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TUESDAY, FEBRUARY 7, 2017, 1:00-2:50 pm Eastern

IMPORTANT INFORMATION FOR THE LIVE PROGRAM
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code. You will have to write
down only the final verification code on the attestation form, which will be emailed to registered
attendees.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Live Program:
-On the web, use the chat box at the bottom left of the screen
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

CALIFORNIA PROBATE CODE SECTIONS 18501-18510

18501. This part may be cited as the Uniform Prudent Management of Institutional Funds Act.
18502. As used in this part, the following terms shall have the following meanings:
(a) "Charitable purpose" means the relief of poverty, the advancement of education or religion,
the promotion of health, the promotion of a governmental purpose, or any other purpose the
achievement of which is beneficial to the community.
(b) "Endowment fund" means an institutional fund or part thereof that, under the terms of a gift
instrument, is not wholly expendable by the institution on a current basis. The term does not
include assets that an institution designates as an endowment fund for its own use.
(c) "Gift instrument" means a record or records, including an institutional solicitation, under
which property is granted to, transferred to, or held by an institution as an institutional fund.
(d) "Institution" means any of the following:
(1) A person, other than an individual, organized and operated exclusively for charitable
purposes.
(2) A government or governmental subdivision, agency, or instrumentality, to the extent that it
holds funds exclusively for a charitable purpose.
(3) A trust that had both charitable and noncharitable interests, after all noncharitable interests
have terminated.
(e) "Institutional fund" means a fund held by an institution exclusively for charitable purposes.
The term does not include any of the following:
(1) Program-related assets.
(2) A fund held for an institution by a trustee that is not an institution.
(3) A fund in which a beneficiary that is not an institution has an interest, other than an interest
that could arise upon violation or failure of the purposes of the fund.
(f) "Person" means an individual, corporation, business trust, estate, trust, partnership, limited
liability company, association, joint venture, public corporation, government or governmental
subdivision, agency, or instrumentality, or any other legal or commercial entity.
(g) "Program-related asset" means an asset held by an institution primarily to accomplish a
charitable purpose of the institution and not primarily for investment.
(h) "Record" means information that is inscribed on a tangible medium or that is stored in an
electronic or other medium and is retrievable in perceivable form.
18503. (a) Subject to the intent of a donor expressed in a gift instrument, an institution, in
managing and investing an institutional fund, shall consider the charitable purposes of the
institution and the purposes of the institutional fund.
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(b) In addition to complying with the duty of loyalty imposed by law other than this part, each
person responsible for managing and investing an institutional fund shall manage and invest the
fund in good faith and with the care an ordinarily prudent person in a like position would
exercise under similar circumstances.
(c) In managing and investing an institutional fund, an institution is subject to both of the
following:
(1) It may incur only costs that are appropriate and reasonable in relation to the assets, the
purposes of the institution, and the skills available to the institution.
(2) It shall make a reasonable effort to verify facts relevant to the management and investment
of the fund.
(d) An institution may pool two or more institutional funds for purposes of management and
investment.
(e) Except as otherwise provided by a gift instrument, the following rules apply:
(1) In managing and investing an institutional fund, all of the following factors, if relevant, must
be considered:
(A) General economic conditions.
(B) The possible effect of inflation or deflation.
(C) The expected tax consequences, if any, of investment decisions or strategies.
(D) The role that each investment or course of action plays within the overall investment
portfolio of the fund.
(E) The expected total return from income and the appreciation of investments.
(F) Other resources of the institution.
(G) The needs of the institution and the fund to make distributions and to preserve capital.
(H) An asset's special relationship or special value, if any, to the charitable purposes of the
institution.
(2) Management and investment decisions about an individual asset must be made not in
isolation but rather in the context of the institutional fund's portfolio of investments as a whole
and as a part of an overall investment strategy having risk and return objectives reasonably suited
to the fund and to the institution.
(3) Except as otherwise provided by law other than this part, an institution may invest in any
kind of property or type of investment consistent with this section.
(4) An institution shall diversify the investments of an institutional fund unless the institution
reasonably determines that, because of special circumstances, the purposes of the fund are
better served without diversification.
(5) Within a reasonable time after receiving property, an institution shall make and carry out
decisions concerning the retention or disposition of the property or to rebalance a portfolio,
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in order to bring the institutional fund into compliance with the purposes, terms, and distribution
requirements of the institution as necessary to meet other circumstances of the institution and the
requirements of this part.
(6) A person that has special skills or expertise, or is selected in reliance upon the person's
representation that the person has special skills or expertise, has a duty to use those skills or that
expertise in managing and investing institutional funds.
(f) Nothing in this section alters the duties and liabilities of a director of a nonprofit public
benefit corporation under Section 5240 of the Corporations Code.
18504. (a) Subject to the intent of a donor expressed in the gift instrument, an institution may
appropriate for expenditure or accumulate so much of an endowment fund as the institution
determines is prudent for the uses, benefits, purposes, and duration for which the endowment
fund is established. Unless stated otherwise in the gift instrument, the assets in an endowment
fund are donor-restricted assets until appropriated for expenditure by the institution. In
making a determination to appropriate or accumulate, the institution shall act in good faith, with
the care that an ordinarily prudent person in a like position would exercise under similar
circumstances, and shall consider, if relevant, all of the following factors:
(1) The duration and preservation of the endowment fund.
(2) The purposes of the institution and the endowment fund.
(3) General economic conditions.
(4) The possible effect of inflation or deflation.
(5) The expected total return from income and the appreciation of investments.
(6) Other resources of the institution.
(7) The investment policy of the institution.
(b) To limit the authority to appropriate for expenditure or accumulate under subdivision (a), a
gift instrument must specifically state the limitation.
(c) Terms in a gift instrument designating a gift as an endowment, or a direction or
authorization in the gift instrument to use only "income," "interest," "dividends," or "rents,
issues, or profits," or "to preserve the principal intact," or words of similar import have both of
the following effects:
(1) To create an endowment fund of permanent duration unless other language in the gift
instrument limits the duration or purpose of the fund.
(2) To not otherwise limit the authority to appropriate for expenditure or accumulate under
subdivision (a).
(d) The appropriation for expenditure in any year of an amount greater than 7 percent of the
fair market value of an endowment fund, calculated on the basis of market values determined at
least quarterly and averaged over a period of not less than three years immediately preceding the
year in which the appropriation for expenditure is made, creates a rebuttable presumption of
imprudence.
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For an endowment fund in existence for fewer than three years, the fair market value of the
endowment fund shall be calculated for the period the endowment fund has been in existence.
This subdivision does not do any of the following:
(1) Apply to an appropriation for expenditure permitted under law other than this part or by the
gift instrument.
(2) Apply to a private or public postsecondary educational institution, or to a campus
foundation established by and operated under the auspices of such an educational institution.
(3) Create a presumption of prudence for an appropriation for expenditure of an amount less
than or equal to 7 percent of the fair market value of the endowment fund.
18505. (a) Subject to any specific limitation set forth in a gift instrument or in law other than
this part, an institution may delegate to an external agent the management and investment of an
institutional fund to the extent that an institution could prudently delegate under the
circumstances. An institution shall act in good faith, with the care that an ordinarily prudent
person in a like position would exercise under similar circumstances, in all of the
following:
(1) Selecting an agent.
(2) Establishing the scope and terms of the delegation, consistent with the purposes of the
institution and the institutional fund.
(3) Periodically reviewing the agent's actions in order to monitor the agent's performance and
compliance with the scope and terms of the delegation.
(b) In performing a delegated function, an agent owes a duty to the institution to exercise
reasonable care to comply with the scope and terms of the delegation.
(c) An institution that complies with subdivision (a) is not liable for the decisions or actions of
an agent to which the function was delegated except to the extent a trustee would be liable for
those actions or decisions under Sections 16052 and 16401.
(d) By accepting delegation of a management or investment function from an institution that is
subject to the laws of this state, an agent submits to the jurisdiction of the courts of this state in
all proceedings arising from or related to the delegation or the performance of the delegated
function.
(e) An institution may delegate management and investment functions to its committees,
officers, or employees as authorized by law of this state other than this part.
18506. (a) If the donor consents in a record, an institution may release or modify, in whole or in
part, a restriction contained in a gift instrument on the management, investment, or purpose of an
institutional fund. A release or modification may not allow a fund to be used for a purpose other
than a charitable purpose of the institution.
(b) The court, upon application of an institution, may modify a restriction contained in a gift
instrument regarding the management or investment of an institutional fund if the restriction has
become impracticable or wasteful, if it impairs the management or investment of the fund, or if,
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because of circumstances not anticipated by the donor, a modification of a restriction will further
the purposes of the fund. The institution shall notify the Attorney General of the application, and
the Attorney General must be given an opportunity to be heard. To the extent practicable, any
modification must be made in accordance with the donor's probable intention.
(c) If a particular charitable purpose or a restriction contained in a gift instrument on the use of
an institutional fund becomes unlawful, impracticable, impossible to achieve, or wasteful, the
court, upon application of an institution, may modify the purpose of the fund or the restriction on
the use of the fund in a manner consistent with the charitable purposes expressed in the gift
instrument. The institution shall notify the Attorney General of the application, and the Attorney
General must be given an opportunity to be heard.
(d) If an institution determines that a restriction contained in a gift instrument on the
management, investment, or purpose of an institutional fund is unlawful, impracticable,
impossible to achieve, or wasteful, the institution, 60 days after notification to the Attorney
General and to the donor at the donor's last known address in the records of the institution, may
release or modify the restriction, in whole or part, if all of the following apply:
(1) The institutional fund subject to the restriction has a total value of less than one hundred
thousand dollars ($100,000).
(2) More than 20 years have elapsed since the fund was established.
(3) The institution uses the property in a manner consistent with the charitable purposes
expressed in the gift instrument. An institution that releases or modifies a restriction under this
subdivision may, if appropriate circumstances arise thereafter, use the property in accordance
with the restriction notwithstanding its release or modification, and that use is deemed to satisfy
the consistency requirement of this paragraph.
18507. Compliance with this part is determined in light of the facts and circumstances existing
at the time a decision is made or action is taken, and not by hindsight.
18508. This part applies to institutional funds existing on or established after January 1, 2009.
As applied to institutional funds existing on January 1, 2009, this part governs only decisions
made or actions taken on or after that date.
18509. This part modifies, limits, and supersedes the Electronic Signatures in Global and
National Commerce Act (15 U.S.C. Sec. 7001 et seq.), but does not modify, limit, or supersede
Section 101 of that act (15 U.S.C. Sec. 7001(a)), or authorize electronic delivery of any of the
notices described in Section 103 of that act (15 U.S.C. Sec. 7003(b)).
18510. In applying and construing this uniform act, consideration must be given to the need to
promote uniformity of the law with respect to its subject matter among states that enact it.
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Basics of Donor Advised Funds
September 2012
This overview of donor advised funds is provided for educational purposes only, and not
as legal advice; it is not a comprehensive treatment of the rules relating to donor advised
funds, their donors, their advisors, or their sponsoring organizations. Prospective
sponsoring organizations should consult legal counsel before implementing a donor
advised fund program.

