
179. details.Line 14• You are considered to actively For qualified property (defined below) If you take the specialconduct a trade or business only if you placed in service during the tax year, an depreciation allowance, you mustmeaningfully participate in its additional 30% special depreciation reduce the amount on which youmanagement or operations. A mere CAUTION

!
allowance applies for the first year the figure your regular depreciation orpassive investor is not considered to property is placed in service. Figure the amortization deduction by the amountactively conduct a trade or business. special allowance by multiplying the deducted. Also, you will not have anyIndividuals. Enter the smaller of line 5 or depreciable basis of the property by 30%. AMT adjustment for the property.the aggregate taxable income from any To figure the depreciable basis, subtract

trade or business you actively conducted, from the business/investment portion of Election out. You may elect, for any
computed without regard to any section the cost or other basis of the property the class of property, not to treat as qualified
179 expense deduction, the deduction for total of the following amounts allocable to property all property in such class placed
one-half of self-employment taxes under the property. in service during the tax year. If you make
section 164(f), or any net operating loss • Section 179 expense deduction. the election, the property may be subject
deduction. Include in aggregate taxable • Deduction for removal of barriers to the to an AMT adjustment for depreciation.
income the wages, salaries, tips, and disabled and the elderly. To make the election, attach a statement
other compensation you earned as an • Disabled access credit. to your timely filed return indicating that
employee (not reduced by unreimbursed • Enhanced oil recovery credit. you are electing not to claim the
employee business expenses). If you are • Credit for employer-provided childcare additional allowance and the class of
married filing a joint return, combine the facilities and services. property for which you are making the
aggregate taxable incomes for you and • Basis adjustment to investment credit election. For more details, see Rev. Proc.
your spouse. property under section 50(c). 2002-33. You can find Rev. Proc.
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2002-33 on page 963 of Internal Revenue Interest Computation Under the Special rules apply to passenger
Bulletin 2002-20 at www.irs.gov/pub/ Look-Back Method for Property automobiles, assets generating foreign
irs-irbs/irb02-20.pdf. Depreciated Under the Income Forecast source income, assets converted to

Method. personal use, and certain assetNote: If you timely filed your return
dispositions. For more details, see• Intangible property, other than sectionwithout making the election, you can still
Regulations section 1.168(i)-1.197 intangibles, including:make the election by filing an amended

return within 6 months of the due date of 1. Computer software. Use the To make the election, check the box
the return (excluding extensions). Write straight line method over 36 months. on line 18. You must make the election on
“Filed pursuant to section 301.9100-2” on 2. Any right to receive tangible your return filed no later than the due date
the amended return. property or services under a contract or (including extensions) for the tax year in

granted by a governmental unit (not which the assets included in the generalOnce made, the election may not be
acquired as part of a business). asset account were placed in service.revoked without IRS consent.

3. Any interest in a patent or copyright Once made, the election is irrevocableLine 15 not acquired as part of a business. and applies to the tax year for which the
4. Residential mortgage servicingReport on this line depreciation for election is made and all later tax years.

rights. Use the straight line method overproperty that you elect, under section
Section B108 months.168(f)(1), to depreciate under the

unit-of-production method or any other See section 167(f) for more details.
method not based on a term of years Lines 19a Through 19iPrior years’ depreciation, plus current
(other than the retirement- Use lines 19a through19i only for assetsyear’s depreciation, can never exceed the
replacement-betterment method). placed in service during the tax yeardepreciable basis of the property.

Attach a separate sheet showing: beginning in 2002 and depreciated underThe basis and amounts claimed for• A description of the property and the the General Depreciation System (GDS),depreciation should be part of yourdepreciation method you elect that except for automobiles and other listedpermanent books and records. Noexcludes the property from MACRS or the property (which are reported in Part V).attachment is necessary.Accelerated Cost Recovery System Column (a). Determine which property(ACRS) and
you acquired and placed in service duringPart III—MACRS• The depreciable basis (cost or other
the tax year beginning in 2002. Then, sortbasis reduced, if applicable, by salvage Depreciation that property according to its classificationvalue, any section 179 expense The term “Modified Accelerated Cost (3-year property, 5-year property, etc.) asdeduction, deduction for removal of Recovery System” (MACRS) includes the shown in column (a) of lines 19abarriers to the disabled and the elderly, General Depreciation System and the through19i. The classifications for somedisabled access credit, enhanced oil Alternative Depreciation System. property are shown below. For propertyrecovery credit, credit for Generally, MACRS is used to depreciate not shown, see Determining theemployer-provided childcare facilities and any tangible property placed in service classification on page 5.services, and any special depreciation after 1986. However, MACRS does not

allowance). 3-year property includes:apply to films, videotapes, and sound
See section 50(c) to determine the • A race horse that is more than 2 yearsrecordings. See section 168(f) for other

basis adjustment for investment credit old at the time it is placed in service.exceptions. For more details on MACRS,
property. • Any horse (other than a race horse)see Pub. 946.

that is more than 12 years old at the timeLine 16 Section A it is placed in service.
Enter the total depreciation you are • Any qualified rent-to-own property (as
claiming for the following types of defined in section 168(i)(14)).Line 17property (except listed property and 5-year property includes:For tangible property placed in service inproperty subject to a section 168(f)(1) • Automobiles.tax years beginning before 2002 andelection). • Light general purpose trucks.depreciated under MACRS, enter the• ACRS property (pre-1987 rules). See • Typewriters, calculators, copiers, anddeductions for the current year. To figurePub. 534. duplicating equipment.the deductions, see the instructions for• Property placed in service before 1981. • Any semi-conductor manufacturingcolumn (g), line 19, on page 6.• Certain public utility property which equipment.
does not meet certain normalization • Any computer or peripheral equipment.Line 18
requirements. • Any section 1245 property used inTo simplify the computation of MACRS• Certain property acquired from related connection with research anddepreciation, you may elect to grouppersons. experimentation.assets into one or more general asset• Property acquired in certain • Certain energy property specified inaccounts under section 168(i)(4). Thenonrecognition transactions. section 168(e)(3)(B)(vi).assets in each general asset account are• Certain sound recordings, movies, and • Appliances, carpets, furniture, etc.,depreciated under MACRS as a singlevideotapes. used in a rental real estate activity.asset.• Property depreciated under the income • Any qualified Liberty Zone leasehold

Each account must include only assetsforecast method. The use of the income improvement property.
that were placed in service during theforecast method is limited to motion 7-year property includes:
same tax year with the same asset classpicture films, videotapes, sound • Office furniture and equipment.
(if any), depreciation method, recoveryrecordings, copyrights, books, and • Railroad track.
period, and convention. However, anpatents. You cannot use this method to • Any property that does not have a class
asset cannot be included in a generaldepreciate any amortizable section 197 life and is not otherwise classified.
asset account if the asset is used both forintangible. See the instructions for line 42 10-year property includes:
personal purposes and business/on page 9 for more details on section 197 • Vessels, barges, tugs, and similar
investment purposes.intangibles. water transportation equipment.

Note: If you use the income forecast When an asset in an account is • Any single purpose agricultural or
method for any property placed in service disposed of, the amount realized horticultural structure (see section
after September 13, 1995, you may owe generally must be recognized as ordinary 168(i)(13)).
interest or be entitled to a refund for the income. The unadjusted depreciable • Any tree or vine bearing fruit or nuts.
3rd and 10th tax years beginning after the basis and depreciation reserve of the 15-year property includes:
tax year the property was placed in general asset account are not affected as • Any municipal wastewater treatment
service. For details, see Form 8866, a result of a disposition. plant.
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• Any telephone distribution plant and Column (c). To find the basis for depreciable bases of MACRS property
comparable equipment used for 2-way depreciation, multiply the cost or other placed in service during the entire tax
exchange of voice and data basis of the property by the percentage of year, the mid-quarter, instead of the
communications. business/investment use. From that half-year, convention generally applies.
• Any section 1250 property that is a result, subtract any section 179 expense In determining whether the mid-quarter
retail motor fuels outlet (whether or not deduction, deduction for removal of convention applies, do not take into
food or other convenience items are sold barriers to the disabled and the elderly, account the following.
there). disabled access credit, enhanced oil • Property that is being depreciated

20-year property includes: recovery credit, credit for under a method other than MACRS.
• Farm buildings (other than single employer-provided childcare facilities and • Any residential rental property,
purpose agricultural or horticultural services, and any special depreciation nonresidential real property, or railroad
structures). allowance included on line 14. See gradings and tunnel bores.
• Municipal sewers not classified as section 50(c) to determine the basis • Property that is placed in service and
25-year property. adjustment for investment credit property. disposed of within the same tax year.

25-year property is water utility Note: If you acquired the property The mid-quarter convention treats all
property, which is: through a trade-in, see Notice 2000-4, property placed in service (or disposed of)
• Property that is an integral part of the 2000-1 C.B. 313. You can find Notice during any quarter as placed in service
gathering, treatment, or commercial 2000-4 on page 313 of Internal Revenue (or disposed of) on the midpoint of that
distribution of water that, without regard to Bulletin 2000-3 at www.irs.gov/pub/ quarter. However, no depreciation is
this classification, would be 20-year irs-irbs/irb00-03.pdf. allowed under this convention for property
property. that is placed in service and disposed ofColumn (d). Determine the recovery• Municipal sewers. This classification within the same tax year. Enter “MQ” inperiod from the table below, unless youdoes not apply to property placed in column (e).acquired qualified Indian reservationservice under a binding contract in effect Mid-month convention. Thisproperty (as defined in section 168(j)(4)).at all times since June 9, 1996. convention applies only to residentialQualified Indian reservation property doesResidential rental property is a rental property (line 19h), nonresidentialnot include property placed in service tobuilding in which 80% or more of the total real property (line 19i), and railroadconduct class I, II, or III gaming activities.rent is from dwelling units. gradings and tunnel bores. It treats allSee Pub. 946 for the table for qualified

Nonresidential real property is any property placed in service (or disposed of)Indian reservation property.
real property that is neither residential during any month as placed in service (or
rental property nor property with a class disposed of) on the midpoint of thatRecovery Period for Most Propertylife of less than 27.5 years. month. Enter “MM” in column (e).

50-year property includes any Column (f).  Applicable depreciationRecovery
improvements necessary to construct or Classification period methods are prescribed for each
improve a roadbed or right-of-way for classification of property as follows.3-year property . . . . . . . . . . . . 3 yrs.railroad track that qualifies as a railroad However, you may make an irrevocable

5-year property . . . . . . . . . . . . 5 yrs.grading or tunnel bore under section election to use the straight line method for
168(e)(4). all property within a classification that is7-year property . . . . . . . . . . . . 7 yrs.

placed in service during the tax year.There is no separate line to report 10-year property . . . . . . . . . . . 10 yrs. Enter “200 DB” for 200% declining50-year property. Therefore, attach a
15-year property . . . . . . . . . . . 15 yrs. balance, “150 DB” for 150% decliningstatement showing the same information

balance, or “S/L” for straight line.as required in columns (a) through (g). 20-year property . . . . . . . . . . . 20 yrs.
• 3-, 5-, 7-, and 10-year property.Include the deduction in the line 22 “Total” 25-year property . . . . . . . . . . . 25 yrs. Generally, the applicable method is theand write “See attachment” in the bottom

Residential rental property . . . . . 27.5 yrs. 200% declining balance method,margin of the form.
switching to the straight line method in theNonresidential real property . . . .  39 yrs.Determining the classification. If your
first tax year that the straight line ratedepreciable property is not listed above, Railroad gradings and tunnel exceeds the declining balance rate.determine the classification as follows. bores . . . . . . . . . . . . . . . . . . . 50 yrs. However, the straight line method is the1. Find the property’s class life. See only applicable method for trees andthe Table of Class Lives and Recovery Column (e). The applicable convention vines bearing fruit or nuts and qualifiedPeriods in Pub. 946. determines the portion of the tax year for Liberty Zone leasehold improvement2. Use the following table to find the which depreciation is allowable during a property. For 3-, 5-, 7-, or 10-yearclassification in column (b) that year property is either placed in service or property eligible for the 200% decliningcorresponds to the class life of the disposed of. There are three types of balance method, you may make anproperty in column (a). conventions. To select the correct irrevocable election to use the 150%

convention, you must know the type of declining balance method, switching to(a) (b) property and when you placed the the straight line method in the first taxClass life (in years) Classification property in service. year that the straight line rate exceeds the(See Pub. 946)
declining balance rate. The electionHalf-year convention. This

4 or less . . . . . . . . . . . . . . 3-year property applies to all property within theconvention applies to all property reported
classification for which it is made and thatMore than 4 but less than 10 5-year property on lines 19a through 19g, unless the
was placed in service during the tax year.mid-quarter convention applies. It does10 or more but less than 16 7-year property
You will not have an AMT adjustment fornot apply to residential rental property,

16 or more but less than 20 10-year property any property included under this election.nonresidential real property, and railroad
• 15- and 20-year property andgradings and tunnel bores. It treats all20 or more but less than 25 15-year property
property used in a farming business.property placed in service (or disposed of)25 or more . . . . . . . . . . . . 20-year property The applicable method is the 150%during any tax year as placed in service
declining balance method, switching to(or disposed of) on the midpoint of that

Column (b). For lines 19h and 19i, enter the straight line method in the first taxtax year. Enter “HY” in column (e).
the month and year you placed the year that the straight line rate exceeds theMid-quarter convention. If the totalproperty in service. If you converted declining balance rate.depreciable bases of MACRS propertyproperty held for personal use to use in a placed in service during the last 3 monthstrade or business or for the production of of your tax year exceed 40% of the totalincome, treat the property as being
placed in service on the conversion date.
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Mid-month (MM) convention• Water utility property, residential property, water utility property, and
rental property, nonresidential real railroad gradings and tunnel bores.Placed in service
property, or any railroad grading or (or disposed of) Placed Disposed See section 168(g)(3) for special rules
tunnel bore. The only applicable method during the: in service of for determining the class life for certain
is the straight line method. property. The class life for qualified1st month . . . . . . . 0.9583 0.0417
Column (g). To figure the depreciation Liberty Zone leasehold improvement

2nd month . . . . . . 0.8750 0.1250deduction you may use optional Tables A property under ADS is 9 years.
through E, starting on page 10. Multiply 3rd month . . . . . . . 0.7917 0.2083 12-year property. Use line 20b for
column (c) by the applicable rate from the property that does not have a class life.4th month . . . . . . . 0.7083 0.2917appropriate table. See Pub. 946 for

40-year property. Use line 20c for5th month . . . . . . . 0.6250 0.3750complete tables. If you disposed of the
residential rental and nonresidential realproperty during the current tax year, 6th month . . . . . . . 0.5417 0.4583 property.multiply the result by the applicable

7th month . . . . . . . 0.4583 0.5417 Water utility property and railroaddecimal amount from the tables in Step 3
gradings and tunnel bores. These8th month . . . . . . . 0.3750 0.6250below. Or, you may compute the
assets are 50-year property under ADS.deduction yourself by completing the 9th month . . . . . . . 0.2917 0.7083
There is no separate line to reportfollowing steps.

10th month . . . . . . 0.2083 0.7917 50-year property. Therefore, attach aStep 1. Determine the depreciation
statement showing the same information11th month . . . . . . 0.1250 0.8750rate as follows.
required in columns (a) through (g).• If you are using the 200% or 150% 12th month . . . . . . 0.0417 0.9583 Include the deduction in the line 22 “Total”declining balance method in column (f),
and write “See attachment” in the bottomdivide the declining balance rate (use
margin of the form.Short tax years. See Pub. 946 for2.00 for 200 DB or 1.50 for 150 DB) by

rules on how to compute the depreciation Column (b). For 40-year property, enterthe number of years in the recovery
deduction for property placed in service in the month and year placed in service orperiod in column (d). For example, for
a short tax year. converted to use in a trade or business orproperty depreciated using the 200 DB

for the production of income.method over a recovery period of 5 years, Section Cdivide 2.00 by 5 for a rate of 40%. You Column (c). See the instructions for line
must switch to the straight line rate in the 19, column (c).

Lines 20a Through 20cfirst year that the straight line rate Column (d). On line 20a, enter theexceeds the declining balance rate. Complete lines 20a through 20c for property’s class life.• If you are using the straight line assets, other than automobiles and other Column (e). Under ADS, the applicablemethod, divide 1.00 by the remaining listed property, placed in service only conventions are the same as those usednumber of years in the recovery period as during the tax year beginning in 2002 and under GDS. See the instructions for lineof the beginning of the tax year (but not depreciated under the Alternative 19, column (e).less than one). For example, if there are Depreciation System (ADS). Report on
61/2 years remaining in the recovery Column (g). Figure the depreciationline 17 MACRS depreciation on assets
period as of the beginning of the year, deduction in the same manner as underplaced in service in prior years.
divide 1.00 by 6.5 for a rate of 15.38%. GDS, except use the straight line method

Under ADS, use the applicable over the ADS recovery period and use theStep 2. Multiply the percentage rate
depreciation method, the applicable applicable convention.determined in Step 1 by the property’s
recovery period, and the applicableunrecovered basis (basis for depreciation
convention to compute depreciation. Part IV—Summary(as defined in column (c)) reduced by all

prior years’ depreciation). The following types of property must Line 22be depreciated under ADS.Step 3. For property placed in service
A partnership (other than an electing• Tangible property used predominantlyor disposed of during the current tax year,
large partnership) or S corporation doesoutside the United States.multiply the result from Step 2 by the
not include any section 179 expense• Tax-exempt use property.applicable decimal amount from the
deduction (line 12) on this line. Instead,• Tax-exempt bond financed property.tables below (based on the convention
any section 179 expense deduction is• Imported property covered by anshown in column (e)).
passed through separately to the partnersexecutive order of the President of the
and shareholders on the appropriate lineHalf-year (HY) convention . . . . . . . . . . 0.5 United States.
of their Schedules K-1.• Property used predominantly in aMid-quarter (MQ) convention farming business and placed in service Line 23during any tax year in which you made anPlaced in service If you are subject to the uniformelection under section 263A(d)(3).(or disposed of) Placed Disposed capitalization rules of section 263A, enterInstead of depreciating property underduring the: in service of the increase in basis from costs you mustGDS (line 19), you may make an

1st quarter . . . . . . . 0.875 0.125 capitalize. For a detailed discussion ofirrevocable election with respect to any
who is subject to these rules, which costs2nd quarter . . . . . . . 0.625 0.375 classification of property for any tax year
must be capitalized, and allocation ofto use ADS. For residential rental and3rd quarter . . . . . . . 0.375 0.625 costs among activities, see Regulationsnonresidential real property, you may

4th quarter . . . . . . . 0.125 0.875 section 1.263A-1.make this election separately for each
property. Part V—Listed Property
Column (a). Use the following rules to If you claim the standard mileage rate,determine the classification of the actual vehicle expenses (includingproperty under ADS. depreciation), or depreciation on other

Class life. Under ADS, the listed property, you must provide the
depreciation deduction for most property information requested in Part V,
is based on the property’s class life. See regardless of the tax year the property
the Table of Class Lives and Recovery was placed in service. However, if you file
Periods in Pub. 946. Use line 20a for all Form 2106, 2106-EZ, or Schedule C-EZ
property depreciated under ADS, except (Form 1040), report this information on
property that does not have a class life, that form and not in Part V. Also, if you
residential rental and nonresidential real file Schedule C (Form 1040) and are
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claiming the standard mileage rate or In column (a), list the make and model If you converted the property from
actual vehicle expenses (except of automobiles, and give a general personal use to business/investment use,
depreciation), and you are not required to description of other listed property. your basis for depreciation is the smaller
file Form 4562 for any other reason, of the property’s adjusted basis or its fairIf you have more than five vehiclesreport vehicle information in Part IV of market value on the date of conversion.used 100% for business/investmentSchedule C and not on Form 4562. Column (e). Multiply column (d) by thepurposes, you may group them by tax

percentage in column (c). From thatyear. Otherwise, list each vehicleSection A result, subtract any section 179 expenseseparately.
deduction, any special depreciationColumn (b). Enter the date the propertyLine 25 allowance, any credit forwas placed in service. If property held for employer-provided childcare facilities andAn additional 30% depreciation deduction personal use is converted to business/ services, and half of any investment creditis allowed for qualified property placed in investment use, treat the property as taken before 1986 (unless you took theservice during the tax year. See the placed in service on the date of reduced credit). For automobiles andinstructions for line 14 for the definition of conversion. other listed property placed in servicequalified property and how to figure the

Column (c). Enter the percentage of after 1985 (i.e., transition property),deduction. This special depreciation
business/investment use. For reduce the depreciable basis by the entireallowance is included in the overall limit
automobiles and other vehicles, investment credit.on depreciation and section 179 expense
determine this percentage by dividing thededuction for passenger automobiles. Column (f). Enter the recovery period.number of miles the vehicle is driven forHowever, the limit is increased for For property placed in service after 1986trade or business purposes or for thepassenger automobiles (except for and used more than 50% in a qualifiedproduction of income during the year (notqualified Liberty Zone property) for which business use, use the table in the line 19,to include any commuting mileage) by thethe special depreciation allowance is column (d), instructions on page 5. Fortotal number of miles the vehicle is drivenclaimed. See the instructions for lines 26 property placed in service after 1986 andfor all purposes. Treat vehicles used byand 27 for details on the limit. Enter on used 50% or less in a qualified businessemployees as being used 100% forline 25 your total special depreciation use, depreciate the property using thebusiness/investment purposes if the valueallowance for all listed property. straight line method over its ADSof personal use is included in the recovery period. The ADS recoveryemployees’ gross income, or the period is 5 years for automobiles andLines 26 and 27 employees reimburse the employer for computers.the personal use.Qualified business use. To determine Column (g). Enter the method andwhether to use line 26 or line 27 to report Employers who report the amount of convention used to figure youryour listed property, you must first personal use of the vehicle in the depreciation deduction. See thedetermine the percentage of qualified employee’s gross income, and withhold instructions for line 19, columns (e) andbusiness use for each property. the appropriate taxes, should enter (f), on page 5. Write “200 DB,” “150 DB,”Generally, a qualified business use is any “100%” for the percentage of business/ or “S/L,” for the depreciation method, anduse in your trade or business. However, it investment use. For more information, “HY,” “MM,” or “MQ,” for half-year,does not include any of the following. see Pub. 463. mid-month, or mid-quarter conventions,• Investment use. respectively. For property placed inFor other listed property (such as• Leasing the property to a 5% owner or service before 1987, write “PRE” if youcomputers or video equipment), allocaterelated person. used the prescribed percentages underthe use based on the most appropriate• The use of the property as ACRS. If you elected an alternateunit of time the property is actually used.compensation for services performed by a percentage, enter “S/L.”See Temporary Regulations section5% owner or related person. 1.280F-6T(e). Column (h). See Limits for passenger• The use of the property as

automobiles on page 8 before enteringIf during the tax year you convertcompensation for services performed by
an amount in column (h).property used solely for personalany person (who is not a 5% owner or

purposes to business/investment use,related person), unless an amount is For property used more than 50% in a
figure the percentage of business/included in that person’s income for the qualified business use (line 26) and
investment use only for the number ofuse of the property and, if required, placed in service after 1986, figure
months you use the property in yourincome tax was withheld on that amount. column (h) by following the instructions
business or for the production of income. for line 19, column (g), on page 6. IfException. If at least 25% of the total Multiply that percentage by the number of placed in service before 1987, multiplyuse of any aircraft during the tax year is months you use the property in your column (e) by the applicable percentagefor a qualified business use, the leasing business or for the production of income, given in Pub. 534 for ACRS property. Ifor compensatory use of the aircraft by a and divide the result by 12. the recovery period for an automobile5% owner or related person is treated as

ended before your tax year beginning inColumn (d). Enter the property’s actuala qualified business use.
2002, enter your unrecovered basis, ifcost (including sales tax) or other basis

Determine your percentage of qualified any, in column (h).(unadjusted for prior years’ depreciation).
business use similar to the method used If you traded in old property, your basis is For property used 50% or less in ato figure the business/investment use the adjusted basis of the old property qualified business use (line 27) andpercentage in column (c). Your (figured as if 100% of the property’s use placed in service after 1986, figurepercentage of qualified business use may had been for business/investment column (h) by dividing column (e) bybe smaller than the business/investment purposes) plus any additional amount you column (f) and using the sameuse percentage. paid for the new property. conventions as discussed in the

instructions for line 19, column (e), onNote: If you acquired the propertyFor more information, see Pub. 946.
page 5. The amount in column (h) cannotthrough a trade-in, see Notice 2000-4,

Column (a). List on a exceed the property’s unrecovered basis.2000-1 C.B. 313. You can find Notice
property-by-property basis all your listed If the recovery period for an automobile2000-4 on page 313 of Internal Revenue
property in the following order. ended before your tax year beginning inBulletin 2000-3 at www.irs.gov/pub/

1. Automobiles and other vehicles. 2002, enter your unrecovered basis, ifirs-irbs/irb00-03.pdf.
2. Other listed property (computers any, in column (h).For a vehicle, reduce your basis byand peripheral equipment, etc.). any qualified electric vehicle credit or For property placed in service before
See Listed Property on page 1 for deduction for clean-fuel vehicles you 1987 that was disposed of during the

items to include. claimed. year, enter zero.
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Limits for passenger automobiles. The year, you may have to recapture in theTable 2—Limits for Passenger
later year part of the depreciation anddepreciation deduction, including any Automobiles Placed in Service After
section 179 expense deduction. Use1999 (excluding electric passengerspecial depreciation allowance, plus
Form 4797, Sales of Business Property,automobiles)section 179 expense deduction for
to figure the recapture amount.passenger automobiles is limited for any AND the THEN thenumber oftax year. limit on your Section BIF you placed tax years in depreciationyour automobile which this Except as noted below, you mustand section 179in service: automobile hasDefinitions. “Passenger automobiles” expense complete lines 30 through 36 for eachbeen in deduction is*:are 4-wheeled vehicles manufactured vehicle identified in Section A. Employeesservice is:

primarily for use on public roads that are must provide their employers with the
3 $2,950Jan. 1 —  Dec. 31,rated at 6,000 pounds unloaded gross information requested on lines 30 through

2000 4 $1,775 36 for each automobile or vehiclevehicle weight or less. For a truck or van,
provided for their use.2 $4,900gross vehicle weight is substituted for Jan. 1 —  Dec. 31,

2001unloaded gross vehicle weight. “Electric Exception. Employers are not required3 $2,950
passenger automobiles” are vehicles to complete lines 30 through 36 for

1 $7,660**Jan. 1 —  Dec. 31,produced by an original equipment vehicles used by employees who are not
2002 2 $4,900 more than 5% owners or related personsmanufacturer and designed to run

and for which the question on line 37, 38,After Dec. 31, 2002 1 ***primarily on electricity.
39, 40, or 41 is answered “Yes.”

*For vehicles placed in service after August 5, 1997, this
limit does not apply to the cost of any qualified clean-fuelException. The following vehicles are Section Cvehicle property (such as retrofit parts and components)

not considered passenger automobiles. installed on a vehicle for the purpose of permitting that Employers providing vehicles to their
vehicle to run on a clean-burning fuel. See section 179A for• An ambulance, hearse, or combination employees satisfy the employer’sdefinitions.

ambulance-hearse used in your trade or substantiation requirements under section**If you elected not to claim the special depreciation
allowance for the vehicle or the vehicle is not qualified 274(d) by maintaining a written policybusiness.
property, or the vehicle is qualified Liberty Zone property, statement that:• A vehicle used in your trade or the limit is $3,060. • Prohibits personal use includingbusiness of transporting persons or
***The limit for automobiles placed in service after commuting orproperty for compensation or hire. December 31, 2002, will be published in the Internal • Prohibits personal use except forRevenue Bulletin. This amount was not available at theFor any passenger automobile commuting.time these instructions were printed.

(including an electric passenger  An employee does not need to keep a
automobile) you list on line 26 or line 27, separate set of records for any vehicle

Table 3—Limits for Electric Passenger that satisfies these written policythe total of columns (h) and (i) on line 26
Automobiles Placed in Service After statement rules.or 27 and column (h) on line 25 for that
August 5, 1997automobile cannot exceed the applicable For both written policy statements,

AND thelimit shown in Table 1, 2,  or 3  below. If there must be evidence that would enable
number of THEN the limitthe business/investment use percentage the IRS to determine whether use of thetax years in on your

IF you placed which this depreciationin column (c) for the automobile is less vehicle meets the conditions stated
your electric automobile has and section 179 below.than 100%, you must reduce the automobile in been in expense

applicable limit to an amount equal to the service: service is: deduction is: Line 37limit multiplied by that percentage. For Aug. 6, 1997 —  Dec. 4 or more $5,425 A policy statement that prohibits personal31, 1998example, for an automobile (other than an
use (including commuting) must meet allelectric automobile) placed in service in Jan. 1 —  Dec. 31, 4 or more  $5,325 of the following conditions.1999January 2002 (by a calendar year • The employer owns or leases thetaxpayer, for which you elect not to claim 3   $8,850 vehicle and provides it to one or moreJan. 1 —  Dec. 31,

the special depreciation allowance) that is 2000 employees for use in the employer’s trade4 or more  $5,325
used 60% for business/investment, the or business.

