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UNRELATED BUSINESS TAXABLE INCOME

By Elka T. Sachs, Esq. and Samuel Nagler, Esq.

Krokidas & Bluestein LLP, Boston, Massachusetts

A.
I.R.C. §513.
The unrelated business taxable income (“UBTI”) issues under Section 513 apply whether the 501(c)(3) organization leases the real estate itself, or through a 501(c)(2) or 501(c)(25) organization. Rental income is generally excluded from the UBTI provision of Section 513, unless it is rental income derived from debt-financed property pursuant to Section 514 which is further described below, provided that:

(a)
With respect to personal property rents, if the personal property leased with the real property accounts for 10% or less of the rental payments.  Treas. Reg. 1.512(c)(2)(ii)(a);  

(b)
The personal property accounts for 50% or less of the total rental value. I.R.C. §512(b)(3)(B)(i);
(b)
No services, other than those commonly rendered in connection with a lease, are provided.  Examples of acceptable services are heat, light and cleaning of public places.  Maid service is an impermissible service.  Treas. Reg. 1.512(b)-1(c)(5).  In Rev. Rul. 80-298, the IRS ruled that the provision of security services, linen services and grounds maintenance made the rental payments UBTI. 1980-2 C.B. 197; 

(c)
Rents are not based in whole or in part on net income, other than an amount based on a fixed percentage or percentages of gross receipts.  I.R.C. §512(b)(3)(B)(ii); and

(d)
As further discussed below, the property generating the income is not unrelated debt-financed property under Section 514 of the Internal Revenue Code.  I.R.C. §514.

B.
I.R.C. §514

Debt-financed property
Rental payments from real estate which is deemed to be unrelated “debt-financed property” under Section 514, is UBTI to a tax-exempt entity. “Debt-financed property” is any property held to produce income, with respect to which there is “acquisition indebtedness” (i.e. financing for acquisition or improvement of the property), unless 

(a)
substantially all (85%) of the use of the property is “substantially related” to the organization’s exempt purpose.  I.R.C. §514(b); Treas. Reg. 1.514(b)-1(b)(1)(ii); or

(b)       the organization has acquired the real estate for the purpose of using the real estate for its exempt purpose in the next 10 years, has not abandoned its intent to use the land for this purpose, and the land is in the neighborhood of other property of the exempt organization used in this manner; provided, however, that if more than 5 years have passed from the date of acquisition, a private letter ruling must be obtained from the Secretary of the Treasury.  I.R.C. §514(b)(3); or
(c)      certain exclusions from UBTI apply (certain research activities, volunteer activities, the sale of donated goods, activities for the benefit of members, students, patients, officers or employees, or qualified brownfield income) . IRC. §514(b);

Substantial relationship test
As noted in Subparagraph (a) above, the Internal Revenue Code excepts real estate from the definition of “debt-financed property” property to the extent that there is a substantial relationship between the use of the real estate and the organization’s tax exempt purpose. “[S]uch term [debt-financed property] does not include. . .

(A)(i) any property substantially all the use of which is substantially related (aside from the need to the organization for income or funds) to the exercise or performance by such organization of its charitable, educational, or other purpose or function constituting the basis for its exemption under section 501. . .  or (ii) any property to which clause (i) does not apply, to the extent that its use is so substantially related;”

I.R.C. §514(b).

Treasury Regulation §1.514(b)-(1)(b)(1)(i) provides that the principles for determining whether or not there is a substantial relationship to an organization’s exempt purpose are set forth in §1.513-1.  Treasury Regulation 1.513-(1)(d) discusses the substantial relationship requirements at length.  Not only the purpose of the activity, but the size of the activity are important for determining whether or not there is a substantial relationship between the activity and an organization’s exempt purpose.

“Trade or business is ‘related’ to exempt purposes, in the relevant sense, only where the conduct of the business activities has a causal relationship to the achievement of the exempt purposes. . . and is ‘substantially related,’. . . only if the causal relationship is a substantial one.  Thus . . . the performance of the services from which the gross income is derived must contribute importantly to the accomplishment of those purposes. . .. Whether activities productive of gross income contribute importantly to the accomplishment of any purpose for which an organization is granted exemption depends in each case upon the facts and circumstances involved.”

Treas. Reg. 1.513-(d)(2).

“[W]here income is realized by an exempt organization from activities which are in part related to the performance of its exempt functions, but which are conducted on a larger scale than is reasonably necessary for performance of such functions, the gross income attributable to that portion of the activities in excess of the needs of exempt functions constitutes gross income from the conduct of unrelated trade or business.”  