I.

Basic DAF Legal Framework
A.

What is a donor advised fund (“DAF”)?
1.

Not a separate legal entity; merely a fund

2.

DAF assets belong to sponsoring charity (it must have “discretion and
control”)

3.

Sponsoring charity segregates contribution to the DAF on its books

4.

Donor or other advisor advises sponsoring charity to make grants out of
DAF

5.

Internal Revenue Code definition (Section 4966):
a. A fund or account separately identified by reference to contributions of
donor(s) that is . . .
b. Owned and controlled by a public charity . . .
c. Over which a donor or her appointee has (or reasonably expects to
have) advisory privileges over
- distributions, and/or
- investments

6.
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There are NO REGULATIONS to interpret the statute yet

B.

C.

D.

Who is regulated as a sponsor organization of a DAF?
1.

A 501(c)(3) organization (i.e., formed and operated for charitable
purposes; no private inurement; no political campaigning, no substantial
lobbying) that is . . .

2.

Not a private foundation, and that . . .

3.

Maintains one or more DAFs.

To whom is a DAF permitted to make distributions? (Internal Revenue Code
Section 4966)
1.

The sponsoring organization

2.

Another DAF

3.

Public charities (except certain “supporting organizations”)

4.

Foreign public charity equivalent organizations

5.

Any other entity if the sponsor exercises “expenditure responsibility”

What DAF distributions are prohibited? (Internal Revenue Code Section 4966)
1.

Any distribution to any individual

2.

Distributions for any non-charitable purpose

3.

Distributions to certain public charities classified as “supporting
organizations” unless the sponsor exercises expenditure responsibility

4.

Distributions to any other entity (such as for-profit businesses or private
foundations) unless the sponsor exercises expenditure responsibility

5.

Penalties for making a prohibited distribution (Internal Revenue Code
Section 4966)
a. On the sponsoring organization: 20% of the prohibited distribution
b. On the sponsoring organization’s “fund managers” (directors, officers,
etc.) who knowingly agreed to the prohibited distribution: 5% of the
prohibited distribution, up to $10,000 per prohibited distribution

E.

DAF tax on “more than incidental benefit” (Internal Revenue Code
Section 4967)
1.

Tax imposed “on the advice” of . . .

2.

The donor, the advisor (if different) and certain related parties . . .

3.

If the distribution directly or indirectly results in a “more than incidental
benefit” . . .

4.

To the donor/advisor or related parties

5.

How much is the tax?
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a. On the donor/advisor or related parties: 125% of the benefit
- No exception for 501(c)(3) organizations as donors/advisors
- Does this mean that if private foundation is a donor/advisor to a
DAF and has made a pledge or grant commitment to a grantee, the
DAF may not pay it? What will the regulations say?
b. On fund managers, if they knowingly agreed to the distribution: 10%
of the benefit, up to $10,000
c. But no tax will be imposed if the distribution was already taxed under
Internal Revenue Code Section 4958 (see F. below)
6.

What is a “more than incidental benefit”?
a. No regulations have been issued yet
b. Legislative history ties to Section 170 charitable deductibility rules

F.

Prohibited “excess benefit” DAF transactions (Internal Revenue Code
Section 4958)
1.

On the recipient of the excess benefit: a tax equal to 100% of a grant,
loan, compensation, or similar payment (an “excess benefit payment”)
from a DAF to the DAF’s donors or advisors, their family members, or
their 35%-controlled entities
- In other words, a DAF created by a private foundation may not pay its
donor/advisor foundation (or any entity 35% or more owned by that
foundation) for services, goods, etc., out of the DAF

G.