2  $14,800Jan. 1 —  Dec. 31,limit is $1,836 ($3,060 x 60%). • When the vehicle is not used in the
2001 3 $8,850 employer’s trade or business, it is kept onTable 1—Limits for Passenger the employer’s business premises, unless1  $22,980*Jan. 1 —  Dec. 31,Automobiles Placed in Service Before it is temporarily located elsewhere (e.g.,2002 2 $14,7002000 (excluding electric passenger for maintenance or because of a

automobiles placed in service after After Dec. 31, 2002 1 ** mechanical failure).
August 5, 1997) • No employee using the vehicle lives at*If you elected not to claim the special depreciation

allowance for the vehicle or the vehicle is not qualified the employer’s business premises.THEN the
property, or the vehicle is qualified Liberty Zone property,limit on your • No employee may use the vehicle for
the limit is $9,180.IF you placed your depreciation and personal purposes, other than de minimisautomobile in service: section 179 **The limit for electric passenger automobiles placed in personal use (e.g., a stop for lunchexpense service after December 31, 2002, will be published in the

deduction is: Internal Revenue Bulletin. This amount was not available at between two business deliveries).
the time these instructions were printed. • Except for de minimis use, theJune 19 — Dec. 31. 1984 $6,000

employer reasonably believes that no
Jan. 1 — Apr. 2, 1985 $6,200 employee uses the vehicle for anyColumn (i). Enter the amount you elect
Apr. 3, 1985 — Dec. 31, 1986 $4,800 personal purpose.to expense for section 179 property used
Jan. 1, 1987 — Dec. 31, 1990 $1,475 more than 50% in a qualified business Line 38use (subject to the limits for passengerJan. 1, 1991 — Dec. 31, 1992 $1,575 A policy statement that prohibits personalautomobiles noted above). Refer to the
Jan. 1, 1993 — Dec. 31, 1994 $1,675 use (except for commuting) is notPart I instructions to determine if the

available if the commuting employee is anproperty qualifies under section 179.Jan. 1, 1995 — Dec. 31, 1999 $1,775*
officer, director, or 1% or more owner.

*For vehicles placed in service after August 5, 1997, this Recapture of depreciation and section This policy must meet all of the following
limit does not apply to the cost of any qualified clean-fuel 179 expense deduction. For listed conditions.vehicle property (such as retrofit parts and components)
installed on a vehicle for the purpose of permitting that property used more than 50% in a • The employer owns or leases the
vehicle to run on a clean-burning fuel. See section 179A for qualified business use in the year placed vehicle and provides it to one or moredefinitions.

in service and used 50% or less in a later employees for use in the employer’s trade
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or business, and it is used in the income. See Pub. 550, Investment 9. Any covenant not to compete
employer’s trade or business. Income and Expenses. entered into in connection with the
• For bona fide noncompensatory acquisition of a business; and

Line 42business reasons, the employer requires 10. Any franchise (other than a sports
the employee to commute to and/or from franchise), trademark, or trade name.Complete line 42 only for those costs for
work in the vehicle. • Business start-up expenditures (sectionwhich the amortization period begins
• The employer establishes a written 195). To elect to amortize start-upduring your tax year beginning in 2002.
policy under which the employee may not expenditures, attach a statement to your

Column (a). Describe the costs you areuse the vehicle for personal purposes, income tax return containing:
amortizing. You may amortize theother than commuting or de minimis 1. A detailed description of the trade
following.personal use (e.g., a stop for a personal or business,• Pollution control facilities (section 169,errand between a business delivery and 2. The month in which the active trade
limited by section 291 for corporations).the employee’s home). or business began (or was acquired),

• Except for de minimis use, the • Certain bond premiums (section 171). 3. The number of months in the
employer reasonably believes that the • Research and experimental amortization period you are selecting
employee does not use the vehicle for expenditures (section 174). (cannot be less than 60), and
any personal purpose other than • The cost of acquiring a lease (section 4. A description of each start-up
commuting. 178). expenditure incurred (whether or not
• The employer accounts for the paid).• Qualified forestation and reforestation
commuting use by including an  The statement must be filed by thecosts (section 194). See Pub. 535 for
appropriate amount in the employee’s due date, including extensions, of yourdetails, including limitations and other
gross income. return for the year in which the activerequirements. Partnerships and S

trade or business begins. If you timelycorporations, see the line 44 instructionsLine 40 filed that return without making theon this page.
An employer that provides more than five election, you can still make the election• Qualified revitalization expendituresvehicles to its employees who are not 5% on an amended return filed within 6(section 1400I). These are certain capitalowners or related persons need not months of the due date, excludingexpenditures that relate to a qualifiedcomplete Section B for such vehicles. extensions, of that return. Write “Filedrevitalization building located in an areaInstead, the employer must obtain the pursuant to section 301.9100-2” on thedesignated as a renewal community. Theinformation from its employees and retain amended return. See Regulations sectionamount of qualified revitalizationthe information received. 1.195-1 for more detailsexpenditures cannot exceed the

commercial revitalization expenditure Column (b). Enter the date theLine 41
amount allocated to the qualified amortization period begins under theAn automobile meets the requirements for revitalization building by the commercial applicable Code section.qualified demonstration use if the revitalization agency for the state in which Column (c). Enter the total amount youemployer maintains a written policy the building is located. are amortizing. See the applicable Codestatement that:

You may elect to either (a) deduct section for limits on the amortizable• Prohibits its use by individuals other
one-half of the expenditures for the year amount.than full-time automobile salespersons,
the building is placed in service or (b)• Prohibits its use for personal vacation Column (d). Enter the Code sectionamortize all such expenditures ratablytrips, under which you amortize the costs.over the 120-month period beginning with• Prohibits storage of personal Column (f). Compute the amortizationthe month the building is placed inpossessions in the automobile, and deduction by:service. Report any amortization on line• Limits the total mileage outside the

1. Dividing column (c) by the number42. Report any deductions on thesalesperson’s normal working hours.
of months over which the costs are to beapplicable “Other Deductions” or “Other
amortized and multiplying the result byExpenses” line of your return. ThisPart VI–Amortization the number of months in the amortizationdeduction is treated as depreciation for

Each year you may elect to deduct part of period included in your tax year beginningpurposes of section 1016 (basis
certain capital costs over a fixed period. If in 2002 oradjustment) and section 1250 (ordinary
you amortize property, the part you 2. Multiplying column (c) by theincome recapture upon disposition).
amortize does not qualify for the section percentage in column (e).• Organizational expenditures for a179 expense deduction or for corporation (section 248) or partnershipdepreciation. Line 43(section 709).

Attach any information the Code and • Optional write-off of certain tax If you are reporting the amortization of
regulations may require to make a valid preferences over the period specified in costs that began before your 2002 tax
election. See Pub. 535 for more section 59(e). year and you are not required to file Form
information. • Certain section 197 intangibles (which 4562 for any other reason, do not file

must be amortized over 15 years starting Form 4562. Report the amortizationAmortization of bond premiums. For
with the month the intangibles were directly on the “Other Deductions” orindividuals reporting amortization of bond
acquired), including: “Other Expenses” line of your return. Seepremium for bonds acquired before

Pub. 535.October 23, 1986, do not report the 1. Goodwill;
deduction here. See the instructions for 2. Going concern value; Line 44Schedule A (Form 1040), line 27. 3. Workforce in place; Report the total amortization, including

For taxpayers (other than 4. Business books and records, the allowable portion of forestation or
corporations) claiming a deduction for operating systems, or any other reforestation amortization, on the
amortization of bond premium for bonds information base; applicable “Other Deductions” or “Other
acquired after October 22, 1986, but 5. Any patent, copyright, formula, Expenses” line of your return. For more
before January 1, 1988, the deduction is process, design, pattern, know-how, details, including limitations that apply,
treated as interest expense and is subject format, or similar item; see Pub. 535. Partnerships (other than
to the investment interest limitations. Use 6. Any customer-based intangible electing large partnerships) and S
Form 4952, Investment Interest Expense (e.g., composition of market or market corporations, report the amortizable basis
Deduction, to compute the allowable share); of any forestation or reforestation
deduction. 7. Any supplier-based intangible; expenses for which amortization is

8. Any license, permit, or other rightFor taxable bonds acquired after 1987, elected and the year in which the
granted by a governmental unit;the amortization offsets the interest amortization begins as a separately
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Recordkeeping . . . . . . . . . 38 hr., 14 min.stated item on Schedules K and K-1 subject to the Paperwork Reduction Act
(Form 1065 or 1120S). See the unless the form displays a valid OMB Learning about the
instructions for Schedule K (Form 1065 or control number. Books or records relating law or the form . . . . . . . . . . 5 hr., 57 min.
1120S) for more details on how to report. to a form or its instructions must be

Preparing and sendingretained as long as their contents may
the form to the IRS . . . . . . . 6 hr., 50 min.become material in the administration ofPaperwork Reduction Act Notice. We any Internal Revenue law. Generally, taxask for the information on this form to returns and return information are If you have comments concerning thecarry out the Internal Revenue laws of the confidential, as required by section 6103. accuracy of these time estimates orUnited States. You are required to give us

The time needed to complete and file suggestions for making this form simpler,the information. We need it to ensure that
this form will vary depending on individual we would be happy to hear from you. Seeyou are complying with these laws and to
circumstances. The estimated average the instructions for the tax return withallow us to figure and collect the right
time is: which this form is filed.amount of tax.

You are not required to provide the
information requested on a form that is

Table A—General Depreciation System

If the recovery period is:

Year 3 years 5 years 7 years 10 years

1 33.33% 20.00% 14.29% 10.00%

2 44.45% 32.00% 24.49% 18.00%

3 14.81% 19.20% 17.49% 14.40%

4 7.41% 11.52% 12.49% 11.52%

5 11.52% 8.93% 9.22%

6

7 6.55%

7.37%8.92%

8.93%

5.76%

4.46% 6.55%8

6.56%9

Method: 200% declining balance switching to straight line
Convention: Half-year

6.55%10

3.28%11

Table B—General and Alternative Depreciation System

If the recovery period is:

Year 5 years 7 years 10 years 12 years 15 years 20 years

1 15.00% 10.71% 7.50% 6.25% 5.00% 3.750%

2 25.50% 19.13% 13.88% 11.72% 9.50% 7.219%

3 17.85% 15.03% 11.79% 10.25% 8.55% 6.677%

4 16.66% 12.25% 10.02% 8.97% 7.70% 6.177%

5 16.66% 12.25% 8.74% 7.85% 6.93% 5.713%

6

7

8.33% 12.25%

12.25%

8.74%

8.74%

7.33%

7.33%

6.23%

5.90%

5.285%

4.888%

8 6.13% 8.74% 7.33% 5.90% 4.522%

9 8.74% 7.33% 5.91% 4.462%

Convention: Half-year
Method: 150% declining balance switching to straight line

10 8.74% 7.33% 5.90% 4.461%

11 4.37% 7.32% 5.91% 4.462%

12 7.33% 5.90% 4.461%

13 3.66% 5.91% 4.462%

14 5.90% 4.461%

15 5.91% 4.462%

16 2.95% 4.461%

17 4.462%
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Table C—General Depreciation System

The month in the 1st recovery year the property is placed in service:

Year 1 2 3 4 5 6 7 8 9 10 11 12

1 3.485% 3.182% 2.879% 2.576% 2.273% 1.970% 1.667% 1.364% 1.061% 0.758% 0.455% 0.152%

2–9 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636%

Recovery period: 27.5 years
Convention: Mid-month
Method: Straight line

10, 12, 14, 16 3.637% 3.637% 3.637% 3.637% 3.637% 3.637% 3.636% 3.636% 3.636% 3.636% 3.636% 3.636%

11, 13, 15, 17 3.636% 3.636% 3.636% 3.636% 3.636% 3.636% 3.637% 3.637% 3.637% 3.637% 3.637% 3.637%

Table D—General Depreciation System

The month in the 1st recovery year the property is placed in service:

Year 1 2 3 4 5 6 7 8 9 10 11 12

11, 13, 15, 17 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175%

Recovery period: 31.5 years
Convention: Mid-month
Method: Straight line

3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175%

10, 12, 14, 16 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174% 3.175% 3.174%

Table E—General Depreciation System

The month in the 1st recovery year the property is placed in service:

Year 1 2 3 4 5 6 7 8 9 10 11 12

1 2.461% 2.247% 2.033% 1.819% 1.605% 1.391% 1.177% 0.963% 0.749% 0.535% 0.321% 0.107%

2–39 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564% 2.564%

Recovery period: 39 years
Convention: Mid-month
Method: Straight line

-11-
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OMB No. 1545-0687Exempt Organization Business Income Tax Return990-TForm

� See separate instructions.
Department of the Treasury
Internal Revenue Service

Employer identification numberD
(Employees’ trust, see instructions for Block D
on page 7.)Please

Print or
Type

Number, street, and room or suite no. (If a P.O. box, see page 7 of instructions.)

New unrelated bus. activity codesE
(See instructions for Block E on page 7.)City or town, state, and ZIP code

B Exempt under section

Check box if
address changedA

Check organization type �G 501(c) corporation
Group exemption number (see instructions for Block F on page 7) �F

Form 990-T (2002)

501(c) trust 401(a) trust

501( )( )

408(e)

Cat. No. 11291J

H
I

Describe the organization’s primary unrelated business activity. �

During the tax year, was the corporation a subsidiary in an affiliated group or a parent-subsidiary controlled group? �

If “Yes,” enter the name and identifying number of the parent corporation. �
NoYes

Unrelated Trade or Business Income

1c
1a

c Balance �Less returns and allowances
Gross receipts or sales

2Cost of goods sold (Schedule A, line 7)2
3Gross profit (subtract line 2 from line 1c)3

4aCapital gain net income (attach Schedule D)4a
4bNet gain (loss) (Form 4797, Part II, line 18) (attach Form 4797)b
4cCapital loss deduction for trustsc
5Income (loss) from partnerships and S corporations (attach statement)5
6Rent income (Schedule C)6
7Unrelated debt-financed income (Schedule E)7

8

Investment income of a section 501(c)(7), (9), or (17)
organization (Schedule G)

8

9

Interest, annuities, royalties, and rents from controlled
organizations (Schedule F)

9

10Exploited exempt activity income (Schedule I)10
11Advertising income (Schedule J)11
12Other income (see page 9 of the instructions—attach schedule)12
1313 Total (combine lines 3 through 12)

Deductions Not Taken Elsewhere (See page 9 of the instructions for limitations on deductions.)
(Except for contributions, deductions must be directly connected with the unrelated business income.)

1414 Compensation of officers, directors, and trustees (Schedule K)
1515 Salaries and wages
1616 Repairs and maintenance
1717 Bad debts
1818 Interest (attach schedule)
1919 Taxes and licenses
2020 Charitable contributions (see page 11 of the instructions for limitation rules)

2121 Depreciation (attach Form 4562)
22b22a22 Less depreciation claimed on Schedule A and elsewhere on return
2323 Depletion
2424 Contributions to deferred compensation plans

Employee benefit programs 25

28 Other deductions (attach schedule)

26

29 Total deductions (add lines 14 through 28)

27
28
29

30 Unrelated business taxable income before net operating loss deduction (subtract line 29 from line 13) 30
31 Net operating loss deduction 31
32 Unrelated business taxable income before specific deduction (subtract line 31 from line 30) 32
33 Specific deduction (Generally $1,000, but see line 33 instructions for exceptions)
34 Unrelated business taxable income (subtract line 33 from line 32). If line 33 is greater than line

32, enter the smaller of zero or line 32

Part I

Part II

Excess readership costs (Schedule J)
Excess exempt expenses (Schedule I)

25
26
27

33

34

b

(A) Income (B) Expenses (C) Net

For Paperwork Reduction Act Notice, see instructions.

C Book value of all assets
at end of year

(and proxy tax under section 6033(e))

J The books are in care of � Telephone number � ( )

220(e)

408A 530(a)

Other trust

529(a)

For calendar year 2002 or other tax year beginning

Name of organization ( check box if name changed and see instructions)

, 2002, and ending , 20 2002



Page 2Form 990-T (2002)

Statements Regarding Certain Activities and Other Information (See instructions on page 15.)
NoYes1 At any time during the 2002 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)?

2 During the tax year, did the organization receive a distribution from, or was it the grantor of, or transferor to, a foreign trust?
If “Yes,” see page 15 of the instructions for other forms the organization may have to file.
Enter the amount of tax-exempt interest received or accrued during the tax year � $3

Schedule A—Cost of Goods Sold (See instructions on page 16.)
Method of inventory valuation (specify) �

61Inventory at beginning of year1 Inventory at end of year6
Purchases2 2 Cost of goods sold. Subtract line

6 from line 5. (Enter here and on
line 2, Part I.)

7
3Cost of labor3

7Additional section 263A costs
(attach schedule)

4a
NoYes4a Do the rules of section 263A (with respect to

property produced or acquired for resale) apply
to the organization?

8
Other costs (attach schedule)b 4b

5Total—Add lines 1 through 4b5

If “Yes,” the organization may have to file Form TD F 90-22.1. If “Yes,” enter the name of the foreign country
here �

Part V

Organizations Taxable as Corporations (see instructions for tax computation on page 12).
Controlled group members (sections 1561 and 1563)—check here . See instructions and:

35

Enter your share of the $50,000, $25,000, and $9,925,000 taxable income brackets (in that order):a
$$ (2)(1)

$
b

36
Income tax on the amount on line 34 � 35c

Trusts Taxable at Trust Rates (see instructions for tax computation on page 13) Income tax on
the amount on line 34 from: Tax rate schedule or Schedule D (Form 1041) � 36

40aForeign tax credit (corporations attach Form 1118; trusts attach Form 1116)40a
40bOther credits (see page 13 of the instructions)b

General business credit—Check here and indicate which forms are
attached: Form 3800 Form(s)(specify) �

c
40c
40dCredit for prior year minimum tax (attach Form 8801 or 8827)d

40eTotal credits (add lines 40a through 40d)
41Subtract line 40e from line 3941
42Other taxes. Check if from: Form 4255 Form 8611 Form 8697 Form 8866 Other (attach schedule)42

38Alternative minimum tax38

43Total tax (add lines 41 and 42)43
44aPayments: a 2001 overpayment credited to 200244
44b2002 estimated tax paymentsb
44cTax deposited with Form 8868c

d 44dForeign organizations—Tax paid or withheld at source (see instructions)

44ff Other credits and payments (see instructions)
45Total payments (add lines 44a through 44f)45
46Estimated tax penalty (see page 4 of the instructions). Check � if Form 2220 is attached46
47Tax due—If line 45 is less than the total of lines 43 and 46, enter amount owed �47
48Overpayment—If line 45 is larger than the total of lines 43 and 46, enter amount overpaid �48
49Enter the amount of line 48 you want:49 Refunded �Credited to 2003 estimated tax �

c

Part III

Part IV

Tax Computation

37 Proxy tax (see page 13 of the instructions) �

Tax and Payments

37

$(3)
(1)Enter organization’s share of: $additional 5% tax (not more than $11,750)

(2) additional 3% tax (not more than $100,000)

e

39 Total (add lines 37 and 38 to line 35c or 36, whichever applies) 39

e 44eBackup withholding (see instructions)

Under penalties of perjury, I declare that I have examined this return, including accompanying schedules and statements, and to the best of my knowledge and belief, it is true,
correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.Sign

Here
TitleDateSignature of officer

Date Preparer’s SSN or PTINPreparer’s
signature

Check if
self-employed

Paid
Preparer’s
Use Only

Firm’s name (or
yours if self-employed),
address, and ZIP code

EIN

Phone no. ( )

Form 990-T (2002)

May the IRS discuss this return with
the preparer shown below (see
instructions)? Yes No

�

�

�

�



Department of the Treasury
Internal Revenue Service2002

Instructions for Form 990-T
Exempt Organization Business Income Tax Return
Section references are to the Internal Revenue Code unless otherwise noted.

The organization’s assigned personalContents Page Contents Page
advocate will listen to its point of view andGeneral Instructions Codes for Unrelated Business
will work with the organization to addressActivity . . . . . . . . . . . . . . . . . . . . . 20Purpose of Form . . . . . . . . . . . . . . . . 2
its concerns. The organization can expectWho Must File . . . . . . . . . . . . . . . . . . 2 Changes To Note the advocate to provide:Definitions . . . . . . . . . . . . . . . . . . . . . 2 • A “fresh look” at a new or on-going• Additional guidance has been issuedWhen To File . . . . . . . . . . . . . . . . . . . 3 problem.allowing qualifying small businesses to

Where To File . . . . . . . . . . . . . . . . . . 3 • Timely acknowledgement.adopt or change to the cash method of
Estimated Taxes . . . . . . . . . . . . . . . . 3 accounting. For details, see Cost of • The name and telephone number of the
Depository Method of Tax Goods Sold on page 16. individual assigned to its case.

Payment . . . . . . . . . . . . . . . . . . . . 3 • Updates on progress.• For tax years ending on or after
Interest and Penalties . . . . . . . . . . . . . 4 December 31, 2001, if the organization • Timeframes for action.

must make a section 481(a) adjustment • Speedy resolution.Which Parts To Complete . . . . . . . . . . 4
because of an accounting method • Courteous service.Consolidated Returns . . . . . . . . . . . . . 5
change, the adjustment period is 1 year When contacting the TaxpayerDisclosure Statement for
for negative adjustments. For details, Advocate, the organization should provideCorporate Tax Shelters . . . . . . . . . . 5
including special rules and exceptions, the following information:Other Forms You May Need To see Rev. Proc. 2002-19, 2002-13 I.R.B. • The organization’s name, address, andFile . . . . . . . . . . . . . . . . . . . . . . . . 5 696, as amplified and clarified by Rev. employer identification number (EIN).

Accounting Methods . . . . . . . . . . . . . . 6 Proc. 2002-54, 2002-35 I.R.B. 432. Also • The name and telephone number of an
Accounting Period . . . . . . . . . . . . . . . 6 see Change in accounting method on authorized contact person and the hours
Reporting Form 990-T page 6. he or she can be reached.

Information on Other Returns . . . . . . 7 • As a result of changes to the North • The type of tax return and years
American Industry Classification SystemRounding Off to Whole Dollars . . . . . . 7 involved.
(NAICS), some of the principal business • A detailed description of the problem.Attachments . . . . . . . . . . . . . . . . . . . 7
activity codes listed on page 20 have • Previous attempts to solve the problemSpecific Instructions
changed. Please review page 20 for the and the office that had been contacted.Period Covered . . . . . . . . . . . . . . . . . 7 code that should be entered in Block E on • A description of the hardship theName and Address . . . . . . . . . . . . . . 7 page 1 of Form 990-T. organization is facing (if applicable).Blocks A through J . . . . . . . . . . . . . . . 7

The organization may contact a
Part l—Unrelated Trade or Taxpayer Advocate by calling a toll-freePhotographs of MissingBusiness Income . . . . . . . . . . . . . . 8 number, 1-877-777-4778. Persons who
Part ll—Deductions Not Taken Children have access to TTY/TTD equipment may

Elsewhere . . . . . . . . . . . . . . . . . . . 9 call 1-800-829-4059 and ask for TaxpayerThe Internal Revenue Service is a proud
Part Ill—Tax Computation . . . . . . . . 12 Advocate assistance. If the organizationpartner with the National Center for

prefers, it may call, write, or fax to thePart IV—Tax and Payments . . . . . . . 13 Missing and Exploited Children.
Taxpayer Advocate office in its area. SeePart V—Statements Regarding Photographs of missing children selected
Pub. 1546, The Taxpayer AdvocateCertain Activities and Other by the Center may appear in instructions
Service of the IRS, for a list of addresseson pages that would otherwise be blank.Information . . . . . . . . . . . . . . . . . . 15
and fax numbers.You can help bring these children homeSignature . . . . . . . . . . . . . . . . . . . . 15

by looking at the photographs and callingSchedule A—Cost of Goods
1-800-THE-LOST (1-800-843-5678) if you Phone HelpSold . . . . . . . . . . . . . . . . . . . . . . . 16
recognize a child.Schedule C—Rent Income . . . . . . . . 16 If you have questions and/or need help

completing this form, please callSchedule E—Unrelated Debt-
1-877-829-5500. This toll-free telephoneFinanced Income . . . . . . . . . . . . . 17 Unresolved Tax Issues
service is available Monday throughSchedule F— Interest, If the organization has attempted to deal
Friday from 8:00 a.m. to 6:30 p.m.Annuities, Royalties, and with an IRS problem unsuccessfully, it
Eastern time.Rents From Controlled should contact the Taxpayer Advocate.

The Taxpayer Advocate independentlyOrganizations . . . . . . . . . . . . . . . . 18
represents the organization’s interest and How To Get Forms andSchedule G—Investment
concerns within the IRS by protecting theIncome of a Section 501(c)(7), Publicationsrights and resolving problems that have(9), or (17) Organization . . . . . . . . 18
not been fixed through normal channels.Schedule I—Exploited Exempt Personal Computer

Activity Income, Other Than You can access the IRS Web Site 24While Taxpayer Advocates cannot
Advertising Income . . . . . . . . . . . . 18 hours a day, 7 days a week atchange the tax law or make a technical

Schedule J—Advertising Income . . . 19 www.irs.gov to:tax decision, they can clear up problems
Schedule K—Compensation of • Order IRS products on-line.that resulted from previous contacts and

Officers, Directors, and ensure that the organization’s case is • Download forms, instructions, and
Trustees . . . . . . . . . . . . . . . . . . . . 19 given a complete and impartial review. publications.

Cat. No. 11292U



• See answers to frequently asked tax instructions on page 13 for a discussion For a section 511(a)(2)(B) state
questions. of the proxy tax. If your organization is college or university, unrelated trade or
• Search publications on-line by topic or only required to file Form 990-T because business income is derived from activities
keyword. of the proxy tax, see Proxy Tax Only not substantially related to exercising or
• Send us comments or request help by under Which Parts To Complete, on performing any purpose or function
e-mail. page 4. described in section 501(c)(3).
• Sign up to receive local and national • Colleges and universities of states and

An unrelated trade or business doestax news by e-mail. other governmental units, as well as
not include a trade or business:You can also reach us using file subsidiary corporations wholly owned by

1. In which substantially all the work istransfer protocol at ftp.irs.gov. such colleges and universities, are also
performed for the organization withoutsubject to the Form 990-T filingCD-ROM compensation; orrequirements. However, a section

Order Pub. 1796, Federal Tax Products 2. That is carried on by a section501(c)(1) corporation that is an
on CD-ROM, and get: 501(c)(3) or 511(a)(2)(B) organizationinstrumentality of the United States and
• Current year forms, instructions, and mainly for the convenience of itsboth organized and exempted from tax by
publications. members, students, patients, officers, oran Act of Congress does not have to file.
• Prior year forms, instructions, and employees; or• Organizations that are liable for other
publications. 3. That sells items of work-relatedtaxes (such as the section 1291 tax (line
• Frequently requested forms that may equipment and clothes, and items35c or 36 of Form 990-T) or recapture
be filled in electronically, printed out for normally sold through vending machines,taxes (line 42 of Form 990-T)) must file
submission, and saved for recordkeeping. food dispensing facilities or by snackForm 990-T. See pages 13 and 14 of the
• Internal Revenue Bulletins. bars, by a local association of employeesinstructions for a discussion of these

Buy the CD-ROM on the Internet at described in section 501(c)(4), organizeditems. If your organization is only required
www.irs.gov/cdorders from the National before May 27, 1969, if the sales are forto file Form 990-T because of these
Technical Information Service (NTIS) for the convenience of its members at theirtaxes, see Other Taxes under Which
$22 (no handling fee), or call usual place of employment; orParts To Complete, on page 4.
1-877-CDFORMS (1-877-233-6767) 4. That sells merchandise• Fiduciaries for the following trusts that
toll-free to buy the CD-ROM for $22 (plus substantially all of which was received byhave $1,000 or more of unrelated trade or
a $5 handling fee). the organization as gifts or contributions;business gross income must file Form

or990-T:By Phone and In Person 5. That consists of qualified public1. Individual Retirement Accounts
You can order forms and publications 24 entertainment activities regularly carried(IRAs) described under section 408(a),
hours a day, 7 days a week, by calling on by a section 501(c)(3), (4), or (5)2. Simplified Employee Pensions1-800-TAX-FORM (1-800-829-3676). You organization as one of its substantial(SEPs) described under section
can also get most forms and publications exempt purposes (see section 513(d)(2)408(k),
at your local IRS office. for the meaning of qualified public3. Simple Retirement Accounts

entertainment activities); or(SIMPLE) described under section
6. That consists of qualified408(p),General Instructions

convention or trade show activities4. Roth IRAs described under section
regularly conducted by a section408A(b),Purpose of Form 501(c)(3), (4), (5), or (6) organization as5. Coverdell education savings

Use Form 990-T, Exempt Organization one of its substantial exempt purposesaccounts (ESAs) described under
Business Income Tax Return, to: (see section 513(d)(3) for the meaning ofsection 530(b), and• Report unrelated business income; qualified convention and trade show6. Archer Medical Savings Accounts• Figure and report unrelated business activities); or(Archer MSAs) described under
income tax liability; 7. That furnishes one or moresection 220(d).• Report proxy tax liability; services described in section 501(e)(1)(A)
• Claim a refund of income tax paid by a by a hospital to one or more hospitalsIRAs and other tax-exempt
regulated investment company (RIC) or a subject to conditions in section 513(e); orshareholders in a RIC or REIT
real estate investment trust (REIT) on 8. That consists of qualified polefiling Form 990-T only to obtain a

TIP

undistributed long-term capital gain. rentals (as defined in sectionrefund of income tax paid on undistributed
501(c)(12)(D)), by a mutual orlong-term capital gains should completeWho Must File cooperative telephone or electricForm 990-T as explained in IRAs and• Any domestic or foreign organization company; orother tax exempt shareholders in a RIC

exempt under section 501(a) or section 9. That includes activities relating toor REIT under Which Parts To
529(a) must file Form 990-T if it has gross the distribution of low-cost articles, eachComplete, on page 4.
income from an unrelated trade or costing $7.90 or less ($8.00 or less for
business of $1,000 or more. See 2003) by an organization described inDefinitions
Regulations section 1.6012-2(e). Gross section 501 and contributions to which

Unrelated trade or business income.income is gross receipts minus the cost of are deductible under section 170(c)(2) or
Unrelated trade or business income is thegoods sold. (See Regulations section (3) if the distribution is incidental to the
gross income derived from any trade or1.61-3.) solicitation of charitable contributions; or
business (defined on page 3) that is 10. That includes the exchange orNote — Disregarded entity. A regularly carried on, and not substantially rental of donor or membership listsdisregarded entity, as described in related to (defined on page 3), the between organizations described inRegulations sections 301.7701-1 through organization’s exempt purpose or function section 501 and contributions to which301.7701-3, is treated as a branch or (aside from the organization’s need for are deductible under section 170(c)(2) ordivision of its parent organization for income or funds or the use it makes of the (3); orFederal tax purposes. Therefore, financial profits). 11. That consists of bingo games asinformation applicable to a disregarded

defined in section 513(f). Generally, aentity must be reported as the parent Generally, for section 501(c)(7), (9), or
bingo game is not included in anyorganization’s financial information. (17) organizations, unrelated trade or
unrelated trade or business if:• Organizations liable for the proxy tax business income is derived from

a. Wagers are placed, winnerson lobbying and political expenditures nonmembers with certain modifications
determined, and prizes distributed in themust file Form 990-T. See the line 37 (see section 512(a)(3)(A)).