Treas. Reg. 1.513-(d)(3).

If 85% or more of the area of the real estate in question is used for purposes bearing a substantial relationship to the organization’s exempt purpose, the real estate is not considered to be debt-financed property.

“If substantially all of any property is used in a manner described in subdivision (i) of this subparagraph [i.e. in a manner that is substantially related to the organization’s exempt purpose], such property shall not be treated as ‘debt-financed property.’  In general the preceding sentence shall apply if 85% or more of the use of such property is devoted to the organization’s exempt purpose.  The extent to which property is used for a particular purpose shall be determined on the basis of all the facts and circumstances. These may include (where appropriate). . a comparison of the portion of such property that is used for exempt purposes with the portion of such property that is used for all purposes.”

Treasury Regulation 1.514(b)-1(b)(1).


Unrelated income from debt-financed property owned by one exempt organization and used by a related exempt organization is not subject to tax under IRC § 514, as long as the use by either organization is to further its (or their) charitable purposes, when considered on an aggregated basis.  For this purpose, two exempt organizations are deemed to be exempt if one is a 501(c)(2) organization, one controls the other, more than 50% of the members of one organization are members of the other, or each organization is a local affiliate of a common state, national or international organization.  Treas. Reg. 1.514(b)-1(c)(2)(ii).


Below market rents

It is not certain that a lease must be below-market to satisfy the “substantial relationship” test.  There are rulings in which it is noted that the leases which satisfied the substantial relationship test were for below market rent.  See, e.g., Rev. Rul. 81-138 (The leasing of property to an industrial tenant at below fair market prices by an exempt organization that was created by a chamber of commerce to encourage business development in a particular area does not generate unrelated business taxable income).  

However, there are also letter rulings blessing leases by charitable organizations which furthered their tax exempt purposes in which below market rent does not appear to have been a factor.  In these rulings, the only factor appears to be whether the occupation of the leased space by the lessee furthers the lessor’s exempt purpose.  See PLR 8103060 (A tax exempt university purchases buildings which it intends to lease to students, faculty and staff.  Ruled: use of the buildings as student dorms contributes to the university’s exempt purposes.); PLR 8025132 (Leases of specially designed housing for the elderly to the elderly, do not generate unrelated debt-financed property to an organization whose current exempt activity is to operate a nursing home for the elderly); PLR 7923036 (Leases by a charitable organization formed to promote, encourage and aid industrial, commercial and business development in a particular area, to a particular tenant for the purpose of creating employment and improving business conditions in the area, are substantially related to the charitable organization’s tax exempt purpose and do not generate unrelated business taxable income.)  Accordingly, the charitable purposes as set forth in the organizational documents of the ownership entity, or the parent if the ownership entity is a 501(c)(2) or 501(c)(25), need to be broad enough to encompass the uses devoted to the leased premises by the tenants.

Calculating UBTI
The UBTI will be equal to the percentage of the income derived from the unrelated debt-financed property equal to the average acquisition indebtedness divided by the average basis of the property. The formula is as follows:

average acquisition indebtedness
X
income from “debt-financed property”

     average basis of property




501(c)(25) organizations are favored with a special exemption from the unrelated debt-financed income rules of Section 514.  The term “acquisition indebtedness” is defined to exclude indebtedness incurred by a “qualifying organization,” if certain conditions apply.  Included among the “qualifying organizations” are organizations formed under Section 501(c)(25) of the Internal Revenue Code.  I.R.C. §514(C)(iii).  The conditions which the 501(c)(25) must meet to have its mortgage excluded from the definition of “acquisition indebtedness” are:

(a)
The price for the acquisition or improvement must be a fixed amount determined on the date of the acquisition or completion of improvement;

(b)
the amount of indebtedness may not be dependent, in whole or in part, on any revenue, income or profits from the real estate; and

(c)
the real estate may not be leased to the seller of the property, or to the person or entity with an impermissible relationship to the seller; or

(d)
the seller, or a person or entity with an impermissible relationship to the seller may not provide financing for the acquisition.

(e)
the real property cannot be held by a partnership unless the partnership meets the requirements of clauses (a) through (d) above and unless - 

(A) all of the partners of the partnership are qualified organizations, 

(B) each allocation to a partner of the partnership which is a qualified organization is a qualified allocation (within the meaning of section 168(h)(6)).

I.R.C. § 514(c)(9).
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