H.

2.

On the advisor: a tax equal to 25% of the excess benefit payment

3.

On managers who willfully participated: a tax equal to 10% of the excess
benefit payment

Penalties on investment advisors (Internal Revenue Code Section 4958)
1.

On investment advisors who manage investments of or provide investment
advice to a sponsoring organization for any of its DAFs, their family
members, or their 35%-controlled entities, if compensation is excessive: a
tax equal to 25% of the excessive amount

2.

Correction required, in addition to tax

Excess business holdings (Internal Revenue Code Section 4943(e))
1.

The limits on excess business holdings for private foundations apply to
DAFs
- For example, a DAF and its donors/advisors, their families, and their
35%-controlled entities together may not own more than 20% of a
business entity
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II.

What is not a DAF? (Internal Revenue Code Section 4966)
A.

A fund that makes distributions only to a single identified organization or
government entity

B.

Certain scholarship funds
1.

A fund that makes grants to individuals for travel, study, or similar
purposes if:
a. Donor or her designee advises only as member of a committee where
the sponsoring organization appoints all members
b. Donor and donor’s designees cannot control the committee, and
c. Grants are awarded on an objective and non-discriminatory basis
pursuant to a procedure approved in advance by the sponsoring
organization’s Board

C.

III.

The Treasury Secretary is authorized to exempt other funds from DAF rules if:
1.

The fund benefits a single identified charitable purpose, or

2.

The funds is advised by a committee not directly or indirectly controlled
by the donor or the donor’s designees

3.

Under this authority, the Secretary has exempted employer-sponsored
disaster relief funds that meet specific purpose and procedural
requirements (Notice 2006-109)

Still so many unanswered questions!
A.

Can you purchase stuff to be used in a charitable program using DAF funds?

B.

What about fiscal sponsorship arrangements, or “fundraising funds” – are they
DAFs?

C.

Do all the expenditure responsibility rules for private foundations apply to
DAFs? If not, which do, and which don’t? How to apply those that are
inherently tied to a private foundation status?
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LEGAL EXPLANATION OF PROGRAM-RELATED INVESTMENTS
Updated September, 2010
Robert A. Wexler
Rosemary E. Fei

This document describes the legal framework and requirements for programrelated investments (“PRIs”). This document is intended as a general discussion to help educate
advisors of small to mid-sized private foundations, including family and company foundations.
It is not a legal opinion. It is not an endorsement of any particular program-related investment or
investments.

PRIS IN CONTEXT
Classically, a private foundation makes investments to increase or maintain the
size of its corpus and to generate income so that it may make grants and otherwise engage in
charitable programs and activities. Section 4944 of the Internal Revenue Code (“IRC”) imposes
an excise tax on private foundation investments that are deemed to “to jeopardize the carrying
out of any of its exempt purposes.” Both a private foundation and its directors and officers can
potentially be subject to excise taxes for making imprudent investments.
PRIs are mission-driven investments that are not subject to the normal prudent
investment standards for foundations and foundation boards of directors. For legal purposes,
PRIs are considered to be more akin to grants, which can be made purely to further a charitable
purpose, without regard to any return on investment. PRIs are not subject to the Section 4944
excise tax.

WHAT IS A PRI?
An investment must meet three requirements (each discussed in more detail
below) to qualify as a PRI:
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The primary purpose of the investment must be to further one or more exempt
purpose of the foundation. In large measure, this is a determination specific to
each foundation, its mission and the proposed PRI.



The production of income or the appreciation of property may not be a
significant purpose of the investment.



The PRI can not be used to fund electioneering or lobbying activity.

1.

Primary Exempt Purpose Test.

There are two parts to the primary exempt purpose test. First, the investment
must significantly further the accomplishment of the foundation’s exempt activities. Second, the
investment must be such that it would not have been made but for its relationship to the
foundation’s exempt activities.1
a.
Significantly further sub-test. To meet this test, the foundation must
determine that the PRI is consistent with one or more purposes described in IRC Section
501(c)(3). In addition, if that foundation has purposes that are more limited than those described
in Section 501(c)(3), then the foundation must also determine that the particular PRI is consistent
with the specific purposes of the foundation. For example, if a foundation’s stated purpose is to
promote the arts, then, a PRI to promote economic development in Africa might not be
consistent with that foundation’s exempt purposes, even though the PRI might be consistent
under Section 501(c)(3) and might be permitted for another private foundation.
A foundation will need to review its own Articles of Incorporation or Certificate
of Incorporation, along with any other restrictions that may have been placed on its assets to
determine whether a PRI is consistent with that foundation’s mission.
Foundations and their advisors are generally more comfortable making a PRI if
there is some authority, either in the outdated PRI regulations or in a subsequent letter ruling or
revenue ruling to support the type of PRI being made.
b.
“But for” sub-test. Satisfaction of this sub-test requires that analysis of the
purpose of the investment permits the conclusion that it would not have been made but for its
contribution to the accomplishment of the exempt purposes of the foundation.

1

Treas. Regs. Section 53.4944-3(a)(2)(i).
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2.

No Significant Investment Purpose Test.

The single test here is whether no significant purpose of the investment is the
production of income or the appreciation of property. The Regulations point out that the IRS
will consider whether investors solely concerned with profit would be likely to make the
investment on the same terms. However, the fact that an investment produces significant income
or capital appreciation is not, in the absence of other factors, conclusive evidence that income or
appreciation was a significant purpose of the investment,2 and therefore does not preclude the
investment from being a valid PRI.
The no significant investment purpose test is typically satisfied if a PRI is made in
the form of a loan at below-market interest rates which are, by definition, unattractive to
commercial lenders. Even a loan at market rates can pass muster if, for some other reason (such
as high risk or inadequate security), the loan would not be made conventionally. Among the
many private rulings issued by the IRS addressing this issue, acceptable annual interest rates for
PRI loans have varied from 0 to 15%, usually below market but occasionally at market rates.
Similarly, investment features designed to protect the investor’s interest or secure repayment
have ranged from none at all (a willingness to convert loans into grants) to a full set of
conventional mortgages and guarantees.3
An investment in an entity having the dual purpose of both producing a return on
investment and achieving a charitable purpose also may qualify as a PRI. In Private Letter
Ruling 200136026, a private foundation proposed to invest in a for-profit corporation formed for
the purpose of financing and promoting the expansion of environmentally-oriented businesses
that would contribute to conservation and economic development in economically and/or
environmentally sensitive areas. The corporation had dual goals of providing a rate of return for
investors and demonstrating a clear environmental benefit through each investment. Only
companies that met certain environmental guidelines were eligible for investment. The
corporation also created an advisory committee, which included representatives of exempt public
charities interested in preserving the environment, to scrutinize each investment. The foundation
represented that the rate of return, taken by itself, would not compensate for the speculative
nature of the investment and overall risk associated with the corporation’s unique investment
characteristics. The IRS determined that although the foundation expected a financial return, the
investment was made directly to accomplish the foundation’s charitable goals and thus qualified
as a PRI.
Several other IRS private letter rulings have approved PRIs where non-charitable
organizations were also investing on the same terms. In Private Letter Ruling 8710076, a $10
2

Treas. Regs. Section 53.4944-3(a)(2)(iii).
See, e.g., PLR 8141025 (approval of secured low-income housing loans at 3% interest, with 20-year terms); PLR
8030079 (approval of urban renewal loan at 7% interest, with a 10-year term); PLR 8301110 (approval of secured
loan for hotel construction in blighted area, charging 15% annual interest over 25 years).
3
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million limited partnership was established with a taxable general partner, and limited
partnership interests were offered to a small group of private foundations and private individuals.
The purpose of creating the limited partnership was to go beyond informational services, to
provide financial support to actual enterprises seeking to demonstrate that privatization of human
services is a viable concept. A private foundation’s $600,000 investment in the partnership was
approved by the IRS as a PRI.4 PRI loans to for-profit limited partnerships are also a common
mechanism for private foundations to support low-income housing and economic development in
blighted areas.5
3.