-2-



presence of all persons wagering in that reasonable basis. The portion of any such The private delivery service can tell
game, and item allocated to the unrelated trade or you how to get written proof of the mailing

b. The game does not compete with business activity must bear a proximate date.
bingo games conducted by for-profit and primary relationship to that business Estimated Taxesbusinesses in the same jurisdiction, and activity.

Generally, an organization filing Formc. The game does not violate state or
When To File 990-T must make installment payments oflocal law; or

estimated tax if its estimated tax (taxAn employees’ trust defined in section12. That consists of conducting any
minus allowable credits) is expected to be401(a), an IRA (including SEPs andgame of chance by a nonprofit
$500 or more. Both corporate and trustSIMPLEs), a Roth IRA, a Coverdell ESA,organization in the state of North Dakota,
organizations use Form 990-W,and an Archer MSA must file Form 990-Tand the conducting of the game does not
Estimated Tax on Unrelated Businessby the 15th day of the 4th month afterviolate any state or local law; or
Taxable Income for Tax-Exemptthe end of the tax year. All other13. That consists of soliciting and
Organizations, to figure their estimatedorganizations, must file Form 990-T byreceiving qualified sponsorship payments
tax liability. Do not include the proxy taxthe 15th day of the 5th month after thethat are solicited or received after
when computing your estimated taxend of the tax year. If the regular due dateDecember 31, 1997. Generally, qualified
liability for 2003.falls on a Saturday, Sunday, or legalsponsorship payment means any

holiday, file on the next business day. Ifpayment to a tax-exempt organization by To figure estimated tax, trusts and
the return is filed late, see the discussiona person engaged in a trade or business corporations must take the alternative
of Interest and Penalties on page 4.in which there is no arrangement or minimum tax (if applicable) into account.

expectation of any substantial return See Form 990-W for more information.Extension. Corporations may request an
benefit by that person—other than the automatic 6-month extension of time to Depository Method of Taxuse or acknowledgment of that person’s file Form 990-T by using Form 8868, Paymentname, logo, or product lines in connection Application for Extension of Time To File
with the activities of the tax-exempt The organization must pay the tax due inan Exempt Organization Return.
organization. See section 513(i) for more full by the due date of the return withoutTrusts may request an automaticinformation. extensions. Some organizations3-month extension of time to file by using (described below) are required toForm 8868. Also, if more than the initialTrade or business. A trade or electronically deposit all depository taxes,automatic 3 months is needed, trusts maybusiness is any activity carried on for the including their unrelated business incomefile a second Form 8868 to request thatproduction of income from selling goods tax payments.an additional, but not automatic, 3 monthor performing services. An activity does

extension be granted by the IRS. Electronic Deposit Requirementnot lose its identity as a trade or business
merely because it is carried on within a The organization must make electronicAmended return. To correct errors or
larger group of similar activities that may deposits of all depository tax (such aschange a previously filed return, write
or may not be related to the exempt employment tax, excise tax, unrelated“Amended Return” at the top of the return.
purpose of the organization. If, however, business income tax) using the ElectronicAlso, include a statement that indicates
an activity carried on for profit is an Federal Tax Payment System (EFTPS) inthe line number(s) on the original return
unrelated trade or business, no part of it 2003 if:that was changed and give the reason for
can be excluded from this classification • The total deposits in 2001 were moreeach change. Generally, the amended
merely because it does not result in profit. than $200,000 orreturn must be filed within 3 years after

• The organization was required to usethe date the original return was due or 3Not substantially related to. Not
EFTPS in 2002.years after the date the organization filedsubstantially related to means that the

If an organization is required to useit, whichever is later.activity that produces the income does
EFTPS and fails to do so, it may benot contribute importantly to the exempt Where To File subject to a 10% penalty. If anpurposes of the organization, other than
organization is not required to useTo file Form 990-T, mail or deliver it to:the need for funds, etc. Whether an
EFTPS, it may participate voluntarily. ToInternal Revenue Service Centeractivity contributes importantly depends in
enroll in or get more information aboutOgden, UT 84201-0027each case on the facts involved.
EFTPS, call 1-800-555-4477 orPrivate delivery services (PDSs). InFor details, see Pub. 598, Tax on 1-800-945-8400. To enroll on-line, visitaddition to the United States mail, exemptUnrelated Business Income of Exempt www.irs.gov.organizations can use certain PDSsOrganizations.
Depositing on time.  For EFTPSdesignated by the IRS to meet the “timely

Directly connected expenses. To be deposits to be made timely, themailing as timely filing/paying” rule for tax
deductible in computing unrelated organization must initiate the transactionreturns and payments. The most recent
business taxable income, expenses, at least 1 business day before the datelist of designated PDSs was published by
depreciation, and similar items must the deposit is due.the IRS in September 2002. This list
qualify as deductions allowed by section includes only the following: Deposits With Form 8109162, 167, or other relevant provisions of • Airborne Express (Airborne): Overnight
the Code, and must be directly connected If the organization does not use EFTPS,Air Express Service, Next Afternoon
with the carrying on of an unrelated trade deposit unrelated business income taxService, Second Day Service.
or business activity. payments (and estimated tax payments)• DHL Worldwide Express (DHL): DHL

with Form 8109, Federal Tax DepositTo be directly connected with the “Same Day” Service, DHL USA
Coupon. If you do not have a preprintedcarrying on of a trade or business activity, Overnight.
Form 8109, you may use Form 8109-B toexpenses, depreciation, and similar items • Federal Express (FedEx): FedEx
make deposits. You can get this form onlymust bear a proximate and primary Priority Overnight, FedEx Standard
by calling 1-800-829-4933. Be sure torelationship to the conduct of the activity. Overnight, FedEx 2 Day, FedEx
have your EIN ready when you call.For example, where facilities and/or International Priority, and FedEx

personnel are used both to carry on International First. Do not send deposits directly to an IRS
exempt activities and to conduct • United Parcel Service (UPS): UPS Next office; otherwise, the organization may
unrelated trade or business activities, Day Air, UPS Next Day Air Saver, UPS have to pay a penalty. Mail or deliver the
expenses and similar items attributable to 2nd Day Air, UPS 2nd Day Air A.M., UPS completed Form 8109 with the payment
such facilities and/or personnel must be Worldwide Express Plus, and UPS to an authorized depositary, i.e., a
allocated between the two uses on a Worldwide Express. commercial bank or other financial
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institution authorized to accept Federal Estimated tax penalty. An organization Is Gross Income $10,000 or Less?
tax deposits. that fails to make estimated tax payments If Part I, line 13, column (A) is $10,000 or

when due may be subject to an less, then complete:Make checks or money orders payable underpayment penalty for the period of • The heading (the area above Part I).to the depositary. To help ensure proper underpayment. Generally, an organization • Part I, column (A) lines 1-13.crediting, write the organization’s EIN, the is subject to this penalty if its tax liability is • Part I, line 13, for columns (B) and (C).tax period to which the deposit applies, $500 or more and it did not make • Part II, lines 29-34.and “Form 990-T” on the check or money estimated tax payments of at least the • Parts III–V.order. Be sure to darken the “990-T” box smaller of it tax liability for 2002, or 100% • Signature area.on the coupon. Records of these deposits of the prior year’s tax. See section 6655 Filers with $10,000 or less on line 13,will be sent to the IRS. for details and exceptions. column (A) do not have to complete
If the organization prefers, it may mail Schedules A through K (however, refer toForm 2220, Underpayment ofthe coupon and payment to: Financial applicable schedules when completingEstimated Tax by Corporations, is usedAgent, Federal Tax Deposit Processing, column (A) and in determining theby corporations and trusts filing FormP.O. Box 970030, St. Louis, MO 63197. deductible expenses to include on line 13990-T to see if the organization owes aMake the check or money order payable of column (B)).penalty and to figure the amount of theto “Financial Agent.”

penalty. Generally, the organization is not Proxy Tax OnlyFor more information on deposits, see required to file this form because the IRS
Organizations that are required to filethe instructions in the coupon booklet can figure the amount of any penalty and
Form 990-T only because they are liable(Form 8109) and Pub. 583, Starting a bill the organization for it. However, even
for the proxy tax on lobbying and politicalBusiness and Keeping Records. if the organization does not owe the
expenditures must:penalty, you must complete and attachIf the organization owes tax when • Fill-in the heading (the area aboveForm 2220 if either of the followingit files Form 990-T, do not include Part I) except items E, H, and I.applies:the payment with the tax return. • Enter the proxy tax on lines 37 and 39.CAUTION

!
• The annualized income or adjustedInstead, mail or deliver the payment with • Complete Part IV and the Signature
seasonal installment method is used.Form 8109 to an authorized depositary, or area.• The organization is a “largeuse the EFTPS, if applicable. • Attach a schedule showing the proxy
organization” computing its first required tax computation.
installment based on the prior year’s tax.Interest and Penalties

Other TaxesIf you attach Form 2220, be sure toYour organization may be subject to
check the box on line 46, page 2, Form Organizations that are required to fileinterest and penalty charges if it files a
990-T, and enter the amount of any Form 990-T only because they are liablelate return or fails to pay tax when due.
penalty on this line. for recapture taxes, the section 1291 tax,Generally, the organization is not required

or other items listed in the instructions forto include the interest and penalty Trust fund recovery penalty. This line 42 must:charges on Form 990-T because the IRS penalty may apply if certain excise, • Fill-in the heading (the area abovecan figure the amount and bill the income, social security, and Medicare Part I) except items E, H, and I.organization for it. taxes that must be collected or withheld • Complete the appropriate lines of PartsInterest. Interest is charged on taxes not are not paid to the United States III and IV.paid by the due date even if an extension Treasury. These taxes are generally • Complete the Signature area.of time to file is granted. Interest is also reported on Forms 720, 941, 943, or 945. • Attach all appropriate forms and orcharged on penalties imposed for failure The trust fund recovery penalty may be schedules showing the computation of theto file, negligence, fraud, gross valuation imposed on all persons who are applicable tax or taxes.overstatements, and substantial determined by the IRS to have been
understatements of tax from the due date responsible for collecting, accounting for, Claim For Refund
(including extensions) to the date of and paying over these taxes, and who If your only reason for filing a Form 990-T
payment. The interest charge is figured at acted willfully in not doing so. The penalty is to claim a refund, complete the
the underpayment rate determined under is equal to the unpaid trust fund tax. See following steps:
section 6621. the instructions for Form 720, Pub. 15

1. Fill-in the heading (the area above(Circular E), Employer’s Tax Guide, orPenalty for late filing of return. An Part I) except items E, H, and I.Pub. 51 (Circular A), Agriculturalorganization that fails to file its return 2. Enter -0- on line 13, column (A),Employer’s Tax Guide, for details,when due (including extensions of time line 34, and line 43.including the definition of responsiblefor filing) is subject to a penalty of 5% of 3. Enter the credit or payment on thepersons.the unpaid tax for each month or part of a appropriate line (44a-44f).
month the return is late, up to a maximum Other penalties. There are also 4. Complete lines 45, 48, and 49 and
of 25% of the unpaid tax. The minimum penalties that can be imposed for the Signature area.
penalty for a return that is more than 60 negligence, substantial understatement of 5. For claims described below, follow
days late is the smaller of the tax due or tax, and fraud. See sections 6662 and the additional instructions for that claim.
$100. The penalty will not be imposed if 6663.
the organization can show that the failure IRAs and other tax-exempt
to file on time was due to reasonable shareholders in a RIC or REIT. If youWhich Parts To Complete
cause. Organizations that file late must are an IRA or other tax-exempt
attach a statement explaining the shareholder that is invested in a RIC or aIf you are filing Form 990-T only
reasonable cause. REIT and file Form 990-T only to obtain abecause of the proxy tax, other

refund of income tax paid on undistributedtaxes, or only to claim a refund, goPenalty for late payment of tax. The
TIP

long-term capital gains, follow steps 1-4directly to Proxy Tax Only, Other Taxes,penalty for late payment of taxes is
above; write “Claim for Refund Shown onor Claim for Refund (see below).usually 1/2 of 1% of the unpaid tax for each
Form 2439” at the top of the Form 990-T;month or part of a month the tax is

Is Gross Income More Than and attach to the return Copy B of Formunpaid. The penalty cannot exceed 25%
2439, Notice to Shareholder of$10,000?of the unpaid tax. The penalty will not be
Undistributed Long-Term Capital Gains.imposed if the organization can show that If the amount on line 13, column (A), Part

the failure to pay on time was due to I, is more than $10,000, complete all lines Composite Form 990-T. If you are a
reasonable cause. and schedules that apply. trustee of more than one IRA invested in
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a RIC, you may be able to file a If a transaction becomes a reportable see Trust fund recovery penalty on
composite Form 990-T to claim a refund transaction after the organization files its page 4.
of tax under section 852(b) instead of return, it must attach the statement to the Form 945. Use Form 945, Annual Return
filing a separate Form 990-T for each following year’s return (whether or not its of Withheld Federal Income Tax, to report
IRA. See Notice 90-18, 1990-1 C.B. 327, tax liability is affected for that year). The income tax withheld from nonpayroll
for information on who can file a organization is considered to have distributions or payments, including
composite return. Complete steps 1-4 indirectly participated if it participated as a pensions, annuities, IRAs, gambling
above and follow the additional partner in a partnership or if it knows or winnings, and backup withholding.
requirements of the notice. has reason to know that the tax benefits Form 1098. Use Form 1098, Mortgageclaimed were derived from a reportable Interest Statement, to report the receiptBackup withholding. If your only transaction. from any individual of $600 or more ofreason for filing Form 990-T is to claim a

Disclosure is required for a reportable mortgage interest (including points) in therefund of backup withholding, complete
transaction that is a listed transaction. A course of the organization’s trade orthe parts discussed on page 4 in steps
transaction is a listed transaction, if it is business and reimbursements of overpaid1-4 and attach a copy of the Form 1099
the same as or substantially similar to a interest.showing the withholding.
transaction the IRS has determined to be Information returns. OrganizationsConsolidated Returns a tax avoidance transaction and has been engaged in an unrelated trade or
identified as a listed transaction by notice,The consolidated return provisions of business may be required to file an
regulation, or other published guidance.section 1501 do not apply to exempt information return on Forms 1099-A, B,
See Notice 2001-51, 2001-34 I.R.B. 190,organizations, except for organizations DIV, INT, LTC, MISC, MSA, OID, R, and
for transactions identified by the IRS ashaving title holding companies. If a title S, to report acquisitions or abandonments
listed transactions. The listed transactionsholding corporation described in section of secured property through foreclosure;
identified in this notice will be updated in501(c)(2) pays any amount of its net proceeds from broker and barter
future published guidance.income for a tax year to an organization exchange transactions; certain dividends

exempt from tax under section 501(a) (or and distributions; interest income; certainSee Temporary Regulations section
would, except that the expenses of payments made on a per diem basis1.6011-4T for more details, including:
collecting its income exceeded that under a long-term care insurance• Definition of a reportable transactions,
income), and the corporation and contract, and certain accelerated deathlisted transactions, and substantially
organization file a consolidated return as benefits; miscellaneous income (e.g.,similar.
described below, then treat the title payments to providers of health and• Form and contents of the disclosure
holding corporation as being organized medical services, miscellaneous incomestatement.
and operated for the same purposes as payments, and nonemployee• Filing requirements for the disclosure
the other exempt organization (in addition compensation); distributions from anstatement.
to the purposes described in section Archer MSA; original issue discount;

Other Forms You May Need To501(c)(2)). distributions from retirement or
File profit-sharing plans, IRAs, SEPs, orTwo organizations exempt from tax

SIMPLEs, and insurance contracts; andForm W-2, Wage and Tax Statement,under section 501(a), one a title holding
proceeds from real estate transactions.and Form W-3, Transmittal of Wage andcompany, and the other earning income

Tax Statements. Use these forms tofrom the first, will be includible When filing the above noted
report wages, tips, other compensation,corporations for purposes of section information returns the
withheld income taxes, and withheld1504(a). If the organizations meet the organization must also file FormCAUTION

!
social security/Medicare taxes fordefinition of an affiliated group, and the 1096, Annual Summary and Transmittal
employees.other relevant provisions of Chapter 6 of of U.S. Information Returns.

the Code, then these organizations may Form 720. Use Form 720, Quarterly Form 4466. Use Form 4466, Corporation
file a consolidated return. The parent Federal Excise Tax Return, to report Application for Quick Refund of
organization must attach Form 851, environmental excise taxes, Overpayment of Estimated Tax, to apply
Affiliations Schedule, to the consolidated communications and air transportation for a quick refund, if the organization over
return. For the first year a consolidated taxes, fuel taxes, luxury tax on passenger paid its estimated tax for the year by at
return is filed, the title holding company vehicles, manufacturers taxes, ship least 10% of its expected income tax
must attach Form 1122, Authorization passenger tax, and certain other excise liability and at least $500.
and Consent of Subsidiary Corporation taxes. Form 5498. Use Form 5498, IRA andTo Be Included in a Consolidated Income

Coverdell ESA Contribution Information,See Trust fund recovery penaltyTax Return. See Regulations section
to report contributions (including rolloveron page 4.1.1502-100 for more information on
contributions) to any IRA, including aconsolidated returns. CAUTION

!
SEP, SIMPLE, Roth IRA, Coverdell ESA,
Roth conversions, IRA recharacterization,Form 926. File Form 926, Return by aTax Shelter Disclosure
and the fair market value of the account.U.S. Transferor of Property to a ForeignStatement

Corporation, if the organization is required Form 5498-MSA. Use Form 5498-MSA,For each reportable transaction in which to report certain transfers to foreign Archer MSA or Medicare+Choice MSAthe organization participated, directly or corporations under section 6038B. Information, to report contributions to anindirectly, it must attach a disclosure Archer MSA and the fair market value ofForm 940 or Form 940-EZ. Thestatement to its return for each tax year an Archer MSA or Medicare+Choiceorganization must file Form 940 or Formthat the Federal income tax liability of the MSA. For more information see the940-EZ, Employers’s Annual Federalorganization is affected by its participation general and specific Instructions forUnemployment (FUTA) Tax Return, if it isin the transaction. In addition, for the first Forms 1099, 1098, 5498, and W-2G.liable for FUTA tax.tax year a disclosure statement is
Form 5713. File Form 5713, Internationalattached to its return, the organization Form 941 or Form 943. The organization
Boycott Report, if the organization hadmust send a copy of the statement to the: must file Form 941, Employer’s Quarterly
operations in, or related to, certainInternal Revenue Service Federal Tax Return, or Form 943,
“boycotting” countries.LM:PFTG:OTSA Employer’s Annual Tax Return for

Large & Mid-Size Business Division Agricultural Employees, to report income Form 6198. File Form 6198, At-Risk
1111 Constitution Ave., NW tax withheld, and employer and employee Limitations, if the organization has a loss
Washington, DC 20224. social security and Medicare taxes. Also, from an at-risk activity carried on as a
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trade or business or for the production of amount of extraterritorial income that is accounting, actuarial science, performing
income. excluded from the organization’s gross arts, or consulting or

income for the tax year. • The organization’s average annualForm 8275 and 8275-R. Taxpayers and
gross receipts for the 3 prior tax yearsincome tax return preparers use Form Accounting Methods does not exceed $5 million.8275, Disclosure Statement, and Form

An accounting method is a set of rules This provision does not apply to any8275-R, Regulation Disclosure
used to determine when and how income amount if interest is required to be paidStatement, to disclose items or positions
and expenses are reported. Figure on the amount or if there is any penaltytaken on a tax return or that are contrary
taxable income using the method of for failure to timely pay the amount. Forto Treasury regulations (to avoid parts of
accounting regularly used in keeping the more information, see section 448(d)(5)the accuracy-related penalty or certain
organization’s books and records. and Chapter 11 of Pub 535, Businesspreparer penalties).

Expenses. Generally, permissible methodsForm 8300. File Form 8300, Report of
include: Change in accounting method.Cash Payments Over $10,000 Received • Cash, Generally, the organization must get IRSin a Trade or Business, if the organization • Accrual, or consent to change the method ofreceived more than $10,000 in cash or • Any other method authorized by the accounting used to report taxable incomeforeign currency in one transaction or in a
Internal Revenue Code. (for income as a whole or for any materialseries of related transactions. For more

In all cases, the method used must item). To do so, it must file Form 3115,information, see Form 8300 and
clearly show taxable income. Application for Change in AccountingRegulations section 1.6050I-1(c).

Method. For more information, see FormAccrual method. Generally, anForm 8697. Use Form 8697, Interest
3115 and Pub. 538, Accounting Periodsorganization must use the accrual methodComputation Under the Look-Back
and Methods. However, there are newof accounting if its average annual grossMethod for Completed Long-Term
procedures under which an organizationreceipts exceed $5 million. See sectionContracts, to figure the interest due or to
may obtain automatic consent for certain448(c). An organization engaged inbe refunded under the look-back method
changes in accounting method. See Rev.farming operations also must use theof section 460(b)(2). The look-back
Proc. 2002-9, 2002-3 I.R.B. 327, asaccrual method. For exceptions, seemethod applies to certain long-term
modified by Rev. Proc. 2002-19 and Rev.section 447.contracts that are accounted for under
Proc. 2002-54.If inventories are required, the accrualeither the percentage method or the

method generally must be used for sales Certain qualifying taxpayers orcompletion-capitalized cost method.
and purchases of merchandise. However, qualifying small business taxpayersForm 8865, Return of U.S. Person With
qualifying taxpayers and eligible (described on page 16) that want to useRespect To Certain Foreign Partnerships.
businesses of qualifying small business the cash method for an eligible trade orAn organization may have to file Form
taxpayers are excepted from using the business may get an automatic consent8865 if it:
accrual method for eligible trades or to change their method of accounting. For

1. Controlled a foreign partnership businesses and may account for details, see Rev. Proc. 2001-10, 2001-2
(i.e., owned more than a 50% direct or inventoriable items as materials and I.R.B. 272, Rev. Proc. 2002-28, 2002-18
indirect interest in the partnership). supplies that are not incidental. For I.R.B. 815, and Form 3115.

2. Owned at least a 10% direct or details, see Cost of Goods Sold on Section 481(a) adjustment. Theindirect interest in a foreign partnership page 16. organization may have to make anwhile U.S. persons controlled that
Under the accrual method, an amount adjustment under section 481(a) topartnership.

is includible in income when: prevent amounts of income or expense3. Had an acquisition, disposition, or • All the events have occurred that fix the from being duplicated or omitted. Thechange in proportional interest in a
right to receive the income, which is the section 481(a) adjustment period isforeign partnership that:
earliest of the date: (a) the required generally 1 year for a net negativea. Increased its direct interest to at performance takes place, (b) payment is adjustment and 4 years for a net positiveleast 10% or reduced its direct interest of due, or (c) payment is received and adjustment. However, an organizationat least 10% to less than 10%. • The amount can be determined with may elect to use a 1-year adjustmentb. Changed its direct interest by at reasonable accuracy. period if the net section 481(a)least a 10% interest.  See Regulations section 1.451-1(a) adjustment for the change is less than4. Contributed property to a foreign for details. $25,000. The organization must completepartnership in exchange for a partnership the appropriate lines of Form 3115 toGenerally, an accrual basis taxpayerinterest if: make the election. For more details oncan deduct accrued expenses in the taxa. Immediately after the contribution, the section 481(a) adjustment, see Rev.year when:the corporation owned, directly or Proc. 2002-9, 2002-19, and 2002-54.• All events that determine the liabilityindirectly, at least a 10% interest in the have occurred, Include any net positive section 481(a)foreign partnership; or • The amount of the liability can be adjustment on Form 990-T, page 1, lineb. The FMV of the property the figured with reasonable accuracy, and 12. If the net section 481(a) adjustment iscorporation contributed to the foreign • Economic performance takes place negative, report it on Form 990-T, page 1,partnership in exchange for a partnership with respect to the expense. line 28.interest, when added to other There are exceptions to the economiccontributions of property made to the Accounting Periodperformance rule for certain items,foreign partnership during the preceding The return must be filed using theincluding recurring expenses. See section12-month period, exceeds $100,000. organization’s established annual461(h) and the related regulations for the

accounting period. If the organization hasAlso, the organization may have to file rules for determining when economic
no established accounting period, file theForm 8865 to report certain dispositions performance takes place.
return on the calendar-year basis.by a foreign partnership of property it Nonaccrual experience method.

previously contributed to that foreign Accrual method organizations are not To change an accounting period, some
partnership if it was a partner at the time required to accrue certain amounts to be organizations may make a notation on a
of the disposition. For more details, received from the performance of timely filed Form 990, 990-EZ, 990-PF, or
including penalties that may apply, see services that, on the basis of their 990-T. Others may be required to file
Form 8865 and its separate instructions. experience, will not be collected, if: Form 1128, Application To Adopt,
Form 8873, Extraterritorial Income • The services are in the fields of health, Change, or Retain a Tax Year. For details
Exclusion. Use this form to report the law, engineering, architecture, on which procedure applies to your
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Coverdell ESA 530(a)organization, see Rev. Proc. 85-58, file its return. The organization must show
1985-2 C.B. 740, and the instructions for its 2003 tax year on the 2002 Form 990-T

Qualified State Tuition 529(a)Form 1128. and take into account any tax law
Programchanges that are effective for tax yearsIf the organization changes its

beginning after December 31, 2002.accounting period, file Form 990-T for the
Block C. Enter the total of theshort period that begins with the first day Name and Address end-of-year assets from theafter the end of the old tax year and ends The name and address on Form 990-T organization’s books of account.on the day before the first day of the new should be the same as the name andtax year. For the short period return, Block D. An employees’ trust describedaddress shown on the preprinted mailingfigure the tax by placing the in section 401(a) and exempt underlabel on Package 990 (or 990-PF). If anyorganization’s taxable income on an section 501(a) should enter its own trustinformation on the label is incorrect orannual basis. For details, see Pub. 538 identification number in this block.missing, cross out any errors, print theand section 443. correct information, and add any missing An IRA trust enters its own EIN in this

information.Reporting Form 990-T Information block. An IRA trust never uses a social
security number or the trustee’s EIN.on Other Returns Include the suite, room, or other unit

number after the street address. If theYour organization may be required to file An EIN is obtained by filing Form
Post Office does not deliver mail to thean annual information return on: SS-4, Application for Employer
street address and the organization has a• Form 990, Return of Organization Identification Number.
P.O. box, show the box number instead ofExempt From Income Tax;

Block E. Enter the applicable unrelatedthe street address.• Form 990-EZ, Short Form Return of
business activity code(s) that specificallyOrganization Exempt From Income Tax;

Change of name. If the describes the organization’s unrelated• Form 990-PF, Return of Private
organization has changed its business activity. If a specific activity codeFoundation or Section 4947(a)(1)
name, it must check the box next does not accurately describe theCAUTION

!
Nonexempt Charitable Trust Treated as a

to “Name of organization” and also organization’s activities, then choose aPrivate Foundation; OR
provide the following when filing this general code that best describes its• Form 5500, Annual Return/Report of
return, if it is: activity. These codes are listed on pageEmployee Benefit Plan.

20.If so, include on that information return • A corporation or is incorporated with
the unrelated business gross income and the state, an amendment to the articles of Block F. If the organization is covered by
expenses (but not including the specific incorporation along with proof of filing with a group exemption, enter the group
deduction claimed on line 33, page 1, or the state is required. exemption number.
any expense carryovers from prior years) • A trust, an amendment to the trust

Block G. Check the box that describesreported on Form 990-T for the same tax agreement is required along with the
your organization.year. trustee(s) signature.

• An association or an unincorporated “Other trust” includes IRAs, SEPs,Rounding Off to Whole Dollars association, an amendment to the articles SIMPLEs, Roth IRAs, Coverdell IRAs,
The organization may show amounts on of association, constitution, by-laws or and Archer MSAs.
the return and accompanying schedules other organizing document is required

Section 529 organizations check theas whole-dollars. To do so, drop any along with signatures of at least two
501(c) corporation or 501(c) trust boxamount less than 50 cents and increase officers/members.
depending on whether the organization isany amount from 50 cents through 99
a corporation or a trust. Also, be sure theBlocks A through Jcents to the next higher dollar.
box for 529(a) in Block B is checked.

Block A. If the organization has changedAttachments
If you check “501(c) corporation,”its address since it last filed a return,If you need more space on the form or leave line 36 blank. If you check “501(c)check Block A.schedules, attach separate sheets. On trust,” “401(a) trust,” or “Other trust” leavethe attachment, write the corresponding If a change in address occurs after lines 35a, b, and c blank.form or schedule number or letter and the return is filed, use Form 8822,

Block H. Describe the primary unrelatedfollow the same format. Show totals on Change of Address, to notify the
TIP

business activity of your organizationthe printed form. Also, include the IRS of the new address.
based on unrelated income. Attach aorganization’s name and EIN. The

Block B. Check the box under which the schedule if more space is needed.separate sheets should be the same size
organization receives its tax exemption.as the printed form and should be Block I. Check the “Yes” box if your

attached after the printed form. Qualified pension, profit-sharing, and organization is a corporation and either 1
stock bonus plans should check the 501 or 2 below applies:
box and enter “a” between the first set of

1. The corporation is a subsidiary inparenthesis.
an affiliated group (defined in sectionSpecific Instructions

For other organizations exempt under 1504) but is not filing a consolidated
section 501, check the box for 501 and return for the tax year with that group.
enter the section that describes their taxPeriod Covered 2. The corporation is a subsidiary in a
exempt status, for example, 501(c)(3). parent-subsidiary controlled groupFile the 2002 return for calendar year

(defined in section 1563).2002 or a fiscal year beginning in 2002 For tax exempts that do not receive
and ending 2003. For a fiscal year, fill in their exemption under section 501, use

Excluded member. If the corporationthe tax year information at the top of the the following guide.
is an “excluded member” of a controlledform.
group (see section 1563(b)(2)), it is stillIf you are a . . . . . . Then check this boxNote: The 2002 Form 990-T may also be considered a member of a controlledused if: IRA, SEP, or SIMPLE 408(e) group for purposes of Block I.• The organization has a tax year of less

Roth IRA 408Athan 12 months that begins and ends in Block J. Enter the name of the person
2003 and who has the organization’s books andArcher MSA 220(e)• The 2003 Form 990-T is not available records and the telephone number at
at the time the organization is required to which he or she can be reached.
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• Dealer dispositions of property before disposition of debt-financed property isPart I—Unrelated Trade or
March 1, 1986. the same percentage as the highest

Business Income • Dispositions of property used or acquisition indebtedness for the property
produced in the trade or business of for the 12-month period before the date ofComplete column (A), lines 1 through 13.
farming. disposition is to the average adjustedIf the amount on line 13 is $10,000 or
• Certain dispositions of timeshares and basis of the property. The percentageless, you may complete only line 13 for
residential lots reported under the may not be more than 100%. See thecolumns (B) and (C). These filers do not
installment method. instructions for Schedule E, column 5, tohave to complete Schedules A through K

Attach a schedule showing the determine adjusted basis and average(however, refer to applicable schedules
following information for the current and adjusted basis.when completing column (A)). If the
the 3 preceding years:amount on line 13, column (A), is more If debt-financed property is depreciable

than $10,000, complete all lines and 1. Gross sales, or depletable property, the provisions of
schedules that apply. 2. Cost of goods sold, sections 1245, 1250, 1252, 1254, and

3. Gross profits, 1255 must be considered first.Extraterritorial income. Except as
4. Percentage of gross profits to grossotherwise provided in the Internal Example. On January 1, 2001, an

sales,Revenue Code, gross income includes all exempt educational corporation, using
5. Amount collected, andincome from whatever source derived. $288,000 of borrowed funds, purchased
6. Gross profit on amount collected.Gross income, however, does not include an office building for $608,000. The only

extraterritorial income that is qualifying adjustment to basis was $29,902 forNonaccrual experience method.foreign trade income. Use Form 8873 to depreciation (straight line method underOrganization’s that qualify to use thefigure the exclusion. Report it on Form MACRS over the 39-year recovery periodnonaccrual experience method (explained990-T under “Other deductions,” line 28. for nonresidential real property). Theon page 6) should attach a schedule corporation sold the building onLine 1a—Gross Receipts or showing total gross receipts, amounts not December 31, 2002, for $640,000. At theaccrued as a result of the application ofSales date of sale, the adjusted basis of thesection 448(d)(5), and the net amountEnter the gross income from any building was $578,098 ($608,000 −accrued. Enter the net amount on line 1a.unrelated trade or business regularly $29,902) and the indebtedness remained
carried on that involves the sale of goods at $288,000. The adjusted basis of theLine 4a—Capital Gain Net
or performance of services. property on the first day of the year ofIncome

disposition was $593,037. The averageA section 501(c)(7) social club Generally, organizations required to file adjusted basis is $585,568 (($593,037 +would report its restaurant and bar Form 990-T (except organizations $578,098) ÷ 2). The debt/basisreceipts from nonmembers on line described in sections 501(c)(7), (9), and
TIP

percentage is 49% ($288,000 ÷1, but would report its investment income (17)) are not taxed on the net gains from $585,568).on line 9 and in Schedule G. the sale, exchange, or other disposition of
The taxable gain is $30,332 (49% ×property. However, net capital gains onAdvance payments. In general,

($640,000 − $578,098)). This is adebt-financed property, capital gains onadvanced payments are reported in the
long-term capital gain. A corporationcutting timber, and ordinary gains onyear of receipt. To report income from
should enter the gain on line 6, Part II,sections 1245, 1250, 1252, 1254, andlong-term contracts, see section 460. For
Schedule D (Form 1120).  A trust should1255 property are taxed. See Form 4797,special rules for reporting certain
enter the gain on Schedule D (FormSales of Business Property, and itsadvanced payments for goods and
1041). Both should attach a statement toinstructions for additional information.long-term contracts, see Regulations
the return showing how the gain wassection 1.451-5. For permissible methods  Also, any capital gain or loss passed figured.for reporting advanced payments for through from an S corporation or any gain

services by an accrual method or loss on the disposition of S corporation Line 4b—Net Gain or (Loss)
organization, see Rev. Proc. 71-21, stock by a qualified tax exempt (see S Show gains and losses on other than
1971-2 C.B. 549. Corporations under the line 5 capital assets on Form 4797. Enter on

instructions) is taxed as a capital gain orInstallment sales. Generally, the this line the net gain or (loss) from Part II,
loss.installment method cannot be used for line 18, Form 4797.

dealer dispositions of property. A “dealer Capital gains and losses should be An exempt organization using Formdisposition” is (a) any disposition of reported by a trust on Schedule D (Form 4797 to report ordinary gain on sectionspersonal property by a person who 1041), Capital Gains and Losses, and by 1245, 1250, 1252, 1254, and 1255regularly sells or otherwise disposes of a corporation on Schedule D (Form property will include only depreciation,personal property of the same type on the 1120), Capital Gains and Losses. amortization, or depletion allowed orinstallment plan or (b) any disposition of allowable in figuring unrelated businessAn organization that transfersreal property held for sale to customers in taxable income or taxable income of thesecurities it owns for the contractualthe ordinary course of the taxpayer’s organization (or a predecessorobligation of the borrower to returntrade or business. These restrictions on organization) for a period when it was notidentical securities recognizes no gain orusing the installment method do not apply exempt.loss. To qualify for this treatment, theto dispositions of property used or
organization must lend the securitiesproduced in a farming business or sales Line 4c—Capital Lossunder an agreement that requires:of timeshares and residential lots for Deduction for Trusts

1. The return of identical securities;which the organization elects to pay If a trust has a net capital loss, it is2. The payment of amountsinterest under section 453(l)(3). subject to the limitations of Schedule Dequivalent to the interest, dividends, andFor sales of timeshares and residential (Form 1041). Enter on this line the lossother distributions that the owner of thelots reported under the installment figured on Schedule D (Form 1041).securities would normally receive; andmethod, the organization’s income tax is 3. The risk of loss or opportunity for Line 5—Income or (Loss) Fromincreased by the interest payable under gain not be lessened. Partnerships and Ssection 453(l)(3). To report this addition to
the tax, see the instructions for line 42. See section 512(a)(5) for details. Corporations

Enter on line 1a (and carry to line 3), Debt-financed property disposition. Combine all partnership income or loss
the gross profit on collections from The amount of gain or loss to be reported (determined below) with all S corporation
installment sales for any of the following: on the sale, exchange, or other income or loss and enter it on line 5.
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However, for limitations on losses for method. Attach a separate schedule of organization with respect to an excess
certain activities, see Form 6198 and, for any items of other income to your return. distribution.
trusts, Form 8582, Passive Activity Loss • Organizations described in section
Limitations, or, for corporations, Form 501(c)(19). Enter the net income from Part II—Deductions Not
8810, Corporate Passive Activity Loss insurance business that was not properly Taken Elsewhereand Credit Limitations, and sections 465 set aside. These organizations may set

If the amount on Part I, line 13, columnand 469. aside income from payments received for
(A), is $10,000 or less, you do not have tolife, sick, accident, or health insurance for

Partnerships complete lines 14 through 28 of Part II.members of the organization or their
If the organization is a partner in a However, you must complete lines 29dependents:
partnership carrying on an unrelated trade through 34 of Part II.1. To provide for the payment of
or business, enter the organization’s Directly connected expenses. Onlyinsurance benefits; or
share (whether or not distributed) of the expenses directly connected with2. For a purpose specified in section
partnership’s income or loss from the unrelated trade or business income170(c)(4) (religious, charitable, scientific,
unrelated trade or business. (except contributions) may be deductedliterary, educational, etc.); or

on these lines (see Directly connected3. For administrative costs directlyFigure the gross income and
expenses on page 3). Contributions mayconnected with benefits described in 1deductions of the partnership in the same
be deducted, whether or not directlyand 2 above.way you figure unrelated trade or
connected. Do not separately include inAmounts set aside and used forbusiness income the organization earns
Part II any expenses that are reported inpurposes other than those in 1, 2, or 3directly.
Schedules A through J, other than excessabove, must be included in unrelatedAttachment. Attach a statement to this
exempt expenses entered on line 26 andbusiness taxable income for the tax yearreturn showing the organization’s share of
excess readership costs entered on lineif they were previously excluded fromthe partnership’s gross income from the
27. For example, officers’ compensationtaxable income.unrelated trade or business, and its share
allocable to advertising income isAny amount spent for a purposeof the partnership deductions directly
reported on Schedule J only, and shoulddescribed in section 170(c)(4) is firstconnected with the unrelated gross
not be included on Schedule K or line 14considered paid from funds earned by theincome. Also, see Attachments on page
of Part II.organization from insurance activities if7 for other information you need to

the income is not used for the insuranceinclude. Limitations on Deductions
activities.

The following items discuss certain areasS Corporations Expenditures for lobbying are not in which the amount of the deduction mayFor tax years beginning after December considered section 170(c)(4) expenses. to some extent be limited.31, 1997, qualified tax exempts can be • Income from property financed with
shareholders in an S corporation without Activities Lacking a Profit Motivequalified 501(c)(3) bonds. If any part of
the S corporation losing its status as an S the property is used in a trade or business If income is attributable to an activity
corporation. Qualified tax exempts that of any person other than a section lacking a profit motive, a loss from the
hold stock in an S corporation treat their 501(c)(3) organization or a governmental activity cannot be claimed on Form 990-T.
stock interest as an unrelated trade or unit, your section 501(c)(3) organization is Therefore, in Part I, column (B) and Part
business. All items of income, loss, or considered to have received unrelated II, the total of deductions for expenses
deduction are taken into account in business income in the amount of the directly connected with income from an
figuring unrelated business taxable greater of the actual rental income or the activity lacking a profit motive is limited to
income. Report on line 4 any gain or loss fair rental value of the property for the the amount of that income. Generally, an
on the disposition of S corporation stock. period it is used. No deduction is allowed activity lacking a profit motive is one that

for interest on the private activity bond.Qualified tax exempts. A qualified tax is not conducted for the purpose of
Report the greater of the actual rent orexempt is an organization that is producing a profit or one that has
the fair rental value on line 12. Reportdescribed in section 401(a) (qualified consistently produced losses when both
allowable deductions in Part II. Seestock bonus, pension, and profit-sharing direct and indirect expenses are taken
section 150(b)(3) for more information.plans) or 501(c)(3) and exempt from tax into account.
• Passive foreign investment companyunder section 501(a). Transactions Between Related(PFIC) shareholders. If your organizationException. Employer stock ownership Taxpayersis a direct or indirect shareholder of aplans (ESOPs) do not follow these S

Generally, an accrual basis taxpayer mayPFIC within the meaning of section 1296,corporation rules if the S corporation
only deduct business expenses andit may have income tax consequencesstock is an employer security as defined
interest owed to a related party in theunder section 1291 on the disposition ofin section 409(l).
year the payment is included in thethe PFIC stock or on receipt of an excess

Attachment. Attach a statement to this income of the related party. See sectionsdistribution from the PFIC, described in
return showing the qualified tax exempt’s 163(e)(3), 163(j), and 267 for limitationssection 1291(a). Your organization may
share of all items of income, loss, or on deductions for unpaid interest andhave current income under section 1293 if
deduction. Show capital gains and losses expenses.the PFIC is a qualified electing fund
separately and include them on line 4a. (QEF) with respect to the organization. Preference ItemsCombine the income, loss, and Include on line 12 the portion of an
deductions (except for the capital gains Corporations may be required to adjustexcess distribution or section 1293
and losses) on the statement. If you hold deductions for depletion of iron ore andinclusion that is taxable as unrelated
stock in more than one S corporation, coal, intangible drilling and explorationbusiness taxable income. See Form
total the combined amounts. Also, see and development costs, and the8621, Return by a Shareholder of a
Attachments on page 7 for other amortizable basis of pollution controlPassive Foreign Investment Company or
information you need to include. facilities. See section 291 to determineQualified Electing Fund, for more

the amount of the adjustment.information on reporting excessLine 12—Other Income
distributions and current income Section 263A UniformEnter on line 12 any item of unrelated inclusions. Capitalization Rulesbusiness income that is not reportable

elsewhere on the return. Include See the instructions for Lines 35c and These rules require organizations to
recoveries of bad debts deducted in 36 in Part III for reporting the deferred tax capitalize or include as inventory cost
earlier years under the specific charge-off amount that may be owed by your certain costs incurred in connection with:
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• The production of real property and manner as materials and supplies that are The organization may be able to
tangible personal property held in not incidental. See Schedule A—Cost of deduct otherwise nondeductible
inventory or held for sale in the ordinary Goods Sold on page 16 for details. travel, meals, and entertainment

TIP

course of business. expenses if the amounts are treated as
Additional information. For more• Real property or personal property held compensation and reported on Form W-2
details on the uniform capitalization rules,in inventory (tangible and intangible) for an employee or Form 1099-MISC for
see Regulations sections 1.263A-1acquired for resale. an independent contractor.
through 1.263A-3.• The production of real property and Certain Expenses For Whichtangible personal property produced by Travel, Meals, and Entertainment Credits Are Allowablethe organization for use in its trade or
Subject to limitations and restrictions For each of the credits listed below, thebusiness or in an activity engaged in for
discussed below, an organization can organization must reduce the otherwiseprofit.
deduct ordinary and necessary travel, allowable deductions for expenses usedTangible personal property produced
meals, and entertainment expenses paid to figure the credit by the amount of theby an organization includes a film, sound
or incurred in its trade or business. Also, current year credit:recording, videotape, book, or similar
special rules apply to deductions for gifts,property. 1. The credit for increasing research
skybox rentals, luxury water travel, activities,Indirect expenses. Organizations convention expenses, and entertainment 2. The enhanced oil recovery credit,subject to the section 263A uniform tickets. See section 274 and Pub. 463 for 3. The disabled access credit,capitalization rules are required to more details. 4. The employer credit for socialcapitalize direct costs and an allocable

security and Medicare taxes paid onpart of most indirect costs (including Travel. The organization cannot deduct
certain employee tips, andtaxes) that benefit the assets produced or travel expenses of any individual

5. The orphan drug credit.acquired for resale or are incurred by accompanying an organization’s officer or
reason of the performance of production employee, including a spouse or If the organization has any of these
or resale activities. dependent of the officer or employee, credits, be sure to figure each current

unless:For inventory, some of the indirect year credit before figuring the deduction
• That individual is an employee of theexpenses that must be capitalized are: for expenses on which the credit is based.
organization and• Administration expenses, Business Startup Expenses• His or her travel is for a bona fide• Taxes,

Business startup expenses must bebusiness purpose and would otherwise be• Depreciation,
capitalized unless an election is made todeductible by that individual.• Insurance,
amortize them over a period of 60• Compensation paid to officers Meals and entertainment. Generally, months. See section 195 and Regulationsattributable to services, the organization can deduct only 50% of section 1.195-1.• Rework labor, and the amount otherwise allowable for meals• Contributions to pension, stock bonus, Line 16—Repairs andand entertainment expenses paid orand certain profit-sharing, annuity, or incurred in its trade or business. In Maintenancedeferred compensation plans. addition (subject to exceptions under Enter the cost of incidental repairs andRegulations section 1.263A-1(e)(3) section 274(k)(2)): maintenance not claimed elsewhere onspecifies other indirect costs that relate to • Meals must not be lavish or the return, such as labor and supplies,production or resale activities that must extravagant; that do not add to the value orbe capitalized and those that may be • A bona fide business discussion must appreciably prolong the life of thecurrently deductible. occur during, immediately before, or property.Interest expense. Interest expense paid immediately after the meal; and

or incurred during the production period of Line 17—Bad Debts• An employee of the organization must
designated property must be capitalized be present at the meal. Enter the total receivables from unrelated
and is governed by special rules. For business activities that were previouslyMembership dues. The organizationmore details, see Regulations section included in taxable income and thatmay deduct amounts paid or incurred for1.263A-8 through 1.263A-15. became worthless in whole or in partmembership dues in civic or publicWhen are section 263A capitalized during the tax year.service organizations, professionalcosts deductible? The costs required to

organizations (such as bar and medical Line 18—Interestbe capitalized under section 263A are not
associations), business leagues, trade Attach a separate schedule listing thedeductible until the property (to which the
associations, chambers of commerce, interest being claimed on this line.costs relate) is sold, used, or otherwise
boards of trade, and real estate boards.disposed of by the organization. • Interest allocation. If the proceeds ofHowever, no deduction is allowed if a

Exceptions. Section 263A does not a loan were used for more than oneprincipal purpose of the organization is to
apply to: purpose (e.g., to purchase a portfolioentertain, or provide entertainment• Personal property acquired for resale if investment and to acquire an interest in afacilities for members or their guests. In
the organization’s average annual gross passive activity), an interest allocationaddition, organizations may not deduct
receipts for the 3 prior tax years were $10 must be made. See Temporarymembership dues in any club organized
million or less. Regulations section 1.163-8T for thefor business, pleasure, recreation, or• Timber. interest allocation rules.other social purpose. This includes• Most property produced under • Tax-exempt interest. Do not includecountry clubs, golf and athletic clubs,
long-term contract. interest on indebtedness incurred orairline and hotel clubs, and clubs• Certain property produced in a farming continued to purchase or carryoperated to provide meals under
business. obligations, on which the interest incomeconditions favorable to business• Research and experimental costs is totally exempt from income tax. Fordiscussion.
under section 174. exceptions, see section 265(b).
• Intangible drilling costs for oil, gas, and Entertainment facilities. The • Prepaid interest. Generally, a cash
geothermal property. organization cannot deduct an expense basis taxpayer cannot deduct prepaid
• Mining exploration and development paid or incurred for a facility (such as a interest allocable to years following the
costs. yacht or hunting lodge) used for an current tax year. For example, in 2002 a
• Inventory of an organization that activity usually considered entertainment, cash basis calendar year taxpayer
accounts for inventories in the same amusement, or recreation. prepaid interest on a loan. The taxpayer
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can deduct only that part of the prepaid years. The deduction for contributions will Trusts. In general:
interest that was for the use of the loan be allowed whether or not directly 1. For contributions to organizations
before January 1, 2003. connected with the carrying on of a trade described in section 170(b)(1)(A), the
• Straddle interest. Generally, the or business. amount claimed may not be more than
interest and carrying charges on straddles 50% of the unrelated business taxableContributions of property other than
cannot be deducted and must be income figured without this deduction;cash. If a contribution is in property other
capitalized. See section 263(g). andthan cash and the deduction claimed for• Original issue discount. See section 2. For contributions to otherthe property exceeds $500, attach a
163(e)(5) for special rules for the organizations, the amount claimed mayschedule describing the kind of property
disqualified portion of original issue not be more than the smaller of:contributed and the method used in
discount on a high yield discount determining its FMV. If the total claimed a. 30% of unrelated business taxableobligation. deduction for all property contributed was income figured without this deduction; or• Related party interest. Certain interest more than $5,000, attach Form 8283, b. The amount by which 50% of thepaid or accrued by the organization Noncash Charitable Contributions, to the unrelated business taxable income is(directly or indirectly) to a related person return. more than the contributions allowed in 1may be limited if no tax is imposed on above.If the organization made a qualifiedsuch interest. See section 163(j) for more

conservation contribution under sectiondetails.
170(h), also include the FMV of the Contributions not allowable in• Interest allocable to the production
underlying property before and after the whole or in part because of theof designated property. Do not deduct
donation, the type of legal interest limitations may not be deductedinterest on debt allocable to the

TIP

contributed, and describe the as a business expense, but may beproduction of designated property.
conservation purpose furthered by the carried over to the next 5 tax years.Interest that is allocable to such property
donation.produced by an organization for its own

Substantiation requirements.use or for sale must be capitalized. An If a contribution carryover is included,
Generally, no deduction is allowed for anyorganization must also capitalize any show the amount and how it was
contribution of $250 or more, unless theinterest on debt allocable to an asset determined.
organization gets a writtenused to produce the above property. See For special rules for certain acknowledgment from the charitablesection 263A(f) and Regulations sections contributions of ordinary income and organization by the earlier of the due date1.263A-8 through 1.263A-15 for capital gain property, see section 170(e). (including extensions) for filing Formdefinitions and more information.
990-T, or the date Form 990-T is filed.If a charitable contribution deduction is• Interest on below-market loans. See
However, see section 170(f)(8) and thetaken for property sold to a charitablesection 7872 for special rules regarding
related regulations for exceptions to thisorganization, the adjusted basis forthe deductibility of foregone interest on
rule. Do not attach the writtendetermining gain from the sale is ancertain below-market-rate loans.
acknowledgment to Form 990-T, but keepamount that is in the same ratio to the
it with the organization’s records.adjusted basis as the amount realized isLine 19—Taxes and Licenses

to the FMV of the property.Enter taxes and license fees paid or The written acknowledgment must
Corporations. The total amount claimedaccrued during the year, but do not show:
may not be more than 10% of unrelatedinclude the following: 1. The amount of cash contributed,business taxable income figured without• Federal income taxes. 2. A description of any propertyregard to the deduction for charitable• Foreign or U.S. possession income contributed,contributions.taxes if a tax credit is claimed. Note: For 3. Whether the charitable organization

special rules on possession income Charitable contributions over the 10% provided any goods or services to the
taxes, see the Instructions for Form 5735, limitation may not be deducted for the tax donor, and
Possessions Corporation Tax Credit year, but may be carried over to the next 4. A description and a good-faith(Under Sections 936 and 30A). 5 tax years. estimate of the value of any goods and• Taxes not imposed on your services provided to the donor inIn figuring the charitable contributionsorganization. exchange for the donation, unless:deduction, if the corporation has an NOL• Taxes, including state or local sales

carryover to the tax year, the 10% limit is a. The goods and services havetaxes, paid or incurred in connection with
applied using the taxable income after insubstantial value,an acquisition or disposition of property
taking into account any deduction for the b. A statement is included that these(these taxes must be treated as part of
NOL. goods and services consist solely ofthe cost of the acquired property or, in the

intangible religious benefits, orTo figure the amount of any remainingcase of a disposition, as a reduction in the
c. Certain types of benefits areNOL carryover to later years, taxableamount realized on the disposition).

received that are customarily provided inincome must be modified. See section• Taxes assessed against local benefits
exchange for membership payments of172(b). To the extent charitablethat increase the value of the property
$75 or less a year.contributions are used to reduce taxableassessed (such as for paving, etc.).

income for this purpose and increase a• Taxes deducted elsewhere on the Generally, if your organization makes
net operating loss carryover, areturn, such as those reflected in cost of a charitable contribution of more than $75
contributions carryover is not allowed.good sold. and receives something in return (a quid
See section 170(d)(2)(B).See section 164(d) for apportionment pro quo contribution), the amount of the

of taxes on real property between the Corporations on the accrual basis may contribution deductible for Federal income
buyer and seller. elect to deduct contributions paid by the tax purposes is limited to the amount by

15th day of the 3rd month after the end of which the contribution exceeds the valueLine 20—Charitable the tax year if the contributions are of the goods or services received. The
Contributions authorized by the board of directors charitable organization that solicits or
Enter contributions or gifts actually paid to during the tax year. Attach a declaration receives the contribution must inform you
another organization within the tax year to to the return, signed by an officer, stating of this by written statement and must
or for the use of charitable and that the resolution authorizing the provide your organization with a
governmental organizations described in contributions was adopted by the board of good-faith estimate of the value of goods
section 170(c). Also, enter any unused directors during the tax year. Also, attach or services given in return for the
contributions carried over from earlier a copy of the resolution. contribution.
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An organization must keep records, claimed on this line. Deduct only items Members of a controlled group are
required by the regulations under section directly connected with the unrelated entitled to one $50,000, one $25,000, and
170, for all its charitable contributions. trade or business for which income is one $9,925,000 taxable income bracket

reported in Part I. amount (in that order) on line 35a.Contributions to organizations
conducting lobbying activities. When a controlled group adopts orDo not deduct fines or penalties paid
Charitable contributions made to an later amends an apportionment plan,to a government for violating any law.
organization conducting lobbying each member must attach to its tax return

Line 31—Net Operating Lossactivities are not deductible if: a copy of its consent to this plan. The
(NOL) Deduction• The lobbying activities relate to matters copy (or an attached statement) must

of direct financial interest to the donor’s show the part of the amount in eachThe NOL deduction is the total of the net
trade or business, and taxable income bracket apportioned tooperating loss carryovers and carrybacks
• The principal purpose of the that member. See Regulations sectionthat can be deducted in the tax year. See
contribution was to avoid Federal income 1.1561-3(b) for other requirements andsection 172(a).
tax by obtaining a deduction for activities for the time and manner of making theTo be deductible, an NOL must havethat would have been nondeductible consent.been incurred in an unrelated trade orunder the lobbying expense rules if Equal apportionment plan. If nobusiness activity. The amount of an NOLconducted directly by the donor. See apportionment plan is adopted, memberscarryback or carryover is determinedsection 170(f)(9) for more details. of a controlled group must divide theunder section 172. See Regulations
Contributions of computer technology amount in each taxable income bracketsection 1.512(b)-1(e). For more
and equipment to schools. A equally among themselves. For example,information about NOLs, see Pub. 536,
corporation may take an increased Controlled Group AB consists ofNet Operating Losses.
deduction under section 170(e)(6) for Corporation A and Corporation B. They

Line 33—Specific Deductionqualified contributions of computer do not elect an apportionment plan.
technology or equipment for educational Therefore, Corporation A and CorporationA specific deduction of $1,000 is allowed
purposes. B are each entitled to $25,000 (one-halfexcept for computing the net operating

of $50,000) in the $50,000 taxableloss and the net operating loss deductionLine 21—Depreciation income bracket on line 35a(1), $12,500under section 172.
Besides depreciation, include on line 21 (one-half of $25,000) in the $25,000Only one specific deduction may bethe part of the cost, under section 179, taxable income bracket on line 35a(2),taken, regardless of the number ofthat the organization elected to expense and $4,962,500 (one-half of $9,925,000)unrelated businesses conducted.for certain tangible property placed in in the $9,925,000 taxable income bracketHowever, a diocese, province of aservice during tax year 2002 or carried on line 35a(3).religious order, or convention orover from 2001. See Form 4562, Unequal apportionment plan.association of churches is allowed oneDepreciation and Amortization, and its Members of a controlled group may electspecific deduction for each parish,instructions. an unequal apportionment plan and divideindividual church, district, or other local

the taxable income brackets as they want.unit that regularly conducts an unrelatedLine 23—Depletion
There is no need for consistency amongtrade or business. This applies only toSee sections 613 and 613A for
taxable income brackets. Any member ofthose parishes, districts, or other localpercentage depletion rates for natural
the controlled group may be entitled to all,units that are not separate legal entities,deposits. Attach Form T, Forest Activities
some, or none of the taxable incomebut are components of a larger entitySchedules, if a deduction is taken for
bracket. However, the total amount for all(diocese, province, convention, ordepletion of timber.
members cannot be more than the totalassociation). Each specific deduction will
amount in each taxable income bracket.Line 24—Contributions to be the smaller of $1,000 or the gross

income from any unrelated trade orDeferred Compensation Plans Additional 5% tax and additional 3%
business the local unit conducts. If you tax. Members of a controlled group areEmployers who maintain pension,
claim a total specific deduction larger than treated as one corporation to figure theprofit-sharing, or other funded deferred
$1,000, attach a schedule showing how applicability of the additional 5% tax thatcompensation plans are generally
you figured the amount. must be paid by corporations with taxablerequired to file Form 5500. This

income over $100,000 and the additionalThe diocese, province of a religiousrequirement applies whether or not the
3% tax that must be paid by corporationsorder, or convention or association ofplan is qualified under the Internal
with taxable income over $15 million. Ifchurches must file a return reporting theRevenue Code and whether or not a
either additional tax applies, eachgross income and deductions of all itsdeduction is claimed for the current tax
member of the controlled group will payunits that are not separate legal entities.year. Section 6652(e) imposes a penalty
that tax based on the part of the amountThese local units cannot file separatefor late filing of these forms. In addition,
that is used in each taxable incomereturns because they are not separatelythere is a penalty for overstating the
bracket to reduce that member’s tax. Seeincorporated. Local units that arepension plan deduction. See section
section 1561(a). Each member mustseparately incorporated must file their6662(f).
enter its share of the additional 5% tax onown returns and cannot be included withLine 25—Employee Benefit line 35b(1) and its share of the additionalany other entity except for a title holding
3% tax on line 35b(2) and attach to its taxPrograms company. See the instructions under
return a schedule that shows the taxableConsolidated Returns on page 5.Enter the amount of contributions to
income of the entire group, as well asemployee benefit programs (e.g., For details on the specific deduction, how its share of the additional tax wasinsurance, health and welfare programs) see section 512(b)(12) and the related figured.that are not an incidental part of a regulations.

deferred compensation plan included on Lines 35c and 36
line 24. Part III—Tax Computation Deferred tax amount under section
Line 28—Other Deductions 1291. If your organization has an excessLines 35a and 35bEnter on this line the deduction taken for distribution from a passive foreign
amortization (see Form 4562) as well as Corporate members of a controlled investment company (PFIC) that is
other authorized deductions for which no group, as defined in section 1563, must taxable as unrelated business taxable
space is provided on the return. Attach a check the box on line 35 and complete income, the organization may owe the
separate schedule listing the deductions lines 35a and 35b. deferred tax amount defined in section
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6,750 9,200 1,671.00 + 35% 6,7501291(c)(1). The portion of the deferred tax Tax Computation Worksheet for
amount that is the aggregate increases in 9,200 - - - - -  2,528.50 +Members of a Controlled Group 9,20038.6%taxes (described in section 1291(c)(2)) (Keep for your records)
must be included in the amount entered

Each member of a controlled group must compute the taxon line 35c or 36. Write to the left of line
using the computation below: Line 37— Proxy Tax35c or 36, “Sec. 1291” and the amount.
1. Enter unrelated business taxableDo not include on line 35c or 36 the To pay the section 6033(e)(2) proxy tax

income (line 34, page 1, Form 990-T)portion of the deferred tax amount that is on nondeductible lobbying and political
2. Enter line 1 or corporation’s share ofthe aggregate amount of interest expenditures, enter the proxy tax on line

the $50,000 taxable income bracket,determined under section 1291(c)(3). 37 and attach a schedule showing the
whichever is less . . . . . . . . . . . . . .Instead, write “Sec. 1291 interest” and the computation.