No Political Purpose Test.

The Regulations set forth a requirement that no purpose of the PRI may be to
attempt to influence legislation, or to participate or intervene in campaigns of candidates for
public office.6 There is an exception: the PRI recipient may appear before or communicate with
a legislative body on a legislative matter of direct interest to the recipient, if the expense of doing
so is deductible by the recipient under IRC Section 162.7 However, the foundation must not
earmark any PRI funds for use in such communications or appearances. The most common
method of assuring compliance with this requirement is to obtain a statement from the recipient
of the PRI funds pledging compliance with the IRS restriction on use of PRI funds for political
purposes. Typically, one would find this statement in the PRI loan agreement, in the case of a
loan or in the guarantee agreement, in the case of a guarantee. It can be more difficult to find
this type of statement in an equity investment.

OTHER CONSIDERATIONS AND OBLIGATIONS
In fulfilling its responsibilities and obligations under the law, a foundation making
a PRI must address the following:

4

See also, PLR 9016078 (purchase of a large equity interest in a holding company affiliated with a for-profit
enterprise, to develop business in a depressed area) and PLR 8807048 (investment in construction of low-income
housing, accomplished through limited partnerships with for-profit corporations).
5

See, e.g., PLRs 9112013, 8923070, 8923071 and 8637120.

6

Treas. Regs. Section 53.4944-3(a)(1)(iii).

7

Treas. Regs. Sections 53.4944-3(a)(2)(iv) and 53.4945-2(a)(4) thus allow a business organization to use PRI
funds for direct lobbying in certain circumstances.
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1.

Changes in PRIs.

The Regulations, at Section 53.4944-3(a)(3)(i), address the possibility that after a
PRI has been made, the foundation and the recipient may find that changes in the terms of the
investment are needed. If the changes, like the original investment, are made primarily to further
the investment’s exempt purposes and not significantly to improve the prospects for income or
capital appreciation from the PRI, the IRS sees no problem. Otherwise, changes may affect the
loan’s qualification as a PRI. In that case, reliance on a legal opinion based on circumstances
before the change would no longer protect the foundation or its directors.
If a change is made for the prudent protection of the foundation’s investment, then
it will not ordinarily cause the investment to lose PRI status. This brings the prudent person
standard back into the picture, but from a different direction. Under IRC Section 4944, a
foundation is penalized if the management falls below this standard in its conventional investing.
For PRIs, however, the foundation is permitted to rise to the level of the prudent person standard
to protect its investment.
A critical change in circumstances, such as where the PRI turns out to be serving
illegal purposes or private purposes of the foundation or its managers, will cause the investment
to cease to be program-related. A foundation will not be penalized, however, if it terminates the
PRI within thirty days after it or its managers have actual knowledge of the critical change in
circumstances.
2.

Private Foundation Restrictions.

PRIs are affected by several other provisions of the IRC that govern private
foundations generally.
Under IRC Section 4940, there is an annual 2% tax on a private foundation’s net
investment income. Where the terms of the loan provide for the payment of interest, the 2% tax
will apply to PRI interest income just as it does to a foundation’s other investment income. The
tax also applies to capital gains.
A PRI is a qualifying distribution for purposes of the requirement that private
foundations make certain mandatory annual distributions, found in IRC Section 4942. The
foundation will need to plan for appropriate accounting of PRIs under this Section, both when
investments are made and also when they are repaid.8

8

A court decision involving a PRI made by the Charles Stewart Mott Foundation upheld strictly the IRS
requirement for complete reporting of PRIs on Form 990-PF. Charles Stewart Mott Foundation v. United States,
938 F.2d 58 (6th Cir. 1991).
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A PRI is not included in the calculation of excess business holdings for purposes
of IRC Section 4943.9
Under IRC Sections 4942 and 4945, a foundation’s administrative expenses
incurred in connection with its PRIs receive favorable treatment. These expenditures are
considered direct charitable expenditures not subject to penalty taxes.
If a private foundation makes a PRI to an organization that is not an exempt
public charity, the foundation must exercise expenditure responsibility.10

9

Treas. Regs. Section 53.4943-10(b).

10

That term refers to procedures that must be followed by the foundation before, at the time of, and after the
making of the PRI, as follows: 1. Pre-grant Inquiry. The Regulations require private foundations to conduct the
same kind of pre-grant inquiry for a PRI as for a grant to a non-charitable recipient. This is a limited inquiry, which
must be complete enough to give a reasonable person assurance that the PRI will be used for the proper purposes.
The inquiry should address the identity, prior history, and experience of the organization’s managers, and consider
any information the foundation has, or can readily obtain, concerning the management, activities, and practices of
the recipient. 2. Written Contract. A foundation must enter into a written contract with the recipient of funds
containing provisions specified in the Regulations. Therefore, every PRI made to a non-charity will require a
separate agreement that meets this requirement. 3. IRS Reporting. The foundation must report each expenditure
responsibility PRI to the IRS on Form 990-PF, in each year that it is outstanding, in a manner that satisfies the
Regulations.

{00208039.DOC; 10}

ISA

20
Section references are to the Internal Revenue
Code unless otherwise noted.

Future developments. For the latest
information about developments related
to Schedule D (Form 990) and its
instructions, such as legislation enacted
after they were published, go to
.

General Instructions
Note. Terms in bold are defined in the
Glossary of the Instructions for Form
990, Return of Organization Exempt
From Income Tax.

Purpose of Schedule
Schedule D (Form 990) is used by an
organization that files Form 990 to
provide the required reporting for donor
advised funds, conservation
easements, certain art and museum
collections, escrow or custodial
accounts or arrangements,
endowment funds, and supplemental
financial information.

Who Must File
An organization that answered “Yes” to
any of lines 6 through 12a on Form 990,
Part IV, Checklist of Required
Schedules, must complete the
appropriate part(s) of Schedule D (Form
990) and attach the schedule to Form
990. An organization that answered
“Yes” on Form 990, Part IV, line 12b,
can complete Parts XI and XII of
Schedule D (Form 990), but isn't
required to do so.
If an organization isn't required to file
Form 990 but chooses to do so, it must
file a complete return and provide all of
the information requested, including the
required schedules.