3. Subtract line 2 from line 1 . . . . . . . .amount in the bottom right margin of page
Exempt organizations, except section2, Form 990-T. See Part IV of Form 4. Enter line 3 or corporation’s share of

501(c)(3) and certain otherthe $25,000 taxable income bracket,8621, Return by a Shareholder of a
whichever is less . . . . . . . . . . . . . . organizations, must include certainPassive Foreign Investment Company or

information regarding lobbying5. Subtract line 4 from line 3 . . . . . . . .Qualified Electing Fund.
expenditures on Form 990. In addition,6. Enter line 5 or corporation’s share ofLine 35c—Corporations organizations may have to providethe $9,925,000 taxable income bracket,

Use the Tax Rate Schedule for notices to members regarding their sharewhichever is less . . . . . . . . . . . . . .
Corporations below to figure the tax. of dues to which the expenditures are7. Subtract line 6 from line 5 . . . . . . . .
Exception: Members of a controlled allocable. See Form 990 instructions and

8. Enter 15% of line 2 . . . . . . . . . . . .group use the Tax Computation Rev. Proc. 98-19, 1998-1 C.B. 547 for
9. Enter 25% of line 4 . . . . . . . . . . . .Worksheet for Members of a Controlled exceptions and other details.

Group on this page to figure the tax. 10. Enter 34% of line 6 . . . . . . . . . . . .
If the organization elects not to provideMembers of a controlled group should 11. Enter 35% of line 7 . . . . . . . . . . . . the notices described above, it must paysee the instructions on page 12 for lines 12. If the taxable income of the controlled the proxy tax described in section35a and 35b. Members of a controlled group exceeds $100,000, enter this 6033(e)(2). If the organization does notgroup must attach a statement member’s share of the smaller of: (a)

include the entire amount of allocable5% of the excess over $100,000, or (b)showing the computation of the tax
dues in the notices, it may have to pay$11,750. (See instructions forentered on line 35c.

additional 5% and additional 3% tax.) the proxy tax. This tax is not applicable
to section 501(c)(3) organizations.13. If the taxable income of the controlled

group exceeds $15 million, enter this Figure the proxy tax by multiplying theTax Rate Schedule for Corporations
member’s share of the smaller of: (a) aggregate amount not included in the(Internal Revenue Code – Section 11) 3% of the excess over $15 million, or notices described above by 35%. No
(b) $100,000. (See instructions for deductions are allowed.additional 5% and additional 3% tax.)If the amount on line Enter on line 35c, page 2:

34, page 1 is: 14. Add lines 8 through 13. Enter here and Line 38—Alternative Minimum
on line 35c, page 2, Form 990-T . . . .

Of the Tax
But not amount Organizations liable for tax on unrelatedOver — over — Tax is: over — Line 36—Trusts business taxable income may be liable for

Trusts exempt under section 501(a), alternative minimum tax on certain$0 $50,000 15% $0 which otherwise would be subject to adjustments and tax preference items.
50,000 75,000 $ 7,500 + 25% 50,000 subchapter J (estates, trusts, etc.), are Trusts attach Schedule I, Alternative
75,000 100,000 13,750 + 34% 75,000 taxed at trust rates. This rule also applies Minimum Tax, of Form 1041 and enter

to employees’ trusts that qualify under any tax from Schedule I on this line. A100,000 335,000 22,250 + 39% 100,000
section 401(a). Most trusts figure the tax corporation, unless it is treated as a335,000 10,000,000 113,900 + 34% 335,000
on the amount on line 34 using the Tax “small corporation” exempt from the

10,000,000 15,000,000 3,400,000 + 10,000,000 Rate Schedule for Trusts, below. If the tax alternative minimum tax, may have to35%
rate schedule is used, enter the tax on attach Form 4626, Alternative Minimum

15,000,000 18,333,333 5,150,000 + 15,000,000 line 36 and check the “tax rate schedule” Tax—Corporations, and enter any tax38% box on line 36. If the trust is eligible for from Form 4626 on this line. See the
18,333,333 - - - - - 35% 0 the rates on net capital gains, complete Instructions for Form 4626 for the

Schedule D (Form 1041) and enter the definition of a small corporation.
tax from Schedule D (Form 1041) on
page 2, line 36. Check the “Schedule D” Part IV—Tax andbox on line 36 and attach Schedule D
(Form 1041) to Form 990-T. Payments

Line 40a—Foreign Tax CreditTax Rate Schedule Trust
• Corporations. See Form 1118,(Internal Revenue Code – Section 1(e))
Foreign Tax Credit—Corporations, for an
explanation of when a corporation canIf the amount on line Enter on line 36, page 2:
take this credit for payment of income tax34, page 1 is:
to a foreign country or U.S. possession.

Of the • Trusts. See Form 1116, Foreign Tax
But not amount Credit (Individual, Estate, Trust, orOver — over — Tax is: over —

Nonresident Alien Individual), for rules on
how the trust computes the foreign tax$0 $1,850 15% $0
credit.

1,850 4,400 $ 277.50 + 27% 1,850 Complete the form that applies to the
4,400 6,750 966.00 + 30% 4,400 organization and attach the form to its

Form 990-T. Enter the credit on this line.
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• Credit for Employer Social Security and • Interest due on deferred gain (sectionLine 40b—Other Credits
Medicare Taxes Paid on Certain 1260(b)).• Possessions tax credit. The Small
Employee Tips, Form 8846. How to report. If the organizationBusiness Job Protection Act of 1996 • Credit for Contributions to Selected checked the “Other” box, attach arepealed the possessions credit.
Community Development Corporations, schedule showing the computation ofHowever, existing claimants may qualify
Form 8847. each item included in the total for line 42.for a credit under the transitional rules. • New Markets Credit, Form 8874. In addition, identify (a) the applicableSee the Instructions for Form 5735. • Credit for Small Employer Pension Code section, (b) the type of tax or• Nonconventional source fuel credit. Startup Cost, Form 8881. interest, and (c) enter the amount of taxA credit is allowed for the sale of qualified • Credit for Employer-Provided Child or interest. For example, if thefuels produced from a nonconventional Care Facilities and Services, Form 8882. organization is reporting $100 of tax duesource. Section 29 contains a definition of

from the recapture of the QEV credit,qualified fuels, provisions for figuring the Line 40d—Credit for Prior Year write “Section 30-QEV recapturecredit, and other special rules. Attach a Minimum Tax tax-$100” on the attached schedule.separate schedule to the return showing
Use Form 8801 to figure the minimum taxthe computation of the credit. Also, see Line 43—Total Taxcredit and any carryforward of that creditForm 8801, Credit for Prior Year

Include any deferred tax on thefor trusts. For corporations, use FormMinimum Tax—Individuals, Estates, and
termination of a section 1294 election8827.Trusts, or Form 8827, Credit for Prior
applicable to shareholders in a qualifiedYear Minimum Tax—Corporations, if any

Line 42—Other Taxes electing fund in the amount entered onof the 2001 nonconventional source fuel
line 43. See Form 8621, Part V, and Howcredit was disallowed solely because of Recapture of investment credit. If
to report, below.the tentative minimum tax limitation. See property is disposed of, or ceases to be

section 53(d). Subtract from the total entered on linequalified property, before the end of the
• Qualified electric vehicle credit. 43 any deferred tax on the corporation’srecapture period or the useful life
Include on line 40b any credit from Form share of undistributed earnings of aapplicable to the property, there may be a
8834, Qualified Electric Vehicle Credit. qualified electing fund (see Form 8621,recapture of the credit. See Form 4255,
Vehicles that qualify for this credit are not Part II).Recapture of Investment Credit.
eligible for the deduction for clean-fuel How to report. Attach a scheduleRecapture of low-income housingvehicles under section 179A. showing the computation of each itemcredit. If the organization disposed of

included in, or subtracted from, the totalproperty (or there was a reduction in theLine 40c—General Business on line 43. On the dotted line next to linequalified basis of the property) for which itCredit 43, specify (a) the applicable Codetook the low-income housing credit, it may
Complete Form 3800, General Business section, (b) the type of tax, and (c) enterowe a tax. See Form 8611, Recapture of
Credit, if the organization has: the amount of tax.Low-Income Housing Credit, and section

1. Two or more of the credits listed 42(j) for details. Line 44b—Estimated Taxbelow; or
Interest due under the look-back Enter the total estimated tax payments2. A credit carryforward or carryback method. If the organization used the made for the tax year.(including one from an ESOP credit); or look-back method for certain long-term If an organization is the beneficiary of3. A passive activity credit (other than contracts, see Form 8697 for information a trust, and the trust makes a sectionthe low-income housing credit); or on figuring the interest the organization 643(g) election to credit its estimated tax4. General credits from an electing may have to include. The organization payments to its beneficiaries, include thelarge partnership. may also have to include interest due organization’s share of the estimated taxunder the look-back method for propertyEnter the amount of the general payment in the total amount entered here.depreciated under the income forecastbusiness credit on line 40c and check the In the entry space to the left of line 44b,method. See Form 8866, InterestForm 3800 box on that line. Attach Form write “T” and the amount attributable to it.Computation Under the Look-Back3800 and the other applicable credit
Method for Property Depreciated Under Line 44d—Foreignforms to Form 990-T.
the Income Forecast Method. Organizations

Form 3800 is not required if the
Other. Additional taxes and interest Enter the tax withheld on unrelatedorganization has only one of the general
amounts may be included in the total business taxable income from U.S.business credits (and items 2-4 above do
entered on line 42. Check the box for sources that is not effectively connectednot apply). Instead, attach the applicable
“Other” if the organization includes any of with the conduct of a trade or businesscredit form(s) to the return; check the
the taxes and interest discussed below. within the United States. Attach Form“Form(s)” box; specify the form number(s)
See How to report, below, for details on 1042-S, Foreign Person’s U.S. Sourcein the space provided, and include the
reporting these amounts on an attached Income Subject to Withholding, or otheramount of the credit(s) on line 40c.
schedule. form which verifies the tax withheld
• Recapture of qualified electric vehicleFor Form 990-T filers, the general reported on line 44d.
(QEV) credit. The organization mustbusiness credit includes:

Line 44e—Backup Withholdingrecapture part of the QEV credit it claimed• Investment Credit, Form 3468.
in a prior year if within 3 years of the date Recipients of dividend or interest• Credit for Alcohol Used as Fuel, Form
the vehicle was placed in service, it payments must generally certify their6478.
ceases to qualify for the credit. See correct tax identification number to the• Credit for Increasing Research
Regulations section 1.30-1 for details on bank or other payer on Form W-9. If theActivities, Form 6765.
how to figure the recapture. payer does not get this information, it• Low-Income Housing Credit, Form • Tax and interest on a nonqualified must withhold part of the payments as8586. withdrawal from a capital construction “backup withholding.” If your organization• Orphan Drug Credit, Form 8820. fund (section 7518). was subject to erroneous backup

• Disabled Access Credit, Form 8826. • Interest on deferred tax attributable to withholding because the payer did not
• Enhanced Oil Recovery Credit, Form (a) installment sales of certain timeshares realize you were an exempt organization
8830. and residential lots (section 453(l)(3)) and and not subject to this withholding, you
• Renewable Electricity Production (b) certain nondealer installment can claim credit for the amount withheld
Credit, Form 8835. obligations (section 453A(c)). by including it on line 44e. See Backup
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Withholding under Which Parts To If the “Yes” box is checked, write the • Each group of returns sent to the IRS
Complete on page 5. name of the foreign country or countries. must be accompanied by a letter signed

Attach a separate sheet if more space is by the person authorized to sign the
Line 44f—Other Credits and needed. returns declaring, under penalties of

perjury, that the facsimile signaturePayments Get Form TD F 90-22.1, Report of
appearing on the returns is the signatureEnter on this line the following: Foreign Bank and Financial Accounts, to
adopted by that person to sign the returns• Credit from regulated investment see if the organization is considered to
filed and that the signature was affixed tocompany (RIC) or real estate have an interest in or signature or other
the returns by that person or at thatinvestment trust (REIT). Attach Form authority over a financial account in a
person’s direction.2439, Notice to Shareholder of foreign country (such as a bank account, • The letter must also list each return byUndistributed Long-Term Capital Gains. If securities account, or other financial
the name and EIN of the IRA trust.you are filing a composite Form 990-T, account). The organization can obtain • After the facsimile signature is affixed,see Composite Form 990-T under Form TD F 90-22.1 from the IRS Forms
no entries on the return may be alteredWhich Parts To Complete on page 4 of Distribution Center or by calling
other than to correct discernible arithmeticthese instructions. 1-800-TAX-FORM (1-800-829-3676) or
errors.• Credit for ozone-depleting by downloading it from the IRS Web Site • A manually signed copy (of the letterchemicals. Include on line 44f any credit at www.irs.gov. If the organization is
submitted to the IRS with the returns andthe organization is claiming under section required to file this form, file it by June 30,
a record of any arithmetic errors4682(g) for taxes paid on chemicals used 2003, with the Department of the
corrected) must be retained on behalf ofas propellants in metered-dose inhalers. Treasury at the address shown on the
the IRA trusts listed in the letter and it• Credit for Federal tax paid on fuels. form. Do not file it with the IRS or attach it
must be available for inspection by theAttach Form 4136, Credit for Federal Tax to Form 990-T.
IRS.Paid on Fuels, if the organization qualifies Line 2. The organization may be required

to take this credit. to file Form 3520, Annual Return To The above instructions regarding
Report Transactions With Foreign Trusts facsimile signatures do not applyForm 8849, Claim for Refund of and Receipt of Certain Foreign Gifts, if: to paid preparers.CAUTION

!
Excise Taxes, may be used to • It directly or indirectly transferredclaim a periodic refund of excise

TIP
Paid preparer.  If an officer of themoney or property to a foreign trust. Fortaxes instead of waiting to claim a credit organization filled in its return, the paidthis purpose, any U.S. person whoon Form 4136. See the instructions for preparer’s space should remain blank.created a foreign trust is considered aForm 8849 and Pub. 378, Fuel Tax Anyone who prepares the return but doestransferor.Credits and Refunds, for more not charge the organization should not• It is treated as the owner of any part ofinformation. sign the return. Certain others whothe assets of a foreign trust under the
prepare the return should not sign. Forgrantor trust rules.Line 47—Tax Due example, a regular, full-time employee of• It received a distribution from a foreign

Domestic organizations owing less than the organization, such as a clerk,trust.
$500 and foreign organizations that do secretary, etc., should not sign.For more information, see the
not have an office or place of business in instructions for Form 3520. Generally, anyone who is paid tothe United States should enclose a check

prepare the organization’s tax return mustAn owner of a foreign trust mustor money order (in U.S. funds), made
sign it and fill in the “Paid Preparer’s Useensure that the trust files anpayable to the United States Treasury,
Only” area.annual information return on Formwith Form 990-T. CAUTION

!
3520-A, Annual Information Return of The paid preparer must complete theDomestic organizations owing $500 or Foreign Trust With a U.S. Owner. For required preparer information:more and foreign organizations with an details, see the Instructions for Form • Sign the return, by hand, in the spaceoffice or place of business in the United 3520-A. provided for the preparer’s signatureStates should see Depository Method of (signature stamps or labels are notLine 3. Report any tax-exempt interestTax Payment on page 3. acceptable).received or accrued in the space

• Give a copy of the return to theprovided. Include any exempt-interestPart V—Statements organization.dividends received as a shareholder in a
mutual fund or other regulated investment Paid Preparer Authorization. If theRegarding Certain
company. organization wants to allow the IRS toActivities and Other discuss its 2002 tax return with the paidSignature

preparer who signed it, check the “Yes”Information
Corporations.  The return must be box in the signature area of the return.Complete all items in Part V. signed and dated by the president, vice This authorization applies only to the
president, treasurer, assistant treasurer, individual whose signature appears in theLine 1. Check “Yes” if either 1 or 2 below
chief accounting officer, or by any other “Paid Preparer’s Use Only” section of itsapplies:
corporate officer (such as tax officer) return. It does not apply to the firm, if any,1. At any time during the year the
authorized to sign. Receivers, trustees, or shown in that section.organization had an interest in or
assignees must also sign and date anysignature or other authority over a If the “Yes” box is checked, thereturn filed on behalf of the organization.financial account in a foreign country organization is authorizing the IRS to call
Trusts.  The return must be signed and(such as a bank account, securities the paid preparer to:
dated by the individual fiduciary, or by theaccount, or other financial account); and • Give the IRS any information that is
authorized officer of the trust receiving ora. The combined value of the missing from its return,
having custody or control andaccounts was more than $10,000 at any • Call the IRS for information about the
management of the income of the trust. Iftime during the year; and processing of its return or the status of its
two or more individuals act jointly asb. The accounts were not with a U.S. refund or payment(s), and
fiduciaries, any one of them may sign.military banking facility operated by a U.S. • Respond to certain IRS notices that the

financial institution. Special rule for IRA trusts.  A organization has shared with the preparer
2. The organization owns more than trustee of IRA trusts may use a facsimile about a math error, offsets, and return

50% of the stock in any corporation that signature if all of the following conditions preparation. The notices will not be sent
would answer “Yes” to item 1 above. are met: to the preparer.
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The organization is not authorizing the Schedule A. The instructions for lines 4a, explanation and take it into account when
paid preparer to receive any refund 4b, and 6 below apply to Schedule A. figuring the organization’s section 481(a)
check, bind the organization to anything adjustment (explained on page 6).Inventory valuation methods.
(including any additional tax liability), or Schedule A, line 4a. An entry is requiredInventories can be valued at:
otherwise represent the organization on this line only for organizations that1. Cost as described in Regulationsbefore the IRS. If the organization wants have elected a simplified method ofsection 1.471-3,to expand the paid preparer’s accounting.2. Lower of cost or market asauthorization, see Pub. 947, Practice For organizations that have elected thedescribed in Regulations section 1.471-4,Before the IRS and Power of Attorney. simplified production method,or

The authorization cannot be revoked. additional section 263A costs are3. Any other method approved by the
However, the authorization will generally those costs, other than interest,IRS that conforms to the requirements of
automatically end no later than the due that are now required to be capitalizedthe applicable regulations cited below.
date (excluding extensions) for filing the under section 263A but that were not

However, if the organization is using2003 Form 990-T. capitalized under the organization’s
the cash method of accounting, it is method of accounting immediately prior to
required to use cost. the effective date of section 263A. For

A small producer is one whose details, see Regulations sectionSchedule A—Cost of
average annual gross receipts are $1 1.263A-2(b).Goods Sold million or less. Small producers that For organizations that have elected the
account for inventories in the sameGenerally, inventories are required at the simplified resale method, additional
manner as materials and supplies that arebeginning and end of each tax year if the section 263A costs are generally those
not incidental may currently deductproduction, purchase, or sale of costs incurred with respect to the
expenditures for direct labor and allmerchandise is an income-producing following categories: off-site storage or
indirect costs that would otherwise befactor. See Regulations section 1.471-1. warehousing; purchasing; handling, such
included in inventory costs. as processing, assembling, repackagingHowever, if the organization is a

and transporting; and general andThe average cost (rolling average)qualifying taxpayer or a qualifying small
administrative costs (mixed servicemethod of valuing inventories generallybusiness taxpayer, it may adopt or
costs). For details, see Regulationsdoes not conform to the requirement ofchange its accounting method to account
section 1.263A-3(d).the regulations. See Rev. Rul. 71-234,for inventoriable items in the same

1971-1 C.B. 148.manner as materials and supplies that are Enter on line 4a the balance of section
not incidental. 263A costs paid or incurred during the taxOrganizations that use erroneous

year not included on lines 2 and 3.valuation methods must change to aA qualifying taxpayer is a taxpayer
method permitted for Federal income tax Schedule A, line 4b. Enter on line 4b(a) whose average annual gross receipts
purposes. To make this change, file Form any costs paid or incurred during the taxfor the 3 prior tax years is $1 million or
3115. year not entered on lines 2 through 4a.less and (b) whose business is not a tax

shelter (as defined in section 448(d)(3)). Schedule A, line 6. See RegulationsInventory may be valued below cost
sections 1.263A-1 through 3 for details onwhen the merchandise is unsalable atA qualifying small business
figuring the amount of additional sectionnormal prices, or unusable in the normaltaxpayer is a taxpayer (a) whose average
263A costs to be included in endingway because the goods are subnormalannual gross receipts for the 3 prior tax
inventory.because of damage, imperfections, shopyears are more than $1 million but not

wear, etc., within the meaning of If the organization accounts formore than $10 million, (b) whose
Regulations section 1.471-2(c). The inventories in the same manner asbusiness is not a tax shelter (as defined in
goods may be valued at the current bona materials and supplies that are notsection 448(d)(3)), and (c) whose
fide selling price, minus direct cost of incidental, enter on line 6 the portion of itsprincipal business activity is not an
disposition (but not less than scrap value) raw materials and merchandiseineligible business as explained in Rev.
if such a price can be established. purchased for resale that are included onProc. 2002-28.

line 5 and were not sold during the year.If this is the first year the Last-inUnder this accounting method,
First-out (LIFO) inventory method wasinventory cost for raw materials
either adopted or extended to inventorypurchased for use in producing finished Schedule C—Rent Incomegoods not previously valued under thegoods and merchandise purchased for
LIFO method provided in section 472, Section 501(c)(7), (9), and (17)resale are deductible in the year the
attach Form 970, Application To Use organizations, enter gross rents on Part I,finished goods or merchandise are sold
LIFO Inventory Method, or a statement line 6, and applicable expenses on Part II,(but not before the year the organization
with the information required by Form lines 14 through 28. All rents except thosepaid for the raw materials or merchandise
970. that are exempt function income must beif it is also using the cash method).

included.If the organization changed orFor additional guidance on this method extended its inventory method to LIFO All organizations that have applicableof accounting for inventoriable items, see and had to write up the opening inventory rent income, other than section 501(c)(7),Rev. Proc. 2001-10 if the organization is a to cost in the year of election, report the (9), and (17) organizations, shouldqualifying taxpayer or Rev. Proc. 2002-28 effect of this write up as other income complete Schedule C on page 3 of theif the organization is a qualifying small (line 12, page 1) proportionately over a return. For organizations other thanbusiness taxpayer. 3-year period that begins in the tax year section 501(c)(7), (9), and (17)
Enter amounts paid for all raw the LIFO election was made (section organizations, only the following rents are

materials and merchandise during the tax 472(d)). taxable in Part I, line 6:
year on line 2. The amount the Schedule A, line 1. If the organization is 1. Rents from personal property
organization can deduct for the tax year is changing its method of accounting to no leased with real property, if the rents from
figured on line 7. longer account for inventories, it must the personal property are more than 10%

All filers not using the cash method of refigure last year’s closing inventory using of the total rents received or accrued
accounting should see Section 263A the new method of accounting and enter under the lease, determined at the time
uniform capitalization rules in the the result on line 1. If there is a difference the personal property is placed in service.
instructions for Limitations on between last year’s closing inventory and 2. Rents from real and personal
Deductions on page 9 before completing the refigured amount, attach an property if:
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a. More than 50% of the total rents the liability incurred in purchasing them depreciation, even though only a part of
received or accrued under the lease are remains outstanding. the deduction for depreciation is taken
for personal property; or into account in figuring unrelatedAcquisition indebtedness is the

b. The amount of the rent depends on business taxable income.outstanding amount of principal debt
the income or profits derived by any incurred by the organization to acquire or If no adjustments to the basis of
person from the property leased (except improve the property: property under section 1011 apply, the
an amount based on a fixed percentage basis of the property is cost.1. Before the property was acquiredof receipts or sales). or improved, if the debt was incurred See section 514(d) and the related

A redetermination of the percentage of because of the acquisition or regulations for the basis of debt-financed
rent for personal property is required improvement of the property; or property acquired in a complete or partial
when either: 2. After the property was acquired or liquidation of a corporation in exchange

improved, if the debt was incurred for its stock.1. There is an increase of 100% or
because of the acquisition ormore by the placing of additional or Column 7. The amount of income from
improvement, and the organization couldsubstitute personal property in service; or debt-financed property included in
reasonably foresee the need to incur the2. There is a modification of the lease unrelated trade or business income is
debt at the time the property wasthat changes the rent charged. figured by multiplying the property’s gross
acquired or improved. income by the percentage obtained fromRents from both real and personal

dividing the property’s average acquisitionWith certain exceptions, acquisitionproperty not taxable in Part I, line 6, may
indebtedness for the tax year by theindebtedness does not include debtbe taxable on line 8 if the income is from
property’s average adjusted basis duringincurred by:a controlled organization or on line 7 if the
the period it is held in the tax year. Thisproperty is debt-financed. Taxability of the 1. A qualified (section 401) trust in
percentage cannot be more than 100%.rents must be considered in that order; acquiring or improving real property. See
Column 8. For each debt-financedthat is, rents not taxed on line 6 may be section 514(c)(9) for more details.
property, deduct the same percentage (astaxed on line 8 and rents not taxed on line 2. A tax-exempt school (section
determined above) of the total deductions6 or line 8 may be taxed on line 7. 170(b)(1)(A)(ii)) and its affiliated support
that are directly connected to the incomeorganizations (section 509(a)(3)) forRents from personal property that is (including the dividends-receivedindebtedness incurred after July 18, 1984.not leased with real property should be deductions allowed by sections 243, 244,3. An organization described inreported on line 12 of Part I. and 245). However, if the debt-financedsection 501(c)(25) in tax years beginning
property is depreciable property, figureafter December 31, 1986.See Form 8582 (for trusts) or Form
the depreciation deduction by the straight8810 (for corporations) and section 469 See Pub. 598 for additional exceptions line method only, and enter the amount infor limitations on losses from rental to the rules for debt-financed property. column 3(a).activities.

Column 2. Income is not unrelated For each debt-financed property,
debt-financed income if it is otherwise attach schedules showing separately a
included in unrelated business taxable computation of the depreciation deductionSchedule E—Unrelated income. For example, do not include rents (if any) reported in column 3(a) and a
from personal property shown inDebt-Financed Income breakdown of the expenses included in
Schedule C, or rents and interest from column 3(b). Corporations owning stockSchedule E applies to all organizations controlled organizations shown in that is unrelated debt-financed propertyexcept sections 501(c)(7), (9), and (17) Schedule F. should see Schedule C (Dividends andorganizations.
Column 4. Average acquisition Special Deductions) of Form 1120, U.S.

When debt-financed property is held indebtedness for any tax year is the Corporation Income Tax Return, to
for exempt purposes and other purposes, average amount of the outstanding determine the dividends-received
the organization must allocate the basis, principal debt during the part of the tax deductions to include in column 3(b).
debt, income, and deductions among the year the property is held by the Enter on the last line of Schedule E,purposes for which the property is held. organization. To figure the average the total dividends-received deductionsDo not include in Schedule E amounts amount of acquisition debt, determine the (after reduction, when applicable, by theallocated to exempt purposes. amount of the outstanding principal debt debt-basis percentage(s)) included in

on the first day of each calendar month column 8.For section 514 purposes, do not during that part of the tax year that the
treat an interest in a qualified When a capital loss for the tax yearorganization holds the property. Add
state tuition program (QSTP) as may be carried back or carried over toCAUTION

!
these amounts together, and divide the

debt. However, a QSTP’s investment another tax year, the amount to carry overresult by the total number of months
income is treated as debt-financed or back is figured by using the percentageduring the tax year that the organization
income if the QSTP incurs indebtedness determined above. However, in the yearheld the property. See section 514(a) and
when acquiring or improving to which the amounts are carried, do notthe related regulations for property
income-producing property. apply the debt-basis percentage toacquired for an indeterminate price.

determine the deduction for that year.Column 1—Description of Column 5. The average adjusted basis
Example 1. An exempt organizationdebt-financed property. Any property for debt-financed property is the average

owns a four-story building. Two floors areheld to produce income is debt-financed of the adjusted basis of the property on
used for an exempt purpose and twoproperty if at any time during the tax year the first and last days during the tax year
floors are rented (as an unrelated trade orthere was acquisition indebtedness that the organization holds the property.
business) for $10,000. Expenses areoutstanding for the property. When any Determine the adjusted basis of property
$1,000 for depreciation and $5,000 forproperty held for the production of income under section 1011. Adjust the basis of
other expenses that relate to the entireby an organization is disposed of at a the property by the depreciation for all
building. The average acquisitiongain during the tax year, and there was earlier tax years, whether or not the
indebtedness is $6,000, and the averageacquisition indebtedness outstanding for organization was exempt from tax for any
adjusted basis is $10,000. Both apply tothat property at any time during the of these years. Similarly, for tax years
the entire building.12-month period before the date of during which the organization is subject to

disposition, the property is debt-financed tax on unrelated business taxable To complete Schedule E for this
property. Securities purchased on margin income, adjust the basis of the property example, describe the property in column
are considered debt-financed property if by the entire amount of allowable 1. Enter $10,000 in column 2 (since the
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entire amount is for debt-financed the unrelated business taxable income of (17) organization. The amount allowed as
property), $500 and $2,500 in columns the controlled organization. a set aside may not exceed a limit
3(a) and 3(b), respectively (since only • For a controlled organization that is not determined using section 419A. See
one-half of the expenses are for the exempt from tax under section 501(a), sections 419A and 512(a)(3)(E) for
debt-financed property), $3,000 and the part of the controlled organization’s details;
$5,000 in columns 4 and 5, respectively taxable income that would be unrelated 3. Reasonable administration costs
(since only one-half of the acquisition business taxable income if the controlled directly connected with 1 and 2 above.
indebtedness and the average adjusted organization was tax exempt under Report income set aside in column 4 ofbasis are for debt-financed property), section 501(a) and had the same Schedule G. Amounts set aside are not60% in column 6, $6,000 in column 7, and tax-exempt purpose as the controlling deductible under section 170 or any other$1,800 in column 8. organization. section of the Code.Net unrelated loss means the netExample 2. Assume the same facts The organization may elect to treatoperating loss using rules similar to thoseas in Example 1, except the entire income set aside by the date for filing thediscussed under Net unrelated income.building is rented out as an unrelated return, including any extensions of time,trade or business for $20,000. To as income set aside in the tax year forcomplete Schedule E for this example, which the return is filed. The income setSchedule G—Investmententer $20,000 in column 2, $1,000 and aside must have been includible in gross$5,000 in columns 3(a) and 3(b), income for that earlier tax year.Income of a Sectionrespectively (since the entire amount is

Although set aside income may befor debt-financed property), $6,000 and 501(c)(7), (9), or (17)
accumulated, any accumulation that is$10,000 in columns 4 and 5 (since the Organization unreasonable will be evidence that the setentire amount is for debt-financed
aside was not for the purposes describedGenerally, for section 501(c)(7), (9), orproperty), 60% in column 6, $12,000 in
above.(17) organizations, unrelated trade orcolumn 7, and $3,600 in column 8.

business income includes all gross Net investment income set aside must
income from nonmembers with certain be specifically earmarked as such, or
modifications. See section 512(a)(3)(A). placed in a separate account or fundSchedule F—Interest,
Report on Schedule G all income from (except for an employees’ associationAnnuities, Royalties, and investments in securities and other similar which, by the terms of its governing
investment income from nonmembers, instrument, must use its net investmentRents From Controlled
including 100% of income and directly income for the purposes stated in 2
connected expenses from debt-financedOrganizations above).
property. Do not report nonmemberInterest, annuities, royalties, and rents These rules apply to a corporationincome from debt-financed property onreceived or accrued (directly or indirectly) described in section 501(c)(2) (titleSchedule E.by a controlling organization from a holding corporation) whose income is

controlled organization are subject to tax, All section 501(c)(7), (9), and (17) payable to an organization described in
whether or not the activity conducted by organizations figure their investment section 501(c)(7), (9), or (17) if it files a
the controlling organization to earn these income using Schedule G. Do not include consolidated return with the section
amounts is a trade or business or is interest on state and local governmental 501(c)(7), (9), or (17) organization.
regularly carried on. obligations described in section 103(a). If a section 501(c)(7), (9), or (17)

Investment income includes all income organization (or a title holding corporationControlled Organization
from debt-financed property whether or described above) sells property that wasAn entity is a “controlled organization” if
not the income is subject to unrelated used for the exempt function of thethe controlling organization owns:
business income tax. section 501(c)(7), (9), or (17)• By vote or value more than 50% of a

organization, and buys other propertycorporation’s stock (for an organization Deduct only those expenses that are
used for the organization’s exemptthat is a corporation); directly connected to the net investment
function within a period beginning 1 year• More than 50% of a partnership’s income. Allocate deductions between
before the date of the sale, and ending 3profits or capital interests (for an exempt activities and other activities
years after the date of the sale, the gainorganization that is a partnership); or where necessary. The organization may
from the sale will be recognized only to• More than 50% of the beneficial not take the dividends-received
the extent that the sales price of the oldinterests in an organization (for an deductions in figuring net investment
property is more than the cost of the otherorganization other than a corporation or income because they are not treated as
property. The other property need not bepartnership). directly connected with the production of
similar in type or use to the old property.To determine the ownership of stock in gross income.
The organization must notify the IRS ofa corporation, apply the principles of Section 501(c)(7), (9), and (17) the sale by a statement attached to thesection 318 (constructive ownership of organizations may set aside income that return, or other written notice.stock). Apply similar principles to would otherwise be taxable under section To compute the gain on the sale ofdetermine the ownership of interests in a 512(a)(3). However, income derived from depreciable property, see the instructionspartnership or any other organization. an unrelated trade or business may not for column 5 of Schedule E to determineSpecified payment means any be set aside and thus cannot be exempt the adjusted basis of the property.payment of interest, annuity, royalty, or function income. In addition, any income

rent. Include the specified payment in set aside and later expended for other
gross income to the extent that the purposes must be included in income. Schedule I—Exploitedpayment reduces the net unrelated Sections 501(c)(7), (9), and (17)
income (or increases the net unrelated Exempt Activity Income,organizations will not be taxed on income
loss) of the controlled organization. set aside for: Other Than AdvertisingIf any part of a specified payment is 1. Religious, charitable, scientific,
included in gross income, Schedule F Incomeliterary, or educational purposes, or for
must be completed. the prevention of cruelty to children or A section 501(c)(7), (9), or (17)

Net unrelated income means: animals; organization does not report exploited
• For a controlled organization that is 2. The payment of life, sick, accident, exempt activity income in Schedule I.
exempt from tax under section 501(a), or other benefits by a section 501(c)(9) or Report the income in Part I, line 1a
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instead, or the appropriate line for the advertising income) are more than unrelated trade or business activities, the
particular kind of income. advertising income (unrelated business salaries and wages of those individuals

income), deduct that excess in figuring will be allocated between the activities.
unrelated business taxable income from For example, assume an exemptExempt organizations (other than
any other unrelated trade or business organization derives gross income fromsection 501(c)(7), (9), or (17)
activity carried on by the organization. the conduct of certain unrelated trade ororganizations) that have gross income

business activities. The organization paysfrom an unrelated trade or business 2. If advertising income is more than its president a salary of $65,000 a year.activity that exploits an exempt activity direct advertising costs, and circulation Ten percent of the president’s time is(other than advertising income) should income (exempt activity income) equals devoted to the unrelated business activity.complete Schedule I. See Regulations or exceeds readership costs (exempt On Form 990-T, the organization enterssection 1.513-1(d)(4)(iv) for a definition of activity expenses), then unrelated $6,500 (10% of $65,000) on Schedule Kexploited exempt activity. business taxable income is the excess of for the part of the president’s salary
advertising income over direct advertising allocable to the unrelated trade or

An organization may take all costs. business activity. However, the remaining
deductions directly connected with the $58,500 (90% of $65,000) cannot be3. If advertising income is more thangross income from the unrelated trade or deducted on Form 990-T because it is notdirect advertising costs, and readershipbusiness activity. In addition, the directly attributable to the organization’scosts are more than circulation income,organization may take into account all unrelated trade or business activities.then unrelated business taxable income isdeductible items attributable to the

the excess of total income (advertisingexploited exempt activity, with the
If taxable fringe benefits are providedincome and circulation income) over totalfollowing limitations:

to your employees, such as personal useperiodical costs (direct advertising costs
1. Reduce the deductible items of the of a car, do not deduct as salaries andand readership costs).

exempt activity by the income from the wages the amounts you deducted for
activity; 4. If the readership costs are more depreciation and other deductions.

than the circulation income, and the net2. Limit the net amount of deductible
readership costs are more than theitems arrived at in 1 above for the exempt
excess of advertising income over directactivity to the net unrelated business

Paperwork Reduction Act Notice. Weadvertising costs, no loss is allowable.income from the exploited exempt activity;
ask for the information on this form toSee Regulations section3. Exclude income and expenses of carry out the Internal Revenue laws of the1.512(a)-1(f)(2)(ii)(b).the exempt activity in figuring a loss United States. You are required to give us

carryover or carryback from the unrelated For allocating membership receipts to the information. We need it to ensure that
trade or business activity exploiting the circulation income, see Rev. Rul. 81-101, you are complying with these laws and to
exempt activity; and 1981-1 C.B. 352. allow us to figure and collect the right

4. Exclude deductible items of the amount of tax.
exempt activity in figuring unrelated trade Consolidated periodicals. If an
or business income from an activity that is organization publishes two or more You are not required to provide the
not exploiting the same exempt activity. periodicals, it may elect to treat the gross information requested on a form that is

income for all (but not less than all) subject to the Paperwork Reduction ActTherefore, the net includible exploited
periodicals, and deductions directly unless the form displays a valid OMBexempt activity income is the unrelated
connected with those periodicals control number. Books or records relatingbusiness taxable income minus the
(including excess readership costs), as if to a form or its instructions must beexcess of the exempt activity expenses
the periodicals were one to determine its retained as long as their contents mayover the exempt activity income. If the
unrelated business taxable income. This become material in the administration ofincome from the exempt activity exceeds
rule only applies to periodicals published any Internal Revenue law. Generally, taxthe exempt activity expenses, do not add
for the production of income. A periodical returns and return information arethat profit to the net income from the
is considered published for the production confidential, as required by section 6103.unrelated business activity. If two or more
of income if gross advertising income ofunrelated trade or business activities
the periodical is at least 25% of theexploit the same exempt activity, treat The time needed to complete and file
readership costs, and the periodical is anthose activities as one on Schedule I. this form will vary depending on individual
activity engaged in for profit.Attach a separate schedule showing the circumstances. The estimated average

computation. time is:

Recordkeeping . . . . . . . 66 hr., 28 min.

Schedule K— Learning about the law or
the form . . . . . . . . . . . . 25 hr., 41 min.Schedule J—Advertising Compensation of Officers,
Preparing the form . . . . . 41 hr., 51 min.Income Directors, and Trustees
Copying, assembling, andA section 501(c)(7), (9), or (17) Complete columns 1 through 4, Schedule sending the form to theorganization does not report advertising K, for those officers, directors, and IRS . . . . . . . . . . . . . . . . 4 hr., 1 min.income on Schedule J. Instead, report trustees whose salaries or other

that income in Part I, line 1a. compensation are allocable to unrelated
business gross income. Do not include in If you have comments concerning the
column 4 compensation that is deductedAn exempt organization (other than a accuracy of these time estimates or
on lines 15, 28, or Schedules A through Jsection 501(c)(7), (9), or (17) suggestions for making this form simpler,
of Form 990-T.organization) that earned gross income we would be happy to hear from you. You

from the sale of advertising in an exempt can write to the Tax Forms Committee,
organization periodical must complete Western Area Distribution Center,Include on Schedule K (or elsewhere
Schedule J. The part of the advertising Rancho Cordova, CA 95743-0001. Doon the return) only compensation that is
income taken into account is determined not send the Form 990-T to this address.directly attributable to the unrelated trade
as follows: Instead, see Where To File on page 3.or business activities of the organization.

1. If direct advertising costs If personnel is used both to carry on
(expenses directly connected with exempt activities and to conduct
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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

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

CONSTRUCTION
Code
230000 Construction
236000 Construction of buildings

MANUFACTURING
Code
310000 Manufacturing
323100 Printing and related support activities

Merchant wholesalers, nondurable goods

RETAIL TRADE
Code

442000 Furniture and home furnishings stores

444100 Building materials and supplies dealers
445100 Grocery stores

446110 Pharmacies and drug stores

TRANSPORTATION AND WAREHOUSING
Code
480000
485000

FINANCE AND INSURANCE
Code

REAL ESTATE AND RENTAL AND LEASING
Code

Code
621110

Medical equipment and supplies manufacturing339110

WHOLESALE TRADE
CodeCode
423000 Merchant wholesalers, durable goods
424000

448000
451110
451211
452000

453220
453310
454110

Clothing and clothing accessories stores
Sporting goods stores
Book stores
General merchandise stores

Gift, novelty, and souvenir stores
Used merchandise stores
Electronic shopping and mail-order houses

Transportation
Transit and ground passenger transportation

INFORMATION

Newspaper publishers (except Internet)
Periodical publishers (except Internet)

Other publishers (except Internet)

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

Direct life insurance carriers

Direct property and casualty insurance carriers
Third-party administration of insurance and
pension funds
All other insurance-related activities
Insurance and employee benefit funds
Trusts, estates, and agency accounts

Accounting, tax preparation, bookkeeping, and
payroll services
Architectural, engineering, and related services
Testing laboratories

Other computer-related services
Management consulting services
Scientific research and development services

HEALTHCARE AND SOCIAL ASSISTANCE

Offices of physicians
Offices of other health practitioners
Outpatient care centers
Medical and diagnostic laboratories
Home health care services
Ambulance services
All other ambulatory health care services
Nursing and residential care facilities
Other residential care facilities
Individual and family services

Vocational rehabilitation services
Child day care services

ARTS, ENTERTAINMENT, AND
RECREATION

Theater companies and dinner theaters
Dance companies
Musical groups and artists

Amusement and theme parks

Hotels (except casino hotels) and motels
RV (recreational vehicle) parks and recreational
camps
Rooming and boarding houses
Full-service restaurants
Limited-service eating places
Caterers
Drinking places (alcoholic beverages)

Code
511110
511120

511190

522100

524113

524126
524292

524298
525100
525920

Code

PROFESSIONAL, SCIENTIFIC, AND
TECHNICAL SERVICES

541200

541300
541380
541511

541610
541700

EDUCATIONAL SERVICES
Code

611710

611600

Educational support services

Other schools and instruction (other than
elementary and secondary schools or colleges
and universities, which should select a code to
describe their unrelated activities)

621300
621400
621500
621610
621910
621990
623000
623990
624100

624310
624410

Code

ACCOMMODATION AND FOOD SERVICES

711110
711120
711130

713110

Code

721110
721210

721310
722100
722210
722320
722410

UTILITIES

221000 Utilities

441100 Automobile dealers

Specialty food stores

511130 Book publishers (except Internet)

541100 Legal services

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

721000 Accomodation

713200 Gambling industries

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

OTHER SERVICES

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

OTHER

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

512000 Motion picture and sound recording industries
515100 Radio and television broadcasting (except

Internet)

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

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

525990 Other financial vehicles

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)

541800 Advertising and related services
541860 Direct mail advertising
541900 Other professional, scientific, and technical

services

ADMINISTRATIVE AND SUPPORT AND
WASTE MANAGEMENT AND

REMEDIATION SERVICES

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

Code

445200

Code

Code
Code

443120 Computer and software stores

493000 Warehousing and storage

MANAGEMENT OF COMPANIES AND
ENTERPRISES

551111 Offices of bank holding companies
551112 Offices of other holding companies

Code

453000 Miscellaneous store retailers

524114 Direct health and medical insurance carriers

541519
Custom computer programming services446199 All other health and personal care stores

511140 Directory and mailing list publishers (except
Internet)

516110 Internet publishing and broadcasting

518112 Web search portals
518111 Internet service providers

518210
519100

Data processing, hosting, and related services
Other information services

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

Golf courses and country clubs
713940 Fitness and recreational sports centers
713910

Other performing art companies
Spectator sports (including sports clubs
and racetracks
Promoters of performing arts, sports, and
simiilar events

711190
711210

711300

Waste Management and Remediation Services
Code
562000 Waste management and remediation services

(sanitary services)

Administrative and Support Services
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Important Changes
Dues received by agricultural and horti-
cultural organizations. Generally, for 2000,
annual membership dues of not more than
$112 received from an associate member by
a tax-exempt agricultural or horticultural or-
ganization are exempt from the tax on unre-
lated business income. See Dues of Agricul-
tural Organizations and Business Leagues in
chapter 4.

New electronic deposit requirement. Be-
ginning January 1, 2000, the threshold that
determines whether you must use the Elec-
tronic Federal Tax Payment System (EFTPS)
to deposit federal taxes, including the unre-
lated business income tax, has been in-
creased from $50,000 to $200,000. See Tax
Deposit Methods in chapter 2.

Introduction
An exempt organization is not taxed on its
income from an activity that is substantially
related to the charitable, educational, or other
purpose that is the basis for the organization's
exemption. Such income is exempt even if the
activity is a trade or business.

However, if an exempt organization regu-
larly carries on a trade or business that is not
substantially 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 busi-
ness.

This publication covers the rules for the
tax on unrelated business income of exempt
organizations. 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

Department
of the
Treasury

Internal
Revenue
Service

Publication 598
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are to the Internal Revenue Code.

Useful Items
You may want to see:

 Publication

� 557 Tax-Exempt Status for Your Or-
ganization

Form (and Instructions)

� 990–T Exempt Organization Business
Income Tax Return

See chapter 5 for information about get-
ting these publications and forms.

1.
Organizations
Subject to the
Tax

The tax on unrelated business income
applies to most organizations exempt from tax
under section 501(a). These organizations
include charitable, religious, scientific, and
other organizations described in section
501(c), as well as employees' trusts forming
part of pension, profit-sharing, and stock bo-
nus plans described 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, education IRAs, simplified em-
ployee pensions (SEP-IRAs), and
savings incentive match plans for em-
ployees (SIMPLE IRAs).

• State and municipal colleges and univer-
sities.

• Qualified state tuition programs.

• Medical savings accounts (MSAs) de-
scribed in section 220(d).

U.S. instrumentalities. A corporation that is
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
Congress and, under the Act, is exempt from
federal income taxes. 

Colleges and universities. Colleges and
universities that are agencies or instrumen-
talities of any government or any political
subdivision of a government, or that are
owned or operated by a government or poli-
tical subdivision of a government, are subject
to the tax on unrelated business income. As
used here, the word government includes
any foreign government (to the extent not
contrary to a treaty) and all domestic govern-
ments (the United States and any of its pos-
sessions, any state, and the District of
Columbia).

The tax is on the unrelated business in-
come of both the universities and colleges

themselves and on their wholly owned sub-
sidiary organizations that are tax exempt. It
is immaterial whether the business is con-
ducted by the university or by a separately
incorporated wholly owned subsidiary. If the
business activity is unrelated, 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 prop-
erty and collecting income from it), the sub-
sidiary is not an exempt organization and this
rule does not apply. 

Title-holding corporations. When an ex-
empt title-holding corporation, described in
section 501(c)(2), pays any of its net income
to an organization that itself is exempt from
tax under section 501(a) (or would pay such
an amount except that the expenses of col-
lecting its income exceed the amount col-
lected) and files a consolidated 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 organ-
ization.

Thus, a title-holding corporation whose
source of income is related to the exempt
purposes of the payee organization is not
subject to the unrelated business income tax
if the holding corporation and the payee or-
ganization file a consolidated return. How-
ever, if the source of the income is not so
related, the title-holding corporation is subject
to unrelated business income tax.

Example. X, a title-holding corporation,
is required to distribute its net income to A,
an exempt organization. During the tax year,
X realizes 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 unrelated business in-
come of $100,000.

2.
The Tax and
Filing
Requirements

All organizations subject to the tax on un-
related business income, except the exempt
trusts described in section 511(b)(2), are tax-
able at corporate 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. However, an exempt trust
may not claim the deduction 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 ap-
plicable 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 cer-
tain adjustments 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 required returns.

Form 990–T is required if the organiza-
tion's gross income from unrelated busi-
nesses is $1,000 or more. An exempt organ-
ization 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 organizations re-
ceiving their earnings that file a consolidated
return under section 1501.

The various provisions of tax law relating
to accounting periods, accounting methods,
at-risk limits (described in section 465), as-
sessments, 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, Ogden, UT
84201–0027.

When to file. The Form 990–T of an em-
ployees' trust described in section 401(a), an
IRA (including a traditional, SEP, SIMPLE,
Roth, or education 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 organization 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 Sat-
urday, Sunday, or legal holiday, the return is
due by the next business day.

Extension of time to file. A corporation
may request an automatic 6–month extension
of time to file a return by submitting Form
7004, Application for Automatic Extension of
Time To File Corporation Income Tax
Return.

A trust may request an extension of time
to file a return by submitting Form 2758, Ap-
plication for Extension of Time To File Certain
Excise, Income, Information, and Other Re-
turns. Trusts are not granted automatic ex-
tensions of time to file.

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

Payment of Tax
Estimated tax. A tax-exempt organization
must make estimated tax payments if it ex-
pects its tax (unrelated business income tax
after certain 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, Sunday, or legal holiday, the
payment is due on the next business day. 
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Any organization that fails to pay the
proper estimated tax when due may be
charged an underpayment penalty for the
period of underpayment. Generally, to avoid
the estimated tax penalty, the organization
must make estimated tax payments that total
100% of the organization's current tax year
liability. However, an organization can base
its required estimated tax payments on 100%
of the tax shown on its return for the preced-
ing 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-
Exempt Organizations, to figure their esti-
mated 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 un-
related business income tax (including esti-
mated tax) using one of the following meth-
ods.

Electronic deposits. Some organizations
are required to electronically deposit all de-
pository taxes under section 6302, including
the unrelated business income tax, using the
Electronic Federal Tax Payment System
(EFTPS). If the organization is required to
deposit electronically and does not do so, it
may be subject to a 10% penalty. Organiza-
tions that are not required to make electronic
deposits may voluntarily participate in
EFTPS. To enroll in EFTPS, call
1–800–555–4477 or 1–800–945–8400. For
general information about EFTPS, see sec-
tion 11 of Publication 15, Circular E, Employ-
er's Tax Guide, or call 1–800–829–1040.

Electronic deposit requirement. If an
organization deposits more than $200,000 in
depository taxes in a calendar year, it must
electronically deposit all its depository tax li-
abilities for return periods beginning after the
following calendar year. For example, an or-
ganization that deposited more than $200,000
in 1998 must deposit all its depository tax li-
abilities for return periods beginning in 2000
and later years.

Deposits with Form 8109. If the organiza-
tion is not required to (or does not voluntarily)
make electronic deposits, it must make its
deposits with Form 8109, Federal Tax De-
posit Coupon.

The completed Form 8109 with the pay-
ment must be mailed or delivered to an au-
thorized 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
authorized 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 substantially related to the per-
formance by the organization of its exempt
purpose or function, except that the organ-
ization uses the profits derived from this ac-
tivity.

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
business” generally includes any activity car-
ried on for the production of income from
selling goods or performing services. An ac-
tivity 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
purposes of the organization.

For example, the regular sale of pharma-
ceutical supplies to the general public by a
hospital pharmacy does not lose its identity
as a trade or business, even though the
pharmacy also furnishes supplies to the hos-
pital and patients of the hospital in accord-
ance with its exempt purpose. Similarly, so-
liciting, selling, and publishing commercial
advertising is a trade or business even though
the advertising is published in an exempt or-
ganization's periodical that contains editorial
matter related to the organization's exempt
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
activities of nonexempt organizations.

For example, a hospital auxiliary's opera-
tion 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 com-
pete with similar facilities that a nonexempt
organization would ordinarily operate year-
round. However, operating a commercial
parking lot every Saturday, 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 organiza-
tion's exempt purpose if it does not con-
tribute importantly to accomplishing that
purpose (other than through the production
of funds). Whether an activity contributes
importantly depends in each case on the facts
involved.

In determining whether activities contrib-
ute importantly to the accomplishment of an
exempt purpose, the size and extent of the
activities involved must be considered in re-
lation to the nature and extent of the exempt
function that they intend to serve. For exam-
ple, 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 ac-
tivity that is more than needed to accomplish
the exempt purpose is an unrelated trade or
business.

Also in determining whether activities
contribute importantly to the accomplishment
of an exempt purpose, the following principles
apply.

Selling of products of exempt func-
tions. Ordinarily, selling products that result
from the performance of exempt functions is
not an unrelated trade or business if the
product is sold in substantially the same state
it is in when the exempt functions are com-
pleted. Thus, for an exempt organization en-
gaged in rehabilitating handicapped persons
(its exempt function), selling 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
reasonably appropriate or necessary to dis-
pose of it as is, the activity is an unrelated
trade or business. For example, if an exempt
organization maintains 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 dis-
cussed earlier, is whether the activities con-
tribute importantly to the accomplishment of
exempt purposes.

For example, a museum has a theater
auditorium designed for showing educational
films in connection with its program of public
education in the arts and sciences. The the-
ater is a principal feature of the museum and
operates continuously while the museum is
open to the public. If the organization also
operates the theater as a motion picture the-
ater 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 De-
ductions in chapter 4. 

Exploitation of exempt functions. Ex-
empt activities sometimes create goodwill or
other intangibles that can be exploited in a
commercial way. When an organization ex-
ploits such an intangible in commercial activ-
ities, 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 business. Unless the com-
mercial exploitation contributes 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
Deductions in chapter 4.
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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 organ-
ization, whose exempt purposes are to pro-
mote better conditions for cattle breeders and
to improve the breed generally, engages in
an unrelated trade or business when it regu-
larly sells cattle for its members on a com-
mission basis.

Artists' facilities. An organization whose
exempt purpose is to stimulate and foster
public interest in the fine arts by promoting
art exhibits, sponsoring cultural events, and
furnishing information about fine arts leases
studio apartments to artist tenants and oper-
ates a dining hall primarily for these tenants.
These two activities do not contribute impor-
tantly to accomplishing the organization's ex-
empt 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 ac-
complishment 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 Busi-
ness Activities, later.

Hospital facilities. An exempt hospital
leases its adjacent office building and fur-
nishes certain office services to a hospital-
based medical group for a fee. The group
provides all diagnostic and therapeutic pro-
cedures to the hospital's patients and oper-
ates the hospital's emergency room on a
24-hour basis. The leasing activity is sub-
stantially related to the hospital's exempt
purpose and is not an unrelated trade or
business.

The hospital also operates a gift shop pa-
tronized by patients, visitors making pur-
chases for patients, and employees; a cafe-
teria and coffee shop primarily for employees
and medical staff; and a parking lot for pa-
tients and visitors only. These activities are
also substantially related to the hospital's ex-
empt 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 ex-
ploits 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. Be-
cause exploiting the book is unrelated to the
organization's exempt purposes (except for
the use of the book's profits), the income is
unrelated business income. 

However, if the organization transfers
publication rights to a commercial publisher
in return for royalties, the royalty income re-
ceived will not 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 resi-
dents who make articles at home according
to the shop's specifications. The shop man-
ager periodically inspects the articles during
their manufacture to ensure that they meet
desired standards of style and quality. Al-
though 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
tennis courts and dressing rooms that it uses
during the regular school year in its educa-
tional program. During the summer, the
school operates a tennis club open to the
general public. Employees of the school run
the club, including collecting 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 further that exempt purpose. These ac-
tivities are unrelated trades or businesses.
However, in the second situation the income
derived from the leasing of the property is
excluded from unrelated 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
several 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 dress-
ing 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 income from this lease is not
excluded from unrelated business taxable in-
come as rent from real property.

Broadcasting rights. An exempt collegiate
athletic conference conducts an annual com-
petitive athletic game between its conference
champion and another collegiate team. In-
come is derived from admission charges and
the sale of exclusive broadcasting rights to a
national radio and television network. An
athletic program is considered an integral part
of the educational process of a university.

The educational purposes served by
intercollegiate athletics are identical whether
conducted directly by individual universities
or by their regional athletic conference. Also,
the educational 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 accomplishment of the organization's ex-
empt purpose and is not an unrelated trade
or business.

In a similar situation, an exempt organ-
ization was created as a national governing
body for amateur athletes to foster interest in
amateur sports and to encourage widespread
public participation. The organization receives
income each year from the sale of exclusive
broadcasting rights to an independent pro-
ducer, who contracts with a commercial net-
work to broadcast many of the athletic events
sponsored, supervised, and regulated by the
organization.

The broadcasting of these events pro-
motes the various amateur sports, fosters
widespread public interest in the benefits of
the organization's nationwide amateur pro-
gram, and encourages public participation.
The sale of the rights and the broadcasting
of the events contribute importantly to the or-
ganization's exempt purpose. Therefore, the
sale of the exclusive broadcasting rights is
not an unrelated trade or business. 

Yearbook advertising. An exempt organ-
ization receives income from the sale of ad-
vertising in its annual yearbook. The organ-
ization hires an independent commercial firm,
under a contract covering a full calendar year,
to conduct an intensive advertising solicitation
campaign in the organization's name. This
firm is paid a percentage of the gross adver-
tising receipts for selling the advertising, col-
lecting from advertisers, and printing the
yearbook. This advertising activity is an un-
related trade or business. 

Pet boarding and grooming services. An
exempt organization, organized and operated
for the prevention of cruelty to animals, re-
ceives unrelated business income from pro-
viding pet boarding and grooming services for
the general public. These activities do not
contribute importantly to its purpose of pre-
venting cruelty to animals. 