May 24, 2016

Department of the Treasury
Internal Revenue Service

Specific Instructions
Part I. Organizations
Maintaining Donor
Advised Funds or Other
Similar Funds or Accounts
Complete Part I if the organization
answered “Yes” on Form 990, Part IV,
line 6.
Generally a donor advised fund is a
fund or account:
1. That is separately identified by
reference to contributions of a
donor or donors;
2. That is owned and controlled by a
sponsoring organization; and
3. For which the donor or donor
advisor has or reasonably expects
to have advisory privileges in the
distribution or investment of
amounts held in the donor advised
fund or account because of the
donor's status as a donor.
Note. Donor advised funds aren't
limited to funds or accounts that meet
the definition of “funds” under generally
accepted accounting principles.
Exceptions. A donor advised fund
doesn't include any fund or account:
1. That makes distributions only to a
single identified organization or
governmental entity, or
2. In which a donor or donor advisor
gives advice about which individuals
receive grants for travel, study, or other
similar purposes, if:
a. The donor or donor advisor's
advisory privileges are performed
exclusively by such person in his or her
capacity as a member of a committee in
which all of the committee members are
appointed by the sponsoring
organization;
b. No combination of donors or
donor advisors (and related persons as
defined next) directly or indirectly
control the committee; and
c. All grants from the fund or
account are awarded on an objective
and nondiscriminatory basis following a
procedure approved in advance by the

board of directors of the sponsoring
organization. The procedure must be
designed to ensure that all grants meet
the requirements of section 4945(g)(1),
(2), or (3); or
3. That the Secretary exempts from
being treated as a donor advised fund
because either such fund or account is
advised by a committee not directly or
indirectly controlled by the donor or
donor advisor or because such fund
benefits a single identified charitable
purpose.
See Notice 2006-109, 2006-51 I.R.B.
1121, available at
superseded in
part by Rev. Proc. 2009-32, 2009-28
I.R.B. 142, modified and superseded by
Rev. Proc. 2011-33, 2011-25 I.R.B. 887.
A person related to a donor or donor
advisor includes: any family member (as
defined in section 4958(f)(4)) of the
donor or donor advisor and any 35%
controlled entity (as defined in section
4958(f)(3)) of the donor, donor advisor,
or their family members.
Column (a). Complete for all donor
advised funds held at any time during
the tax year by the organization as a
sponsoring organization.
Column (b). Complete for each similar
fund or account held by the organization
at any time during the tax year over
which a donor, or person appointed by
the donor, had advisory privileges for
distribution or investment of amounts
held in such fund or account, but which
isn't a donor advised fund. Examples
of other similar funds or accounts
include the funds or accounts listed in
Exceptions above, as well as funds
otherwise prescribed by statute as
excepted from the meaning of a donor
advised fund.
Line 1. Report in column (a) the total
number of donor advised funds and in
column (b) the total number of other
similar funds or accounts held by the
organization at the end of the year.
Line 2. Report in column (a) the
aggregate value of contributions
during the year to all donor advised
funds and in column (b) the aggregate

value of contributions during the year to
all other similar funds or accounts held
by the organization.
Line 3. Report in column (a) the
aggregate value of grants made during
the year from all donor advised funds
and in column (b) the aggregate value of
grants made during the year from all
other similar funds or accounts held by
the organization. Report both grants
outside the organization and transfers
within the organization.
Line 4. Report in column (a) the
aggregate value at the end of the year of
all donor advised funds and in column
(b) the aggregate value at the end of the
year of all other similar funds or
accounts held by the organization.

Part II. Conservation
Easements
Complete Part II if the organization
answered “Yes” on Form 990, Part IV,
line 7.
In addition to reporting on
conservation easements, also report
in Part II other interests in real property
that under state law have attributes
similar to a conservation easement and
are established for the purpose of
conservation and preservation (for
example, certain restrictive covenants
and equitable servitudes). Don't report
utility easements.
Line 1. Check the box for the purpose
or purposes for which the organization
held the easement(s) during the tax
year. Check all that apply.
Line 2. Provide an answer for each
item.
Line 2a. Enter the total number of
conservation easements held by the
organization at the end of the tax year.
This shouldn't be an estimate or a
rounded number.
Line 2b. Enter the total acreage
restricted by conservation easements
held by the organization at the end of
the tax year. Compute the total acreage
by adding together all the acres of land
subject to all the easements held as of
the end of the tax year. Don't include
conservation easements on certified
historic structures. Acreage can be
expressed in decimal points for
properties subject to easements where
the acreage consists of less than whole
numbers. For example, two and
one-half acres can be expressed as 2.5
acres.
Line 2c. Enter the number of
conservation easements on certified

historic structures held by the
organization at the end of the tax year.
A certified historic structure is any
building or structure listed in the
National Register of Historic Places as
well as any building certified as being of
historic significance to a registered
historic district. See section
170(h)(4)(B) for special rules that apply
to contributions made after August 17,
2006.
Line 2d. Enter the number of
conservation easements included in
the answer to line 2c that the
organization acquired after August 17,
2006, and not on a historic structure
listed in the National Register.
Line 3. To be eligible for a federal
charitable income tax deduction for the
donation of a conservation easement to
a qualified organization, the easement
must be granted in perpetuity. For
purposes of maintaining its tax
exemption, the recipient tax-exempt
organization generally must protect the
conservation easements it holds in
perpetuity.
Enter the total number of
conservation easements held by the
organization that were modified,
transferred, released, extinguished, or
terminated, in whole or in part, during
the tax year. For example, if two
easements were modified and one
easement was terminated during the tax
year, enter the number 3.
For each easement modified,
transferred, released, extinguished, or
terminated, in whole or in part, explain
the changes in Part XIII. Tax exemption
may be undermined by the modification,
transfer, release, extinguishment, or
termination of an easement.
For purposes of this Schedule D
reporting requirement, an easement is
modified when its terms are amended or
altered in any manner. For example, if
the deed of easement is amended to
increase the amount of land subject to
the easement or to add, alter, or remove
restrictions regarding the use of the
property subject to the easement, the
easement is modified. An easement is
transferred if, for example, the
organization assigns, sells, releases,
quitclaims, or otherwise disposes of the
easement whether with or without
consideration. An easement is released,
extinguished, or terminated when it is
condemned, extinguished by court
order, transferred to the land owner, or
in any way rendered void and
unenforceable, in each case whether in
whole or in part. An easement is also
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released, extinguished, or terminated
when all or part of the property subject
to the easement is removed from the
protection of the easement in exchange
for the protection of some other property
or cash to be used to protect some
other property.
The categories described in the
preceding paragraph are provided for
convenience purposes only and aren't
to be considered legally binding or
mutually exclusive. For example, a
modification may also involve a transfer
and an extinguishment, depending on
the circumstances. Use of a synonym
for any of these terms doesn't avoid the
application of the reporting requirement.
For example, calling an action a “swap”
or a “boundary line adjustment” doesn't
mean the action isn't also a
modification, transfer, or
extinguishment.
Line 4. Enter the total number of states
where property is located and subject to
a conservation easement held by the
organization during the tax year.
Line 5. A qualified organization must
have a commitment to protect the
conservation purposes of the easement,
and have the resources to enforce the
restrictions. Report whether the
organization has a written policy or
policies about how the organization will
monitor, inspect, and handle violations,
and how it will enforce conservation
easements. If “Yes,” briefly summarize
such policy or policies in Part XIII. Also,
indicate whether such policy or policies
are reflected in the organization's
easement documents. Monitoring
means the organization investigates the
use or condition of the real property
restricted by the easement to determine
if the property owner is adhering to the
restrictions imposed by the terms of the
easement to ensure the conservation
purpose of the easement is being
achieved. Inspection means an onsite
visit to observe the property to carry out
a monitoring purpose. Enforcement of
an easement means action taken by the
organization after it discovers a violation
to compel a property owner to adhere to
the terms of the conservation easement.
Such activities can include
communications with the property
owner explaining his or her obligations
with respect to the easement,
arbitration, or litigation.
Line 6. Enter the total number of hours
devoted during the tax year to
monitoring, inspecting, handling
violations, and enforcing conservation
easements, as those terms are defined
in the instructions for line 5, above.
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Include the hours devoted to this
purpose by any of the organization's
paid or unpaid staff and by any of the
organization's agents or independent
contractors.
Line 7. Enter the total amount of
expenses incurred by the organization
during the tax year to monitor, inspect,
handle violations, and enforce the
conservation easements it held during
the year as those terms are defined in
the instructions for line 5.
Line 8. Answer “Yes” if each of the
organization's faÇade easements
acquired after August 17, 2006, satisfies
the requirements of sections
170(h)(4)(B)(i) and 170(h)(4)(B)(ii).
Section 170(h)(4)(B)(i) requires each
faÇade easement donated after August
17, 2006, to include a restriction that
preserves the entire exterior of the
building, including the front, sides, rear,
and height of the building, and to
prohibit any change in the exterior of the
building that is inconsistent with the
historical character of such exterior.
Section 170(h)(4)(B)(ii) requires the
donor and donee to enter into a written
agreement certifying, among other
things, that the donee organization has
the resources to manage and enforce
the restriction and a commitment to do
so.
Line 9. Enter in Part XIII a description
of how the organization reports
conservation easements in its
revenue and expense statement and on
its balance sheet. Include in Part XIII, if
applicable, the text of the footnote to the
organization's financial statements
that describes the organization's
accounting for conservation easements
and the basis for its reporting position
(for example, Financial Accounting
Standards Board (FASB) Emerging
Issues Task Force (EITF) 02-7,
Example 1 (now codified in Accounting
Standards Codification (ASC)
350-30-55-29 to 55-32)).
The organization must report
any qualified conservation
contributions and
contributions of conservation
easements in Form 990, Part VIII,
Statement of Revenue; Schedule A
(Form 990 or 990-EZ), Public Charity
Status and Public Support; Schedule B
(Form 990, 990-EZ, or 990-PF),
Schedule of Contributors; and
Schedule M (Form 990), Noncash
Contributions, consistently with how it
reports revenue from such contributions