Museum eating facilities. An exempt art
museum operates a dining room, a cafeteria,
and a snack bar for use by the museum staff,
employees, and visitors. Eating facilities in the
museum help to attract visitors and allow
them to spend more time viewing the muse-
um's exhibits without having to seek outside
restaurants at mealtime. The eating facilities
also allow the museum staff and employees
to remain in the museum throughout the day.
Thus, the museum's operation of the eating
facilities contributes importantly to the ac-
complishment 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
alcoholic treatment centers also operates a
furniture shop to provide full-time employment
for its residents. 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 furni-
ture shop contributes importantly to the or-
ganization's purpose of aiding 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
substantially related to the purpose for which
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tax exemption was granted to the organiza-
tion.

Example 1. A tax-exempt university
alumni association provides a travel tour pro-
gram for its members and their families. The
organization works with various travel agen-
cies and schedules 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 agen-
cies 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 regu-
lar commercially 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 pro-
moting education. Therefore, the sale of the
travel tours is an unrelated trade or business.

Example 2. A tax-exempt organization
formed for the purpose of educating individ-
uals about the geography and the culture of
the United States provides study tours to na-
tional parks and other locations within the
United States. These tours are conducted by
teachers and others certified by the state
board of education. The tours are primarily
designed for students enrolled in degree pro-
grams at state educational institutions, but are
open to all who agree to participate in the
required study program associated with the
tour taken. A tour's study program consists
of instruction on subjects related to the lo-
cation 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 ed-
ucation awards academic credit for tour par-
ticipation. Because these tours are substan-
tially 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
administrative services is normally carrying
on an unrelated trade or business.

Exceptions. Organizations whose ex-
empt activities may include the provision of
insurance benefits, such as fraternal benefi-
ciary societies, voluntary employees benefi-
ciary associations, and labor organizations,
are generally exceptions to this rule.

Magazine publishing. An association of
credit unions with tax-exempt status as a
business league publishes a consumer-
oriented magazine four times a year and
makes it available to member credit unions for
purchase.

By selling a magazine to its members as
a promotional device, the organization fur-
nishes its members with a regular commercial
service they can use in their own operations.
This service does not promote the improve-
ment of business conditions of one or more
lines of business, which is the exempt pur-
pose of a business league.

Since the activity does not contribute im-
portantly to the organization's exempt func-
tion, 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 im-
portance or reputation of any member. The
directory contains no commercial advertise-
ment and is sold only to the organization's
members.

The directory facilitates communication
among the members and encourages the
exchange of ideas and expertise. Because
the directory lists the members in a similar
noncommercial 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 importantly to the organiza-
tion's exempt purpose and is not an unrelated
trade or business. This directory differs from
the publication discussed next because of its
noncommercial characteristics.

Sales of advertising space. A national as-
sociation of law enforcement officials pub-
lishes a monthly journal that contains articles
and other editorial material of professional
interest to its members. The journal is dis-
tributed without charge, mainly to the organ-
ization's members.

The organization sells advertising space
in the journal either for conventional adver-
tising or to merely identify the purchaser
without a commercial message. Some of the
noncommercial advertising identifies the pur-
chaser in a separate space, and some con-
sists of listings of 60 or more purchasers per
page. A business firm identified in a separate
space is further identified in an Index of Ad-
vertisers.

The organization solicits advertising by
personal contacts. Advertising from large
firms is solicited by contacting their chief
executive officer or community relations offi-
cer 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 adver-
tising 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 organ-
ization's publication is generally presumed to
be placed for the purchaser's commercial
benefit, even if it has no commercial mes-
sage. 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
factors should also be considered in deter-
mining whether a commercial benefit can be
expected. Those other factors include:

1) The normal manner in which the publi-
cation 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 organiza-
tion to receive tax-deductible contribu-
tions, and 

5) The commercial or noncommercial
methods used to solicit the advertisers.

In this situation, the purchaser of a sepa-
rate advertising space without a commercial
message can nevertheless expect a com-
mercial benefit from the goodwill derived from
being identified in that manner as a patron of
the organization. However, the purchaser of
a listing cannot expect more than an incon-
sequential benefit. Therefore, the sale of
separate spaces, 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 pro-
ducts and services used by the legal profes-
sion, and legal notices. The legal notices are
published to satisfy state laws requiring pub-
lication of notices in connection with legal
proceedings, such as the administration of
estates and actions to quiet title to real prop-
erty. The state designated the bar associ-
ation's journal as the place to publish the re-
quired notices.

The publication of ordinary commercial
advertising does not advance the exempt
purposes of the association even when pub-
lished 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 advertising 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
inform the general public of significant legal
events rather than to stimulate demand for
the products or services of an advertiser. This
promotes the common interests of the legal
profession and contributes importantly to the
association's exempt purposes. Therefore,
the publishing of legal notices does not con-
stitute 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
selected 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 quantity discounts to retail stores. It
also sells them by mail order through a cata-
log that is advertised in magazines and other
publications throughout the year. As a result,
a large number of cards are sold at a signif-
icant profit.

The museum is exempt as an educational
organization on the basis of its ownership,
maintenance, and exhibition for public view-
ing of works of art. The sale of greeting cards
with printed reproductions of artworks con-
tributes importantly to the achievement of the
museum's exempt educational purposes by
enhancing public awareness, interest, and
appreciation of art. The cards may encourage
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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 compe-
tition with commercial greeting card publish-
ers does not alter the fact that the activity is
related to the museum's exempt purpose.
Therefore, these sales activities are not an
unrelated 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 muse-
um's own collection and reproductions
of artistic works from the collections of
other art museums (prints suitable for
framing, postcards, greeting cards, and
slides),

2) Metal, wood, and ceramic copies of
American folk art objects from its own
collection and similar copies of art ob-
jects 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 lo-
cated.

The shop also rents originals or repro-
ductions of paintings contained in its col-
lection. All of its reproductions are imprinted
with the name of the artist, the title or subject
matter of the work from which it is re-
produced, and the museum's name. 

Each line of merchandise must be con-
sidered 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
collection and reproductions of artistic works
not owned by the museum contribute impor-
tantly to the achievement of the museum's
exempt educational purpose by making works
of art familiar to a broader segment of the
public, thereby enhancing the public's under-
standing and appreciation 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 re-
lationship to art or to artistic endeavor and,
therefore, does not contribute importantly to
the accomplishment of the museum's exempt
educational purposes. 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 museum also
sells articles which do contribute importantly
to the accomplishment of its exempt function.
Therefore, these sales are an unrelated trade
or business. 

Business league's parking and bus ser-
vices. 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 operates, 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 cus-
tomers.

The park and shop plan allows customers
of particular merchants to park free at certain
parking lots in the area. Merchants partic-
ipating in this plan buy parking stamps, which
they distribute to their customers to use to pay
for parking.

Operating the fringe parking lot and shuttle
bus service provides easy and convenient
access to the downtown area and, therefore,
stimulates and improves business conditions
in the downtown area generally. That activity
contributes importantly to the organization's
accomplishing its exempt purpose and is not
an unrelated trade or business.

The park and shop plan encourages cus-
tomers to use a limited number of participat-
ing member merchants in order to obtain free
parking. This provides a particular service to
individual members of the organization and
does not further its exempt purpose. There-
fore, 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 so-
cial, recreational, and guidance programs for
which it was recognized as exempt. The fa-
cilities are under the management and
supervision of trained career professionals
who provide residents with personal coun-
seling, 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
welfare 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. Nom-
inal 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 par-
ticipation in the program to a limited number
of members of the community.

The health club program is in addition to
the general physical fitness program of the
organization. Operating this program does not
contribute importantly to the organization's
accomplishing its exempt purpose and,
therefore, is an unrelated trade or business.

Miniature golf course. An exempt youth
welfare organization operates a miniature golf
course that is open to the general public. The
course, which is managed by salaried em-
ployees, is substantially similar to commercial
courses. The admission fees charged are
comparable 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

importantly to the accomplishment of the or-
ganization's exempt purpose and, therefore,
is an unrelated trade or business.

Sales of hearing aids. A tax-exempt hospi-
tal, whose primary activity is rehabilitation,
sells hearing aids to patients. This activity is
an essential part of the hospital's program to
test and evaluate patients with hearing defi-
ciencies 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
unrelated trade or business. However, labo-
ratory testing performed by a tax-exempt
non-teaching hospital on referred specimens
from private office patients of staff physicians
is an unrelated trade or business if these
services are otherwise available in the com-
munity.

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.
Endorsing laboratory equipment does not
contribute importantly to the accomplishment
of any purpose for which exemption is
granted to the organization. Accordingly, the
sale of endorsements is an unrelated trade
or business.

Sponsoring entertainment events. An ex-
empt university has a regular faculty and a
regularly enrolled student body. During the
school year, the university sponsors the ap-
pearance of professional theater companies
and symphony orchestras that present drama
and musical performances for the students
and faculty members. Members of the general
public also are admitted. The university ad-
vertises these performances and supervises
advance ticket sales at various places, in-
cluding such university facilities as the cafe-
teria and the university bookstore. Although
the presentation of the performances makes
use of an intangible generated by the univer-
sity's exempt educational functions—the
presence of the student body and
faculty—such drama and music events con-
tribute importantly to the overall educational
and cultural functions of the university.
Therefore, the activity is not an unrelated
trade or business.

Excluded Trade or
Business Activities
The following activities are specifically ex-
cluded from the definition of unrelated trade
or business.

Volunteer workforce. Any trade or business
in which substantially all the work is per-
formed for the organization without compen-
sation 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
business.
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Example 2. A volunteer fire company
conducts weekly public dances. Holding
public dances and charging admission on a
regular basis may, given the facts and cir-
cumstances of a particular case, be consid-
ered an unrelated trade or business. How-
ever, because the work at the dances is
performed by unpaid volunteers, 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 unrelated trade or business. For ex-
ample, a laundry operated by a college for the
purpose of laundering 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 busi-
ness income tax.

Qualified sponsorship payment. This
is any payment made by a person engaged
in a trade or business for which the person
will receive 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 ac-
knowledgment” does not include advertising
the sponsor's products or services. The or-
ganization's activities include all its activities,
whether or not related to its exempt purposes.

For example, if, in return for receiving a
sponsorship payment, an organization prom-
ises to use the sponsor's name or logo in
acknowledging 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 priv-
ileges (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
sponsorship payment does not affect whether
the payment is a qualified sponsorship pay-
ment. Instead, providing these goods or ser-
vices is treated as a separate transaction in
determining whether the organization has
unrelated business 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 in-
come tax.

Similarly, the sponsor's receipt of a license
to use an intangible asset (for example, a
trademark, logo, or designation) of the or-
ganization is treated as separate from the
qualified sponsorship transaction in deter-
mining whether the organization has unre-
lated 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
example, 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 advertis-
ing.

Advertising. A payment is not a qualified
sponsorship payment if, in return, the organ-
ization advertises the sponsor's products or

services. 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 addi-
tion, mere distribution or display of a spon-
sor's product by the organization to the public
at a sponsored event, whether for free or for
remuneration, is considered use or acknowl-
edgment of the product rather than advertis-
ing.

Exception for contingent payments. A
payment is not a qualified sponsorship pay-
ment if its amount is contingent, by contract
or otherwise, 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 sponsorship payment is con-
tingent 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 enti-
tles the payer to the use or acknowledgment
of the business name, logo, or product lines
in the organization's periodical. For this pur-
pose, a periodical is any regularly scheduled
and printed material (for example, a monthly
journal) published by or on behalf of the or-
ganization. It does not include material that is
related to and primarily distributed in con-
nection with a specific event conducted by the
organization (for example, a program or bro-
chure distributed at a sponsored 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 advertising activities. See Sales of
advertising space under Examples, earlier in
this chapter. Also see Exploitation of Exempt
Activity — Advertising Sales in chapter 4.

Exception for conventions and trade
shows. A payment is not a qualified spon-
sorship 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 un-
related trade or business. For example, a
thrift shop operated by a tax-exempt organ-
ization that sells donated clothes and books
to the general public, with the proceeds going
to the exempt organization, is not an unre-
lated trade or business.

Employee association sales. The sale of
certain items by a local association of em-
ployees described in section 501(c)(4), or-
ganized before May 17, 1969, is not an un-
related trade or business if the items are sold
for the convenience of the association's

members at their usual place of employment.
This exclusion applies only to the sale of
work-related clothes and equipment and
items normally sold through vending ma-
chines, 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) It is legal where it is played.

3) It is 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 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 ap-
plies only if bingo is legal under the laws of
the jurisdiction 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 organiza-
tions cannot regularly carry on bingo games
in any part of the same jurisdiction. Jurisdic-
tion is normally the entire state; however, in
certain situations, 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 or-
ganizations to conduct bingo games. In addi-
tion, for-profit organizations are permitted to
conduct bingo games in city S, a resort com-
munity located in county R. Several for-profit
organizations conduct nightly games. Y con-
ducts 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 or-
ganization 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 tele-
phone 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 struc-
ture) is used:

1) By the telephone or electric company to
support one or more wires that the
company uses in providing telephone or
electric services to its members, and
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2) According to the rental, to support one
or more wires (in addition to the wires
described in (1)) for use in connection
with the transmission by wire of electric-
ity or of telephone or other communi-
cations.

For this purpose, the term rental includes any
sale of the right to use the pole (or other
structure).

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 con-
tributions. This applies to organizations de-
scribed in section 501 that are eligible to re-
ceive charitable contributions.

A distribution is considered incidental to
the solicitation of a charitable contribution if:

1) The recipient did not request the distri-
bution,

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 or-
ganization and a statement that the re-
cipient may keep the low cost article re-
gardless 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 $7.40, for 2000. 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
contributions is not included in the term un-
related trade or business.

Hospital services. The providing of certain
services at or below cost by an exempt hos-
pital to other exempt hospitals that have fa-
cilities for 100 or fewer inpatients is not an
unrelated trade or business. This exclusion
applies only to services described in section
501(e)(1)(A).

Public entertainment activity. An unrelated
trade or business does not include a qual-
ified public entertainment activity. A public
entertainment activity is one traditionally con-
ducted at a fair or exposition promoting agri-
culture and education, including any activity
whose purpose is designed to attract the
public to fairs or expositions 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 organiza-
tion:

1) In conjunction with an international, na-
tional, state, regional, or local fair or ex-
position,

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 sub-
division 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
percentage of the revenue from the ac-
tivity than the state charges nonqualify-
ing organizations that hold similar activ-
ities.

For these purposes, a qualifying organ-
ization is an organization described in section
501(c)(3), 501(c)(4), or 501(c)(5) that regu-
larly conducts an agricultural and educational
fair or exposition as one of its substantial ex-
empt purposes. Its conducting qualified public
entertainment activities will not affect deter-
mination of its exempt status.

Convention or trade show activity. An un-
related trade or business does not include
qualified convention or trade show activities
conducted at a convention, annual meeting,
or trade show.

A qualified convention or trade show ac-
tivity is any activity of a kind traditionally car-
ried on by a qualifying organization in con-
junction with an international, national, state,
regional, or local convention, annual meeting,
or show if:

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 in-
dustry or educating the persons in at-
tendance regarding new products and
services or new rules and regulations
affecting the industry, and

2) The show is designed to achieve its
purpose through the character of the
exhibits and the extent of the industry
products that are displayed.

For these purposes, a qualifying organ-
ization is one described in section 501(c)(3),
501(c)(4), 501(c)(5), or 501(c)(6). The organ-
ization must regularly conduct, as one of its
substantial exempt purposes, a qualified
convention or trade show activity.

The rental of display space to exhibitors
(including exhibitors who are suppliers) at a
qualified convention or trade show is not an
unrelated trade or business even if the ex-
hibitors 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 mem-
bers' own trades or businesses.

4.
Unrelated
Business
Taxable Income

The term “unrelated business taxable in-
come” generally means the gross income
derived from any unrelated trade or business
regularly carried on by the exempt organiza-
tion, less the deductions directly connected

with carrying on the trade or business. If an
organization regularly carries on two or more
unrelated business activities, 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.

In computing unrelated business taxable
income, 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
determined by all the facts and circumstances
in each specific case. For example, if the or-
ganization received a payment termed rent
that is in fact a return of profits by a person
operating the property for the benefit of the
organization, or that is a share of the profits
retained by the organization as a partner or
joint venturer, the payment is not within the
income exclusion for rents, discussed 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 income.

Exclusions
The following types of income (and de-
ductions directly connected with the income)
are generally excluded when figuring unre-
lated business taxable income.

Dividends, interest, annuities and other
investment income. All dividends, interest,
annuities, payments with respect to securities
loans, income from notional principal con-
tracts, and other income from an exempt or-
ganization's ordinary and routine investments
that the IRS determines are substantially
similar to these types of income are excluded
in computing unrelated business taxable in-
come.

Exception for insurance activity in-
come of a controlled foreign corporation.
This exclusion does not apply to income from
certain insurance activities of an exempt or-
ganization's controlled foreign corporation.
The income is not excludable dividend in-
come, but instead is unrelated business tax-
able income to the extent it would be so
treated if the exempt organization had earned
it directly. Certain exceptions to this rule ap-
ply. For more information, see section
512(b)(17).

Other exceptions. This exclusion does
not apply to unrelated debt-financed income
(discussed under Income From Debt-
Financed Property, later) or to interest or an-
nuities received 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
organization of securities identical to the
securities loaned,

2) Requires payments to the organization
of amounts equivalent to all interest,
dividends, and other distributions that
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the owner of the securities is entitled to
receive during the period of the loan,

3) Does not reduce the organization's risk
of loss or opportunity for gain on the se-
curities,

4) Contains reasonable procedures to im-
plement the obligation of the borrower to
furnish 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 securities at the close of the
preceding business day, and

5) Permits the organization to terminate the
loan upon notice of not more than 5
business days.

Payments with respect to securities loans
include:

1) Amounts in respect of dividends, inter-
est, 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 se-
curity or the investment of collateral security
from the loans. Any deductions that are di-
rectly connected with collateral security for
the loan, or with the investment of collateral
security, are considered deductions that are
directly connected with the securities loaned.

Royalties. Royalties, including overriding
royalties are excluded in computing unrelated
business 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, payments for the use of a profes-
sional athlete's name, photograph, likeness,
or facsimile signature are ordinarily consid-
ered royalties. However, royalties do not in-
clude payments for personal services.
Therefore, payments for personal appear-
ances and interviews are not excluded as
royalties and must be included in figuring un-
related 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 as-
signed to it by inventors for specified per-
centages of future royalties.

Mineral royalties are excluded whether
measured by production or by gross or taxa-
ble income from the mineral property. How-
ever, 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 production
payments), payments for mineral production
are treated in the same manner as royalty
payments for the purpose of computing un-
related business taxable income. To the ex-
tent they are treated as loans, any payments

for production that are the equivalent of in-
terest are treated as interest and are ex-
cluded.

Exceptions. This exclusion does not ap-
ply to debt-financed income (discussed under
Income From Debt-Financed Property, later)
or to royalties received from a controlled cor-
poration (discussed under Income From
Controlled Corporations, later).

Rents. Rents from real property, including
elevators and escalators, are excluded in
computing unrelated business taxable in-
come. Rents from personal property are not
excluded. However, 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 deter-
mined 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 attribut-
able 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 January 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 treat-
ment of the rents must be redetermined, if:

1) The rent attributable to all the leased
personal 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
services. Payment for occupying space
when personal services are also rendered to
the occupant does not constitute rent from
real property. Therefore, the exclusion does
not apply to transactions such as renting hotel
rooms, rooms in boarding houses or tourist
homes, and space in parking lots or ware-
houses.

Other exceptions. This exclusion does
not apply to unrelated debt-financed income
(discussed under Income From Debt-

Financed Property, later) or to rents received
from a controlled corporation (discussed un-
der Income From Controlled Corporations,
later).

Income from research. A tax-exempt or-
ganization may exclude income from re-
search grants or contracts from unrelated
business taxable income. However, the ex-
tent of the exclusion depends on the nature
of the organization and the type of research.

Income from research for the United
States, any of its agencies or instrumental-
ities, or a state or any of its political subdivi-
sions is excluded when computing unrelated
business taxable income.

For a college, university, or hospital, all
income from research, whether fundamental
or applied, is excluded in computing unrelated
business taxable income.

When an organization is operated prima-
rily to conduct fundamental research (as dis-
tinguished 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 unre-
lated business taxable income.

The term research, for this purpose, does
not include activities of a type normally car-
ried on as an incident to commercial or in-
dustrial operations, such as testing or in-
specting materials or products, or designing
or constructing equipment, buildings, etc. In
addition, the term fundamental research
does not include research carried on for the
primary purpose of commercial or industrial
application.

Gains and losses from disposition of
property. 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 in-
ventory if on hand at the close of the tax
year,

2) Property held primarily for sale to cus-
tomers 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 ex-
change of the timber.

It should be noted that the last exception
relates only to cut timber. The sale, ex-
change, or other disposition of standing tim-
ber is excluded from the computation of un-
related business income, unless it constitutes
property held for sale to customers in the or-
dinary 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 un-
related business taxable income. The exclu-
sion applies only if the option is written in
connection with the exempt organization's in-
vestment 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 customers in the ordi-
nary 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.
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Income from services provided under fed-
eral license. There is a further exclusion
from unrelated business taxable income of
income from a trade or business carried on
by a religious order or by an educational or-
ganization maintained by the order.

This exclusion applies only if the following
requirements are met.

1) The trade or business must have been
operated by the order or by the institution
since before May 27, 1959.

2) The trade or business must consist of
providing services under a license is-
sued 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 edu-
cational purposes that constitute the ba-
sis for the religious order's exemption.

4) The rates or other charges for these
services must be fully competitive with
the rates or other charges of similar tax-
able 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 busi-
nesses operating in the same general
area.

Exception. This exclusion does not apply
to unrelated debt-financed income (discussed
later under Income From Debt-Financed
Property).

Dues of Agricultural
Organizations and Business
Leagues
Dues received from associate members by
organizations exempt under section 501(c)(5)
or section 501(c)(6) may be treated as gross
income from an unrelated trade or business
if the associate member category exists for
the principal purpose of producing unrelated
business income. For example, if an organ-
ization creates an associate member cate-
gory solely to allow associate members to
purchase insurance through the organization,
the associate member dues may be unrelated
business income.

Exception. Associate member dues re-
ceived by an agricultural or horticultural or-
ganization are not treated as gross income
from an unrelated trade or business, regard-
less of their purpose, if they are not more than
the annual limit. The limit on dues paid by an
associate member is $112 for 2000.

If the required annual dues are more than
the limit, the entire amount is treated as in-
come from an unrelated business unless the
associate member category was formed or
availed of for the principal purpose of fur-
thering the organization's exempt purposes.

Deductions
To qualify as allowable deductions in com-
puting unrelated business taxable income, the
expenses, depreciation, and similar items
generally must be allowable income tax de-
ductions that are directly connected with
carrying on an unrelated trade or business.
They cannot be directly connected with ex-
cluded income. 

For an exception to the “directly
connected” requirement, see Charitable con-
tributions deduction, 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 car-
rying on that business. For an exception, see
Expenses attributable to exploitation of ex-
empt activities, later.

Expenses attributable solely to unrelated
business. Expenses, depreciation, and sim-
ilar items attributable solely to the conduct of
an unrelated business are proximately and
primarily related to that business and qualify
for deduction to the extent that they are oth-
erwise allowable income tax deductions.

For example, salaries of personnel em-
ployed full-time to carry on the unrelated
business 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 facil-
ities or personnel. When facilities or per-
sonnel are used both to carry on exempt
functions and to conduct an unrelated trade
or business, expenses, depreciation, and
similar items attributable to the facilities or
personnel must be allocated between the two
uses on a reasonable basis. The part of an
item allocated to the unrelated trade or busi-
ness is proximately and primarily related to
that business, and is allowable as a deduction
in computing unrelated business taxable in-
come, if the expense is otherwise an allow-
able income tax deduction.

Example 1. A school recognized as a
tax-exempt organization contracts with an in-
dividual to conduct a summer tennis camp.
The school provides the tennis courts, hous-
ing, and dining facilities. The contracted in-
dividual hires the instructors, recruits camp-
ers, and provides supervision. The income
the school receives from this activity is from
a dual use of the facilities 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
business 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

income, a deduction of $9,000 ($90,000 ×
10%) is allowed for the salary paid to its
president.

Expenses attributable to exploitation of
exempt activities. Generally, expenses,
depreciation, 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 unrelated trade or
business, and therefore, they do not qualify
as directly connected with that business.

Exception. Expenses, depreciation, and
similar items may be treated as directly con-
nected with the conduct of the unrelated
business 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
organizations.

3) The exempt activity is a type normally
conducted 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, depreci-
ation, and similar items over the income
from, or attributable to, the exempt ac-
tivity, or

2) The gross unrelated business income
reduced by all other expenses, depreci-
ation, and other items that are actually
directly connected.

The application of these rules to an ad-
vertising activity that exploits an exempt pub-
lishing activity is explained next.

Exploitation of Exempt
Activity — Advertising Sales
The sale of advertising in a periodical of an
exempt organization that contains editorial
material related to the accomplishment of the
organization's exempt purpose is an unre-
lated business that exploits an exempt activ-
ity, the circulation and readership of the peri-
odical. Therefore, in addition to direct
advertising costs, exempt activity costs (ex-
penses, depreciation, and similar expenses
attributable to the production 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 in-
come (UBTI). The UBTI of an advertising
activity is the amount shown in the following
chart.
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IF gross
advertising
income is... THEN UBTI is...

More than
direct
advertising
costs

Equal to or less
than direct
advertising
costs

The excess
advertising income,
reduced (but not
below zero) by the
excess, if any, of
readership costs over
circulation income.

Zero.

● Circulation income
and 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
income from the unrelated advertising activ-
ities 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
readership 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 organ-
ization.

Allocable membership receipts. This is
the part of membership receipts (dues, fees,
or other charges associated with member-
ship) equal to the amount that would have
been charged and paid for the periodical if:

1) The periodical was published by a taxa-
ble organization,

2) The periodical was published for profit,
and

3) The member was an unrelated party
dealing 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 Peri-
odical Costs, later. The cost of other exempt
activities means the total expenses incurred
by the organization in connection with its
other exempt activities, not offset by any in-
come earned by the organization from those
activities.

IF... THEN the amount
used to allocate
membership
receipts is...

20% or more of
the total
circulation
consists of
sales to
nonmembers

The above
condition does
not apply, and
20% or more of
the members
pay reduced
dues because
they do not
receive the
periodical

The subscription
price charged
nonmembers.

The reduction in dues
for a member not
receiving 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 is an exempt scientific or-
ganization 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 members. U also distributes 5,000
additional copies of its periodical to non-
members, who subscribe for $10 a year.
Since the nonmember circulation of U's peri-
odical represents one-third (more than 20%)
of its total circulation, the subscription price
charged to nonmembers is used to determine
the part of U's membership receipts allocable
to the periodical. Thus, U's allocable mem-
bership receipts are $100,000 ($10 times
10,000 members), and U's total circulation
income for the periodical is $150,000
($100,000 from members plus $50,000 from
sales to nonmembers).

Example 2. Assume the same facts ex-
cept that U sells only 500 copies of its peri-
odical 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 reduced 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 peri-
odical 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 de-
termine the part of membership receipts
allocable to the periodical. Instead, since 70%
of the members elect not to receive the peri-
odical 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 receipts 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 nonmember
subscriptions).

Periodical Costs

Direct advertising costs. These are ex-
penses, depreciation, and similar items of
deduction directly connected with selling and
publishing advertising in the periodical.

Examples of allowable deductions under
this classification include agency commis-
sions 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 period-
ical. Also included are other deductions
commonly classified as advertising costs un-
der standard account classifications, such as
artwork and copy preparation, telephone,
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
purpose, the general account classifications
of items includable in mechanical and distri-
bution costs ordinarily employed in business-
paper and consumer-publication accounting
provide a guide for the computation. Accord-
ingly, the mechanical and distribution costs
include the part of the costs and other ex-
penses of composition, press work, binding,
mailing (including paper and wrappers used
for mailing), and bulk postage attributable to
the advertising lineage of the publication.

In the absence of specific and detailed
records, the part of mechanical and distribu-
tion costs attributable to the periodical's ad-
vertising 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 di-
rectly connected with the production and dis-
tribution of the readership content of the pe-
riodical.

Costs partly attributable to other activities.
Deductions properly attributable to exempt
activities other than publishing the periodical
may not be allocated to the periodical. When
expenses are attributable both to the period-
ical and to the organization's other activities,
an allocation must be made on a reasonable
basis. The method of allocation will vary with
the nature of the item, but once adopted,
should be used consistently. Allocations
based on dollar receipts from various exempt
activities generally are not reasonable since
receipts usually do not accurately reflect the
costs associated with specific activities that
an exempt organization conducts.

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 determining unrelated business taxable in-
come from selling 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 treatment can be
changed only with the consent of the Internal
Revenue Service.

An exempt organization's periodical is
published to produce income if:
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1) The periodical generates gross advertis-
ing income to the organization equal to
at least 25% of its readership costs, and

2) Publishing the periodical is an activity
engaged in for profit.

Whether the publication of a periodical is
an activity engaged in for profit can be deter-
mined 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 ob-
jective 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 income will
exceed costs within a reasonable time.

Example. Y, an exempt trade associ-
ation, publishes three periodicals that it dis-
tributes to its members: a weekly newsletter,
a monthly magazine, and a quarterly journal.
Both the monthly magazine and the quarterly
journal contain advertising that accounts for
gross advertising income equal to more than
25% of their respective readership costs.
Similarly, the total income attributable to each
periodical has exceeded the total deductions
attributable to each periodical for substantially
all the years they have been published. The
newsletter carries no advertising and its an-
nual subscription price is not intended 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 con-
solidate 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 de-
ductions of its other periodicals, since the
newsletter is not published for the production
of income.