in its books, records, and financial
statements.

Part III. Organizations
Maintaining Collections of
Art, Historical Treasures,
or Other Similar Assets
Complete Part III if the organization
answered “Yes” on Form 990, Part IV,
line 8.
Organizations that receive
contributions of works of art, historical
treasures, and similar assets that don't
maintain collections as described in the
Statement of Financial Accounting
Standards, SFAS 116 (ASC
958-360-20), aren't required to
complete Part III, but may be required to
complete Schedule M.
For lines 1 and 2, refer to SFAS 116
(ASC 958) for meanings of the various
terms.
Lines 1 and 2. Pursuant to SFAS 116
(ASC 958), certain organizations can
choose one of two methods to report
collections of works of art, historical
treasures, or other similar assets held
for public exhibition, education, or
research in furtherance of public
service. An organization that doesn't
recognize and capitalize its collections
for financial statement purposes will
report its collections on the face of its
statement of activities, separately from
revenues, expenses, gains, losses, and
assets. An organization that recognizes
and capitalizes its collections for
financial statement purposes will report
its collections as assets and revenues
based upon its fair value measurement.
Line 1 pertains to collection items held
by the organization in furtherance of
public service, and line 2 pertains to
collection items held by the organization
for financial gain, as those terms are
described in SFAS 116 (ASC 958).
Line 1a. If an organization has
elected not to capitalize its collections,
then provide in Part XIII the footnote(s)
to the organization's financial
statements that describe these
collection items.
Line 1b. If an organization has
elected to capitalize its collections,
provide on line 1b(i) the revenue relating
to its collection items that is reported on
Form 990, Part VIII, line 1. Also, provide
on line 1b(ii) the value of the
organization's collection items reported
as total assets on Form 990, Part X,
line 16, column (B).
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Line 2. If an organization has received
or held collections for financial gain,
provide on line 2a the revenue reported
as to these collection items from the
total revenue included on Form 990,
Part VIII, line 1. Also, provide on line 2b
the asset value assigned to these
collection items, which value should
also be reported as part of the
organization's total assets reported on
Form 990, Part X, line 16, column (B).
Line 3. Based upon the organization's
acquisition, accession, and other
records, check all boxes that best
describe how the organization utilizes its
collections, including the collection's
most significant use.
Line 4. In Part XIII, provide a
description of the organization's
collections and explain how these
collections further the organization's
exempt purposes.
Line 5. Answer “Yes” to line 5 if during
the year the organization solicited or
received donations of art, historical
treasures, or other similar assets to be
sold in order to raise funds rather than
to be maintained as part of the
organization's collection.

Part IV. Escrow and
Custodial Arrangements
Complete Part IV if the organization
answered “Yes” on Form 990, Part IV,
line 9 or reported an amount on Form
990, Part X, line 21.
Lines 1a through 1f. If the
organization acts as an agent, trustee,
custodian or other intermediary for
funds payable to other organizations or
individuals and hasn't reported those
amounts on Form 990, Part X, as an
asset or liability, check “Yes” and
provide an explanation of the
arrangement in Part XIII.
Organizations that maintain escrow
or custodial accounts not reported on
Form 990, Part X, must record
increases or decreases in such
accounts by completing lines 1c through
1f.
Example 1. A credit counseling
organization that collects amounts from
debtors to remit to creditors holds funds
in an escrow or custodial account. If
the organization acts as a go-between
and doesn't report these funds as its
assets or liabilities on Form 990, Part X,
it must report the fund balances on lines
1c through 1f.
Example 2. An organization
providing down-payment assistance
that collects amounts from donors to be

used toward the purchase of qualifying
housing holds funds in an escrow or
custodial account. If the organization
acts as a go-between and doesn't report
these funds as its assets or liabilities on
Form 990, Part X, it must report the fund
balances on lines 1c through 1f.
Line 2. If the organization answered
“Yes” to line 2a, explain in Part XIII the
arrangements under which the amounts
reported on Form 990, Part X, line 21,
are held, including any obligations the
organization has to other persons under
such arrangements.
Explain in Part XIII any credit
counseling, debt management, credit
repair, or debt negotiation services the
organization provided.