Modifications

Net operating loss deduction. The net op-
erating loss deduction (as provided in section
172) is allowed in computing unrelated busi-
ness taxable income. However, the net op-
erating loss for any tax year, the carrybacks
and carryovers of net operating losses, and
the net operating loss deduction are deter-
mined without taking into account any amount
of income or deduction that has been spe-
cifically excluded in computing unrelated
business taxable income. For example, a
loss from an unrelated trade or business is
not diminished because dividend income was
received.

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 income. This would reduce the loss
that could be applied against unrelated busi-
ness income of prior or future tax years.
Therefore, to preserve the immunity of ex-
empt income, all net operating loss computa-
tions are limited to those items of income and

deductions that affect the unrelated business
taxable income.

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 be-
came subject to the tax last year, its net op-
erating loss for that year is not a carryback to
a prior year when it had no unrelated busi-
ness taxable income, nor is its net operating
loss carryover to succeeding years reduced
by the related income 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 un-
related business income are counted. For
example, 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, re-
gardless of whether the organization was
subject to the unrelated business income tax
in any of the intervening years. 

Charitable contributions deduction. An
exempt organization is allowed to deduct its
charitable contributions in computing its un-
related business taxable income whether or
not the contributions are directly connected
with the unrelated business.

To be deductible, the contribution must be
paid to another qualified organization. For
example, an exempt university that operates
an unrelated business may deduct a contri-
bution made to another university for educa-
tional work, but may not claim a deduction for
contributions of amounts spent for carrying
out its own educational program.

For purposes of the deduction, a distribu-
tion by a trust made under the trust instrument
to a beneficiary, which itself is a qualified or-
ganization, is treated the same as a contri-
bution.

Deduction limits. An exempt organiza-
tion that is subject to the unrelated business
income tax at corporate rates is allowed a
deduction for charitable contributions up to
10% of its unrelated business taxable income
computed without regard to the deduction for
contributions.

 An exempt trust that is subject to the un-
related business income tax at trust rates
generally is allowed a deduction for charitable
contributions in the same amounts as allowed
for individuals. However, the limit on the de-
duction is determined in relation to the trust's
unrelated business taxable income computed
without regard to the deduction, rather than
in relation to adjusted gross income.

Contributions in excess of the limits just
described may be carried over to the next 5
tax years. A contribution carryover is not al-
lowed, 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
deduction is not allowed in computing a net
operating loss or the net operating loss de-
duction.

Generally, the deduction is limited to
$1,000 regardless of the number of unrelated
businesses in which the organization is en-
gaged.

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:

• $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,
districts, or other local units that are not sep-
arate legal entities, but are components of a
larger entity (diocese, province, convention,
or association) filing Form 990–T. The parent
organization must file a return reporting the
unrelated business gross income and related
deductions of all units that are not separate
legal entities. The local units cannot file sep-
arate returns. However, each local unit that
is separately incorporated must file its own
return and cannot include, or be included
with, any other entity. See Title-holding cor-
porations in chapter 1 for a discussion 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 in-
come 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 dis-
tinction is made between limited and general
partners.

Thus, if an organization is a member of a
partnership regularly engaged in a trade or
business that is an unrelated trade or busi-
ness with respect to the organization, the or-
ganization must include in its unrelated busi-
ness taxable income its share of the
partnership's gross income from the unrelated
trade or business (whether or not distributed),
and the deductions attributable to it. The
partnership income and deductions to be in-
cluded in the organization's unrelated busi-
ness taxable income are figured the same
way as any income and deductions from an
unrelated trade or business conducted di-
rectly by the organization.

Example. An exempt educational organ-
ization is a partner in a partnership that op-
erates a factory. The partnership also holds
stock in a corporation. The exempt organiza-
tion must include its share of the gross in-
come from operating the factory in its unre-
lated business taxable income, but may
exclude its share of any dividends the part-
nership received from the corporation.
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Different tax years. If the exempt organiza-
tion and the partnership of which it is a
member have different tax years, the part-
nership items that enter into the computation
of the organization's unrelated business tax-
able income must be based on the income
and deductions 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,
regardless of the actual source or nature of
the income, deductions, and losses. For ex-
ample, the organization's share of the S cor-
poration's interest and dividend income will
be taxable, even though interest and divi-
dends are normally excluded from unrelated
business taxable income. The organization
must also take into account its gain or loss
on the sale or other disposition of the S cor-
poration 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
section 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 ef-
fectively 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
and SUBs
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), and

• Supplemental unemployment com-
pensation benefit trusts (SUBs) de-
scribed in section 501(c)(17).

These organizations must figure unrelated
business taxable income under special rules.

Unlike other exempt organizations, they can-
not exclude their investment income (divi-
dends, interest, rents, etc.). (See Exclusions
under Income, earlier.) Therefore, they are
generally subject to unrelated business in-
come tax on this income.

The unrelated business taxable income
of these organizations includes all gross in-
come, less deductions directly connected with
the production of that income, except that
gross income for this purpose does not in-
clude exempt function income. The divi-
dends received deduction for corporations is
not allowed in computing unrelated 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 non-
members. 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 income.

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 services to the members or their depen-
dents or guests, to further the organization's
exempt purposes. 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 or SUB, 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 un-
der section 419A) are unrelated business in-
come. Special rules apply to the treatment
of existing reserves for post-retirement med-
ical or life insurance benefits. These rules are
explained in section 512(a)(3)(E).

Income derived from an unrelated trade
or business may not be set aside and there-
fore cannot be exempt function income. In
addition, any income set aside and later spent
for other purposes must be included in unre-
lated business 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 income. However, income set aside on
or before the date for filing Form 990–T, in-
cluding extensions of time, may, at the
election of the organization, 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 in-
come for that earlier year. 

Nonrecognition of gain. If the organization
sells property used directly in performing an
exempt function and purchases other prop-
erty used directly in performing an exempt
function, 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 in-
voluntary 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 vet-
erans' organization that is exempt under
section 501(c)(19) does not include the net
income from insurance business that is prop-
erly set aside. The organization may set
aside income from payments received for life,
sick, accident, or health insurance for the or-
ganization's members or their dependents for
the payment of insurance benefits or reason-
able costs of insurance administration, or for
use exclusively for religious, charitable, sci-
entific, literary, or educational purposes, or
the prevention of cruelty to children or ani-
mals. For details, see section 512(a)(4) and
the regulations under that section. 

Income From
Controlled
Organizations
The exclusions for interest, annuities, royal-
ties, and rents, explained earlier in this chap-
ter under Income, may not apply to a payment
of these items received by a controlling or-
ganization from its controlled organization.
The payment is included in the controlling
organization's unrelated business taxable in-
come to the extent it reduced the net unre-
lated income (or increased the net unrelated
loss) of the controlled organization. All de-
ductions of the controlling organization di-
rectly connected with the amount included in
its unrelated business taxable income are al-
lowed.

CAUTION
!

For a payment made under a contract
in effect on June 8, 1997, and re-
ceived during the first 2 tax years be-

ginning after August 4, 1997, the definition of
a controlled organization and the computation
of the amount included in the controlling or-
ganization's unrelated business taxable in-
come are different. See section 1.512(b)-1(l)
of the regulations for details.

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 unre-
lated business taxable income if it were
exempt and had the same exempt pur-
poses as the controlling organization.
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Net unrelated loss. This is:

• For an exempt organization, its net oper-
ating 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
controlling organization.

Control. An organization is controlled if:

• For a corporation, the controlling organ-
ization owns (by vote or value) more than
50% of the stock,

• For a partnership, the controlling organ-
ization 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
excluded from an exempt organization's un-
related business taxable income (see Exclu-
sions 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 period before the date of the prop-
erty's disposal, if it was disposed of during the
tax year). It includes rental real estate, tangi-
ble personal property, and corporate stock. 

Acquisition Indebtedness
For any debt-financed property, acquisition
indebtedness is the unpaid amount of debt
incurred by an organization:

1) When acquiring or improving the prop-
erty,

2) Before acquiring or improving the prop-
erty if the debt would not have been in-
curred except for the acquisition or im-
provement, and

3) After acquiring or improving the property
if:

a) The debt would not have been in-
curred except for the acquisition or
improvement, and

b) Incurring the debt was reasonably
foreseeable when the property was
acquired or improved.

The facts and circumstances of each sit-
uation determine whether incurring a debt
was reasonably foreseeable. That an organ-
ization may not have foreseen the need to
incur a debt before acquiring or improving the
property does not necessarily mean that in-
curring the debt later was not reasonably
foreseeable.

Example 1. Y, an exempt scientific or-
ganization, mortgages its laboratory to re-
place working capital used in remodeling an
office building that Y rents to an insurance
company for nonexempt purposes. The debt
is acquisition indebtedness 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 cur-
rent operations.

Example 2. X, an exempt organization,
forms a partnership with A and B. The part-
nership agreement provides that all three
partners will share equally in the profits of the
partnership, 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 borrowed 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 borrowing, 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 office buildings. Neither the
union nor the subsidiary has incurred any
further debt in acquiring or improving the
property. The union has no outstanding debt
on the property. The subsidiary's debt to the
union is represented by a demand note on
which the subsidiary makes payments when-
ever it has the available cash. The books of
the union and the subsidiary list the out-
standing debt as interorganizational indebt-
edness.

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 situ-
ation, the very nature of the title-holding
company and the parent-subsidiary relation-
ship shows this debt to be merely a matter
of accounting between the two organizations.
Accordingly, the debt is not acquisition
indebtedness.

Change in use of property. If an organiza-
tion converts property that is not debt-
financed property to a use that results in its
treatment as debt-financed property, the out-
standing principal debt on the property is
thereafter treated as acquisition indebt-
edness.

Example. Four years ago a university
borrowed funds to acquire an apartment
building as housing for married students. Last
year, the university rented the apartment
building to the public for nonexempt pur-
poses. The outstanding principal debt be-
comes acquisition indebtedness as of the
time the building was first rented to the public.

Continued debt. If an organization sells
property and, without paying off debt that
would be acquisition indebtedness if the
property were 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 build-
ing using $600,000 of its own funds and
$400,000 of borrowed funds secured by a
pledge of its securities. The office building
was not debt-financed property. The organ-
ization later sold the building for $1 million
without repaying the $400,000 loan. It used
the sale proceeds to buy an apartment build-
ing it rents to the general public. The unpaid
debt of $400,000 is acquisition indebtedness
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 acquisi-
tion 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 ac-
quisition indebtedness, as though the organ-
ization had borrowed $100,000 to buy the
property.

Liens similar to a mortgage. In deter-
mining 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
encumbered by the lien for a creditor's bene-
fit. However, 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 mortgage until after the taxes or
assessments have become due and payable
and the organization has had an opportunity
to pay the lien in accordance 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
Commercial Code,

 5) Pledges,

6) Agreements to hold title in escrow, and

7) Liens for taxes or assessments (other
than those discussed earlier in this par-
agraph).
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Exception for property acquired by gift,
bequest, or devise. If property subject to a
mortgage is acquired by gift, bequest, or de-
vise, the outstanding principal debt secured
by the mortgage is not treated as acquisition
indebtedness during the 10-year period fol-
lowing the date the organization receives the
property. However, this applies to a gift of
property only if:

1) The mortgage was placed on the prop-
erty more than 5 years before the date
the organization received it, and

2) The donor held the property for more
than 5 years before the date the organ-
ization received it.

This exception does not apply if an or-
ganization 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 obli-
gation excluded from the definition of acqui-
sition indebtedness, discussed 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, renew-
ing, or refinancing an existing debt is consid-
ered 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 ex-
tension 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 re-
sulting 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 princi-
pal of a modified debt is more than that of the
unmodified debt, and only part of the refi-
nanced debt is acquisition indebtedness, the
payments on the refinanced debt must be al-
located between the old debt and the excess.

Example. An organization has an out-
standing principal debt of $500,000 that is
treated as acquisition indebtedness. The or-
ganization borrows another $100,000, which
is not acquisition indebtedness, from the
same lender, resulting in a $600,000 note for
the total obligation. A payment of $60,000 on
the total obligation would reduce the acquisi-
tion 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 acquisi-
tion indebtedness. These include the follow-
ing.

• Debts incurred in performing an exempt
purpose.

• Annuity obligations.

• Securities loans.

• Real property debts of qualified organ-
izations.

• Certain Federal financing.

Debt incurred in performing exempt pur-
pose. A debt incurred 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 payments 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
indebtedness if the annuity meets all the fol-
lowing requirements.

1) It must be the sole consideration (other
than a mortgage on property acquired
by gift, bequest, or devise that meets the
exception discussed under Property ac-
quired subject to mortgage or lien, earlier
in this chapter) issued in exchange for
the property received.

2) Its present value, at the time of ex-
change, must be less than 90% of the
value of the prior owner's equity in the
property received.

3) It must be payable over the lives of either
one or two individuals living when is-
sued.

4) It 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 adjust-
ment of the amount of the annuity
payments based on the income re-
ceived from the transferred property
or any other property.

Example. X, an exempt organization, re-
ceives property valued at $100,000 from do-
nor 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 ta-
bles. 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
acquisition 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 organ-

ization's securities under a securities loan
agreement (discussed under Exclusions ear-
lier in this chapter). This transaction is not
treated as the borrowing by the exempt or-
ganization of the collateral furnished by the
borrower (usually a broker) of the securities.

However, if the exempt organization in-
curred debt to buy the loaned securities, any
income from the securities (including income
from lending the securities) would be debt-
financed income. For this purpose, any pay-
ments because of the securities are consid-
ered to be from the securities loaned and not
from collateral security or the investment of
collateral security from the loans. Any de-
ductions that are directly connected with
collateral security for the loan, or with the in-
vestment of collateral security, are considered
deductions that are directly connected 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 sale creates an obligation, it does not
create debt.

Real property debts of qualified organiza-
tions. In general, acquisition indebtedness
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) A title-holding company described in
section 501(c)(25).

This exception from acquisition indebt-
edness does not apply in the following six
situations.

1) The acquisition price is not a fixed
amount determined as of the date of the
acquisition or the completion of the im-
provement. However, the terms of a
sales contract may provide for price ad-
justments due to customary closing ad-
justments such as prorating property
taxes. The contract also may provide for
a price adjustment if it is for a fixed
amount dependent upon subsequent
resolution of limited, external contingen-
cies 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 pay-
ment, 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 re-
lated 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 qual-
ified retirement plan from, or after its
acquisition is leased by a qualified re-
tirement plan to, a related person. (But
see Note 2 at the end of this list.) For this
purpose, a related person is:
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a) An employer who has employees
covered by the plan,

b) An owner with at least a 50% inter-
est in an employer described in (a),

c) A member of the family of any indi-
vidual described in (a) or (b),

d) A corporation, partnership, trust, or
estate in which a person described
in (a), (b), or (c) has at least a 50%
interest, or

e) An officer, director, 10% or more
shareholder, or highly compensated
employee 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 retire-
ment plan (as described in (4)) provides
financing for the transaction on other
than commercially reasonable terms.

6) The real property is held by a partnership
in which an exempt organization is a
partner (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 informa-
tion, see section 514(c)(9)(B)(vi) and
section 514(c)(9)(E).

Note 1. Qualifying sales by financial in-
stitutions of foreclosure property or certain
conservatorship or receivership property are
not included in (1) or (2) and, therefore, do
not give rise to acquisition indebtedness. For
more information, 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 commer-
cially reasonable terms.

Certain federal financing. Acquisition
indebtedness does not include an obligation,
to the extent it is insured by the Federal
Housing Administration, to finance the pur-
chase, rehabilitation, or construction of hous-
ing for low or moderate income people. 

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 or-
ganization's exempt purposes, the property is
not treated as debt-financed property. Re-
lated 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 pur-

poses, only that part of the property that is
used to further the organization's exempt
purposes is not treated as debt-financed
property.

Property used in an unrelated trade or
business. To the extent that the gross in-
come from any property is treated as income
from the conduct of an unrelated trade or
business, the property 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 or-
ganizations, and other amounts that are re-
quired by other rules to be included in com-
puting unrelated business taxable income.

Property used in research activities.
Property is not treated as debt-financed
property when it produces gross income de-
rived from research activities otherwise ex-
cluded from the unrelated trade or business
tax. See Income from research under Exclu-
sions, earlier in this chapter.

Property used in certain excluded activ-
ities. Debt-financed property does not in-
clude property used in a trade or business
that is excluded from the definition of “unre-
lated trade or business” because:

1) It has a volunteer workforce, 

2) It is carried on for the convenience of its
members, or

3) It consists of selling donated merchan-
dise.

See Excluded Trade or Business Activities in
chapter 3.

Related exempt uses. Property owned by
an exempt organization and used by a related
exempt organization, or by an exempt organ-
ization related to that related exempt organ-
ization, is not treated as debt-financed prop-
erty when the property is used by either
organization to further its exempt purpose.
Furthermore, property is not treated as debt-
financed property when a related exempt or-
ganization uses it for research activities or
certain excluded activities, as described
above.

Related organizations. An exempt or-
ganization is related to another exempt or-
ganization only if:

1) One organization is an exempt holding
company and the other receives profits
derived by the exempt holding company,

2) One organization controls the other as
discussed under Income From Con-
trolled Organizations 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,
national, or international organization
that also is exempt.

Medical clinics. Real property is not debt-
financed property if it is leased to a medical
clinic and the lease is entered into primarily

for purposes related to the lessor's exercise
or performance of its exempt purpose.

Example. An exempt hospital leases all
of its clinic space to an unincorporated asso-
ciation of physicians and surgeons. They,
under the lease, agree to provide all of the
hospital's outpatient medical and surgical
services and to train all of the hospital's resi-
dents and interns. In this case the rents re-
ceived are not unrelated debt-financed in-
come.

Life income contract. If an individual trans-
fers property to a trust or a fund with the in-
come payable to that individual or other indi-
viduals for a period not to exceed the life of
the individual or individuals, and with the re-
mainder payable to an exempt charitable or-
ganization, the property is not treated as
debt-financed property. This exception ap-
plies only where the payments to the individ-
ual are not the proceeds of a sale or ex-
change 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 neighbor-
hood of property that an organization owns
and uses for its exempt purposes if it is con-
tiguous with the exempt purpose property or
would be contiguous except for an intervening
road, street, railroad, stream, or similar prop-
erty. 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 unreasonable to ac-
quire the contiguous property.

Some issues to consider in determining
whether acquiring contiguous property is un-
reasonable include the availability of land and
the intended future use of the land.

Example. A university tries to buy land
contiguous to its present campus, but cannot
do so because the owners either refuse to sell
or ask unreasonable prices. The nearest land
of sufficient size and utility is a block away
from the campus. The university buys this
land. Under these circumstances, the conti-
guity requirement is unreasonable and not
applicable. The land bought would be con-
sidered neighborhood land.

Exceptions. For all organizations other
than churches and conventions or associ-
ations of churches, discussed later under
Churches, the neighborhood land rule does
not apply to property after the 10 years fol-
lowing its acquisition. Further, the rule applies
after the first 5 years only if the organization
satisfies the IRS that use of the land for ex-
empt purposes is reasonably certain before
the 10-year period expires. The organization
need not show binding contracts to satisfy this
requirement; but it must have a definite plan
detailing a specific improvement and a com-
pletion date, and it must show some affirma-
tive action toward the fulfillment 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:
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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 organ-
ization can show good cause. For more in-
formation, 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 be-
cause 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 organ-
ization for its exempt 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
actual 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 structures and
use the land in furtherance of its exempt
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 ex-
empt 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 acqui-
sition. They do not apply to property subject
to a business lease (as defined in section
514 immediately before the enactment of the
Tax Reform Act of 1976) whether an organ-
ization acquired the property subject to the
lease, or whether it executed the lease after
acquisition. A business lease is any lease,
with certain exceptions, of real property for a
term of more than 5 years by an exempt or-
ganization 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 neighbor-
hood 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 regulations.

Example. In January 1992, Y, a calendar
year exempt organization, acquired real
property 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 satisfy the IRS by January
1997 that the existing structure would be de-
molished and the land would be used in
furtherance of its exempt purpose. From
1997 until the property is converted to an ex-
empt use, the income from the property is
subject to the tax on unrelated business in-
come. During July 2001, 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 1998 through 2000.

Further, Y also can file a claim for refund
for 1997, 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
2002.

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
increased 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 con-
vention of churches acquires real property for
the primary purpose of using the land in the
exercise or performance of its exempt pur-
pose, within 15 years after the time of acqui-
sition, 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.
Further, this rule will apply after the first 5
years of the 15-year period only if the church
or association or convention of churches es-
tablishes 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 ac-
quired land for its exempt purpose is reason-
ably 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 pe-
riod 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 association or a convention of churches.

Computation of
Debt-Financed Income
For each debt-financed property, the unre-
lated 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-financed
income is:

average acquisition
indebtedness

average adjusted basis
�

gross income
from debt-
financed
property

Example. X, an exempt trade associ-
ation, owns an office building that is debt-
financed property. The building produced
$10,000 of gross rental income last year. The

average adjusted basis of the building during
that year was $100,000, and the average ac-
quisition indebtedness with respect to the
building was $50,000. Accordingly, the
debt/basis percentage was 50% (the ratio of
$50,000 to $100,000). Therefore, the unre-
lated 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 other-
wise disposes of debt-financed property, it
must include, in computing unrelated busi-
ness taxable income, a percentage (not over
100%) of any gain or loss. The percentage is
that of the highest acquisition indebtedness
with respect to the property during the
12-month period preceding the date of dis-
position, 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
capital gains and losses. These amounts
may be subject to the alternative minimum
tax. (See Alternative minimum tax at the be-
ginning of chapter 2.)

Debt-financed property exchanged for
subsidiary's stock. A transfer of debt-
financed property by a tax-exempt organiza-
tion to its wholly owned taxable subsidiary, in
exchange for additional stock in the subsid-
iary, 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
present old and obsolete facility. The most
desirable location for the new hospital com-
plex is a site occupied by an apartment com-
plex. 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
proposed to exchange the land and apart-
ment complex, 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. 

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 calen-
dar month during the tax year that the or-
ganization holds the property, adding these
amounts, and dividing the sum by the number
of months during the year that the organiza-
tion held the property. Part of a month is
treated as a full month in computing average
acquisition indebtedness.

Indeterminate price. If an organization
acquires or improves property for an indeter-
minate price (that is, neither the price nor the
debt is certain), the unadjusted basis and the
initial acquisition indebtedness are deter-
mined as follows, 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 completion of the
improvement. The initial acquisition indebt-
edness is the fair market value of the property
or improvement on the date of acquisition or
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completion of the improvement, less any
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 adjusted properly for the entire period after
the property was acquired. As an example,
adjustment 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 computing the percentage of de-
ductions allowable for each debt-financed
property, that does not affect the amount of
the depreciation adjustment to use in deter-
mining average adjusted basis. 

Basis for debt-financed property ac-
quired in corporate liquidation.  If an ex-
empt organization acquires debt-financed
property in a complete 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 transferor cor-
poration upon the distribution and by the
amount of any gain that, because of the dis-
tribution, 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 organ-
ization buys an office building for $510,000
using $300,000 of borrowed funds. The or-
ganization 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 organization pays $20,000 each
month on the mortgage principal plus interest.
The debt/basis percentage for the year is
calculated as follows:

Debt/basis percentage

$250,000

$500,000
= 50%

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 al-
lowable deductions.

The allowable deductions are those di-
rectly connected with the debt-financed prop-
erty 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 relationship to the property or income.
Expenses, depreciation, and similar items at-
tributable solely to the property qualify for
deduction, to the extent they meet the re-
quirements of an allowable deduction.

For example, if the straight-line depreci-
ation 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 allowed 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 Com-
putation 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 an-
other tax year without application of the
debt/basis percentage for that year.

Example. X, an exempt educational or-
ganization, owned debt-financed securities
that were capital assets. Last year, X sold the
securities at a loss of $20,000. The debt/basis
percentage for computing the loss from the
sale of the securities is 40%. Thus, X sus-
tained 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 cir-
cumstances, the $8,000 of capital loss may
be carried over to succeeding years without
further application of the debt/basis percent-
age.

Net operating loss. If, after applying the
debt/basis percentage to the income from
debt-financed property and the deductions
directly connected with this income, the de-
ductions exceed 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 de-
duction, see Modifications under Deductions
earlier in this chapter.) However, the
debt/basis percentage is not applied in those
other tax years to determine the deductions
that may be taken in those years.

Example. Last year, Y, an exempt or-
ganization, received $20,000 of rent from a
debt-financed 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 building was 50%. Under
these circumstances, Y must take into ac-
count, in computing its unrelated 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
deductions), which may be carried back or
carried over to other tax years without further
application 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 re-
spect to the property must be made to deter-
mine 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
borrowed funds (assumed to be acquisition
indebtedness). During the year, the lower two
stories of the building were used to house
computers that X uses for administrative pur-
poses. The two upper stories were rented to
the public and used for nonexempt purposes.

The gross income X derived from the
building was $6,000, all of which was attrib-
utable to the rents paid by tenants. The ex-
penses 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 acquisi-
tion 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 de-
ductions directly connected with this income
are taken into account in computing unrelated
business taxable income. The part taken into
account is determined by multiplying the
$6,000 of rental income and $1,000 of de-
ductions 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
indebtedness 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 percentage for the year
is 60% (the ratio of $30,000 to $50,000).

 Under these circumstances, X must in-
clude net rental income of $3,000 in its unre-
lated business taxable income for the year,
computed as follows:

Debt on first day
of each month

Month property is held

July $ 300,000
August 280,000
September 260,000
October 240,000
November 220,000
December 200,000
Total $1,500,000

Average acquisition
indebtedness:
$1,500,000 ÷ 6 months $ 250,000

 Basis

As of July 7 $ 510,000
As of December 31 490,000
Total $1,000,000

Average adjusted basis:
$1,000,000 ÷ 2 $ 500,000
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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, 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.

Personal computer. With your per-
sonal computer and modem, you can
access the IRS on the Internet at

www.irs.gov. While visiting our web site, you
can select:

• Frequently Asked Tax Questions (located
under Taxpayer Help & Ed) to find an-
swers to questions you may have.

• Forms & Pubs to download forms and
publications or search for forms and
publications by topic or keyword.

• Fill-in Forms (located under Forms &
Pubs) to enter information while the form
is displayed and then print the completed
form.

• Tax Info For You to view Internal Reve-
nue Bulletins published in the last few
years.

• Tax Regs in English to search regulations
and the Internal Revenue Code (under
United States Code (USC)).

• Digital Dispatch and IRS Local News Net
(both located under Tax Info For Busi-
ness) to receive our electronic newslet-
ters on hot tax issues and news.

• Small Business Corner (located under
Tax Info For Business) to get information
on starting and operating a small busi-
ness.

You can also reach us with your computer
using File Transfer Protocol at ftp.irs.gov.

TaxFax Service. Using the phone
attached to your fax machine, you can
receive forms and instructions by

calling 703–368–9694. Follow the directions
from the prompts. When you order forms,
enter the catalog number for the form you
need. The items you request will be faxed to
you.

Phone. Many services are available
by phone.

• Ordering forms, instructions, and publi-
cations. Call  1–800–829–3676 to order
current and prior year forms, instructions,
and publications.

• Asking tax questions. Call the IRS with
your tax questions at 1–800–829–1040.

• 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 to
listen to pre-recorded messages covering
various tax topics.

Evaluating the quality of our telephone
services. To ensure that IRS representatives
give accurate, courteous, and professional
answers, we evaluate the quality of our tele-
phone services in several ways.

• A second IRS representative sometimes
monitors live telephone calls. That person
only evaluates the IRS assistor and does
not keep a record of any taxpayer's name
or tax identification number.

• We sometimes record telephone calls to
evaluate IRS assistors objectively. We
hold these recordings no longer than one
week and use them only to measure the
quality of assistance.

• We value our customers' opinions.
Throughout this year, we will be survey-
ing our customers for their opinions on
our service.

Walk-in. You can walk in to many
post offices, libraries, and IRS offices
to pick up certain forms, instructions,

and publications. Also, some libraries and IRS
offices have:

• An extensive collection of products avail-
able to print from a CD-ROM or photo-
copy from reproducible proofs.

• The Internal Revenue Code, regulations,
Internal Revenue Bulletins, and Cumula-
tive Bulletins available for research pur-
poses.

Mail. You can send your order for
forms, instructions, and publications
to the Distribution Center nearest to

you and receive a response within 10 work-
days after your request is received. Find the
address that applies to your part of the
country.

• 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 ad-
dresses:
Eastern Area Distribution Center
P.O. Box 85074
Richmond, VA 23261–5074

CD-ROM. You can order IRS Publi-
cation 1796, Federal Tax Products on
CD-ROM, and obtain:

• Current tax forms, instructions, and pub-
lications.

• Prior-year tax forms, instructions, and
publications.

• Popular tax forms which may be filled in
electronically, printed out for submission,
and saved for recordkeeping.

• Internal Revenue Bulletins.

The CD-ROM can be purchased from
National Technical Information Service (NTIS)
by calling 1–877–233–6767 or on the Internet
at www.irs.gov/cdorders. The first release
is available in mid-December and the final
release is available in late January.

IRS Publication 3207, Small Business
Resource Guide, is an interactive CD-ROM
that contains information important to small
businesses. It is available in mid-February.
You can get one free copy by calling 
1–800–829–3676.

Rental income treated as gross income
from an unrelated trade or business (60%
of $6,000) ................................................... $3,600

Less the allowable portion of
deductions directly connected with that in-
come (60% of $1,000) ................................ 600

Net rental income included by X in
computing its unrelated business taxable
income from debt-financed property. ......... $3,000
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