Part V. Endowment Funds
Complete Part V if the organization
answered “Yes” on Form 990, Part IV,
line 10. For Part V, the definitions of
endowments and types of
endowments are governed by SFAS
117, paragraphs 13 through 16 (ASC
958-210 and 958-225). Information
reported in Part V should pertain to the
aggregate of the endowment assets
held by the organization, organizations
formed and maintained exclusively to
further one or more exempt purposes of
the organization, and organizations that
hold endowment funds for the benefit of
the organization.
Temporarily restricted
endowments include endowment
funds established by donor-restricted
gifts that are maintained to provide a
source of income for either a specified
period of time or until a specific event
occurs (see SFAS 117 (ASC
958-205-45)), as well as all other
temporarily restricted net assets held in
a donor-restricted endowment,
including unappropriated income from
permanent endowments that isn't
subject to a permanent restriction.
Permanent (true) endowments are
endowment funds that are established
by donor-restricted gifts and are
maintained to provide a permanent
source of income, with the stipulation
that principal must be invested and kept
intact in perpetuity, while only the
income generated can be used by the
organization.
Board-designated endowments,
or quasi-endowments, are
endowments established by the
organization itself, either from
unrestricted donor or organizational
funds, over which the organization itself
imposes restrictions on their use, and

which restrictions can be temporary or
permanent in nature. See SFAS 117
(ASC 958-205-45).
Line 1a. Enter the beginning-of-year
balances of the organization's
endowment funds for the current year
and prior year. The amounts entered
should agree with the organization's
total permanent (true) endowment,
temporarily restricted endowment,
and quasi-endowment funds at the
beginning of the current year and prior
year.
Line 1b. Enter the amounts of
current year and prior year
contributions and transfers to the
organization's endowment funds.
These amounts include all donor gifts,
grants, and contributions received, as
well as additional funds established by
the organization's governing board to
function like an endowment, but that can
be expended at any time at the
discretion of the board.
Line 1c. Enter the current year and
prior year net amounts of investment
earnings, gains, and losses, including
both realized and unrealized amounts.
For earnings reported net of transaction
costs, enter the net amount on line 1c.
For earnings reported on a gross basis,
enter the transaction costs on line 1f.
Line 1d. Enter the current year and
prior year amounts distributed for grants
or scholarships.
Because scholarships
represent direct aid to
individuals, they are
distinguished from general
programmatic aid referenced in line 1e.
Line 1e. Enter the current year and
prior year amounts distributed for
facilities and programs. Amounts on this
line should include withdrawn amounts,
and amounts disinvested from an
organization's quasi-endowments to
reduce or eliminate capital investment.
Line 1f. Enter the current year and
prior year administrative expenses
charged to the endowment funds.
These expenses can arise from either
internal or third party sources.
Line 1g. Enter the year-end
balances of the organization's
endowment funds for the current year
and prior year. To determine the
year-end balances, add lines 1a, 1b,
and investment earnings on line 1c, and
subtract line 1c investment losses and
the amounts on lines 1d through 1f.

-4-

Line 2. On lines 2a through 2c, enter
the estimated percentage of the
organization's total endowment funds
at current year's end (as reported in
line 1g, column (a)) held in (a) board
designated or quasi-endowment
funds, (b) permanent endowment
funds, or (c) temporarily restricted
endowment funds. The total of these
three percentages should equal 100%.
Line 3. Report information on
endowment funds not in possession of
the organization.
Line 3a(i). Enter “Yes” if any of the
organization's endowment funds are in
the possession of and administered by
unrelated organizations.
Line 3a(ii). Enter “Yes” if any of the
organization's endowment funds are in
the possession of and administered by
related organizations.
Line 3b. All related organizations
are required to be reported on
Schedule R (Form 990), Related
Organizations and Unrelated
Partnerships. Enter “Yes” on line 3b if
the organization answered “Yes” to
line 3a(ii) and the organization listed all
related organizations referred to on
line 3a(ii) in Schedule R.
Line 4. Describe in Part XIII the
intended uses of the organization's
endowment funds.

Part VI. Land, Buildings,
and Equipment
Complete Part VI if the organization
answered “Yes” on Form 990, Part IV,
line 11a, and reported an amount on
Form 990, Part X, line 10a. Reporting is
required if any amount other than zero is
reported on those lines.
Column (a). Enter the cost or other
basis of all land, buildings, leasehold
improvements, equipment, and other
fixed assets held for investment
purposes, such as rental properties.
Column (b). Enter the cost or other
basis of all other land, buildings,
leasehold improvements, equipment,
and other fixed assets held for other
than investment purposes, including any
land, buildings, and equipment owned
and used by the organization in
conducting its exempt activities. The
total amounts reported in columns (a)
and (b) must equal the amount reported
on Form 990, Part X, line 10a.
Column (c). Enter the accumulated
depreciation recorded for the assets
listed in columns (a) and (b). Don't enter
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an amount in column (c) for line 1a,
Land. The total of column (c) must equal
the amount reported on Form 990, Part
X, line 10b.

Form 990, Part X, column (B), line 13,
that is 5% or more of the total assets
reported on Form 990, Part X, column
(B), line 16.

Column (d). Enter the sum of column
(a) and column (b) minus column (c).
The total of column (d) must equal the
amount reported on Form 990, Part X,
column (B), line 10c.

Program-related investments are
investments made primarily to
accomplish the organization's exempt
purposes rather than to produce
income. Examples of program-related
investments include student loans and
notes receivable from other exempt
organizations that obtained the funds to
pursue the filing organization's exempt
function.

Part VII.
Investments—Other
Securities
Complete Part VII if the organization
answered “Yes” on Form 990, Part IV,
line 11b, or reported an amount in Form
990, Part X, column (B), line 12, that is
5% or more of the total assets reported
on Form 990, Part X, column (B),
line 16.
Other securities to be reported in this
part include closely held stock. They
also include (1) publicly-traded stock for
which the organization holds 5% or
more of the outstanding shares of the
same class, and (2) publicly-traded
stock in a corporation that comprised
more than 5% of the organization's total
assets at the end of the tax year. List
each separate class of publicly-traded
stock held by the organization that
meets either of these 5% ownership
tests. Don't include program-related
investments.
Column (a). Describe the type of
investment. Each class of
publicly-traded stock for which the
organization holds 5% or more of the
outstanding shares must be listed by
name and class, including the number
of shares held. Also report all
publicly-traded stock in a corporation
that comprised more than 5% of the
organization's total assets at the end of
the tax year.
Column (b). Enter the book value of
each investment. The total of column (b)
must equal the amount reported on
Form 990, Part X, column (B), line 12.
Column (c). Indicate whether the
investment is listed at cost or
end-of-year market value. When
reporting securities at fair market
value, use commonly accepted
valuation methods.

Part VIII.
Investments—Program
Related
Complete Part VIII if the organization
answered “Yes” on Form 990, Part IV,
line 11c, and reported an amount on

Column (a). Briefly describe each
program-related investment on a
separate line, including whether the
investment is a loan or equity
investment. For investments in a
domestic organization, identify the
organization.
Column (b). Enter the book value of
each program-related investment. The
total of column (b) must equal the
amount reported on Form 990, Part X,
column (B), line 13.
Column (c). Indicate whether the
investment is listed at cost or
end-of-year market value.

Part IX. Other Assets
Complete Part IX if the organization
answered “Yes” on Form 990, Part IV,
line 11d, or reported an amount on Form
990, Part X, column (B), line 15, that is
5% or more of the total assets reported
on Form 990, Part X, column (B),
line 16.
Column (a). Enter a description of
assets reported on Form 990, Part X,
column (B), line 15. The organization
can use any reasonable basis to classify
these assets.
Column (b). Enter the book value of
each asset. The total of column (b) must
equal the amount reported on Form
990, Part X, column (B), line 15.

Part X. Other Liabilities
Complete Part X if the organization
answered “Yes” on Form 990, Part IV,
line 11e or line 11f, and either reported
an amount on Form 990, Part X, column
(B), line 25, or had financial
statements for the tax year that
include a footnote addressing the
organization's liability for uncertain tax
positions. Organizations are required to
separately report all liabilities for federal
income taxes and amounts owed to
related organizations on Part X of this
schedule.
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Line 1. Other liabilities. In column (a),
list each type of liability not reported on
lines 17 through 24 of Form 990, Part X.
The organization can use any
reasonable basis to classify these
liabilities.
In column (b), enter the book value of
each liability. The total of column (b)
must equal the amount reported on
Form 990, Part X, column (B), line 25.
Line 2. Liability for uncertain tax positions. Every organization required to
complete Part X must provide the text of
the note in, or footnote to, its financial
statements, if applicable, regarding the
organization's liability for uncertain tax
positions under FIN 48 (ASC 740),
International Financial Reporting
Standards (IFRS), other
country-specific accounting standards,
or a modified version of any of the
above (for example, modified FIN 48
(ASC 740)). This includes, for example,
the description of a liability for
unrelated business income tax, or tax
that may be assessed as a result of the
revocation of exempt status. Provide the
full text of this note or footnote in Part
XIII, even if the organization did not
report any liability for uncertain tax
positions in the note or footnote. Any
portion of the note or footnote that
addresses only the filing organization's
liability must be provided verbatim. The
filing organization can summarize that
portion, if any, of a note or footnote that
applies to the liability of multiple
organizations, including the organization
(for example, as a member of a group
with consolidated financial statements),
to describe the filing organization's
share of the liability.

Parts XI Through XII.
Reconciliation of Revenue
and Expenses From Form
990 to Audited Financial
Statements
Complete Parts XI and XII if the
organization answered “Yes” on Form
990, Part IV, line 12a. If the organization
answered “Yes” on Form 990, Part IV,
line 12b (but answered “No” on
line 12a), completing Parts XI and XII is
optional.
If the organization did not receive
audited financial statements for the
reporting year for which it is completing
this Form 990, it isn't required to
complete Parts XI or XII, even if it
prepared Form 990 in accordance with
SFAS 117 (ASC 958).

Use the reconciliation statements of
Parts XI and XII to reconcile the
differences between the revenue and
expenses reported on the organization's
audited financial statements prepared in
accordance with SFAS 117 (ASC 958)
and the revenue and expenses reported
on the organization's Form 990.
On line 4a of Parts XI and XII, include
only those investment expenses netted
against investment income in the
revenue portion of the organization's
audited financial statements. Don't
include program-related investment
expenses or other expenses reported
as program service expenses in the
audited statement of activities.

Parts XI and XII don't have to be
completed for group returns.

Part XIII. Supplemental
Information
Complete Part XIII to provide narrative
information required in the following.
Part II, lines 3, 5, and 9
(conservation easements).
Part III, lines 1a and 4 (collections of
works of art, historical treasures,
and other similar assets).
Part IV, lines 1b and 2b (escrow or
custodial arrangements, or credit
counseling, debt management, credit
repair, or debt negotiation services).
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Part V, line 4 (endowment funds).
Part X, line 2 (note or footnote to
financial statements regarding liability
for uncertain tax positions).
Part XI, lines 2d and 4b
(reconciliation of revenue).
Part XII, lines 2d and 4b
(reconciliation of expenses).
Also use Part XIII to provide
additional narrative explanations and
descriptions, as needed. Identify the
specific part and line number that the
response supports in the order that it
appears on Schedule D (Form 990).
Part XIII can be duplicated if more
space is needed.
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UNRELATED BUSINESS INCOME TAX:
A PRIMER
Robert A. Wexler
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I.
A.

UNRELATED BUSINESS TAXABLE INCOME

Introduction

Organizations that are tax-exempt under Section 501(c)(3) of the Internal Revenue Code
(the “Code”) generally do not pay taxes on the income that they generate. There are two
significant exceptions: private foundations pay a 2%, or sometimes 1%, tax on their investment
income,1 and any Section 501(c) organization with unrelated business taxable income pays
unrelated business income tax (“UBIT”) on that income at the regular corporate tax rates.2
This outline provides a basic overview of how UBIT works and summarizes some of the
most significant developments in this area of tax law.
1.

Three requirements

A Section 501(c) organization generates UBIT when it recognizes net income from:


A trade or business, which is



Regularly carried on, and which is



Not substantially related to the organization’s exempt purpose.

If any one of these elements is absent, we need look no further – there is no UBIT.3
1

Code Sec. 4940.

2

Code Sec. 511.

3

This outline presents a quick review of some of the key cases and rulings defining each of the three elements of
the test. For a more thorough discussion of this topic, see CEB Advising California Non-Profit Corporations,
Chapter 15 – “Taxation of Investment and Business Activities of Tax-Exempt Corporations,” J. Patrick Whaley.
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a.
Trade or business. A trade or business includes “any activity carried on
for the production of income from the sale of goods or the performance of services.”4 The
Federal Income Tax Regulations (the “Regulations”) suggest that the term “trade or business”
has the same meaning as it has under Section 162 in connection with analyzing the deductibility
of business expenses.5 Although there have been cases that analyze the “trade or business”
element of the test, and although it is possible to have an income-generating activity that is not a
“trade or business,” as a practical matter, most potential UBIT matters that come to the attention
of a practitioner are going to satisfy the “trade or business” element of the test.
b.
Regularly carried on. The Regulations provide that whether or not a
trade or business is regularly carried on is determined by examining the “frequency and
continuity with which the activities productive of the income are conducted and the manner in
which they are pursued.” The stated purpose in the Regulations is “to place exempt organization
business activities upon the same tax basis as the nonexempt business endeavors with which they
compete.”6
The analysis of whether a particular activity is regularly carried on depends, of course, on
all of the facts and circumstances, but the following guidelines can be drawn from the cases,
rulings, and regulations, although the rulings and cases are by no means always consistent:


It is important to compare the frequency and continuity of the activity with
comparable activities being carried on by commercial entities. (Reg. 1.5131(c)(1).) For example, if an activity is inherently seasonal, such as horseracing,
then the regularity must be determined by examining the normal time span of
comparable commercial activity. (Reg. 1.513-1(c)(2)(i).)



An activity carried on one or two weeks a year is not likely to be regularly carried
on, especially if other taxable entities engage in the same activity on a more
regular basis. (Reg. 1.513-(c)(2)(i).)



An activity carried on once a week, such as the operation of a commercial parking
lot, each week of the year, is regularly carried on. (Reg. 1.513-1(c)(2)(i).)



Annual or semi-annual fundraisers are typically not regularly carried on, even
though they occur every year.



In NCAA v. Commissioner 914 F.2d 1417 (10th Cir. 1990), the Court held that
advertising in the NCAA program was not a regular activity, because the

4

Code Sec. 513(c); Reg. 1.513-1(b).

5

Code Sec. 1.513-1(b).

6

Reg. Sec. 1.513-1(c).
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tournament had a very limited two- to three-week duration, even though the
NCAA spent much of the year selling the advertising space. The IRS does not
follow this case, and it is probably not prudent to rely on this case, especially
outside of the 10th Circuit.


In Suffolk County Patrolmen’s Benevolent Association 77 T.C. 1314 (1981), the
Court found that the production of an annual vaudeville show conducted over
eight to sixteen weeks, including a printed program for the show that accepted
advertisements, was not regularly carried on, even though the activities were
conducted by professional fundraisers over a six-month period. The IRS
acquiesced in this decision (AOD 1249, March 22, 1984), but it is not clear that
the IRS would reach a similar conclusion today.

c.
Substantially related. Finally, if an exempt activity is substantially
related to the organization’s exempt purpose, it does not generate UBIT. The Regulations
indicate that an activity is related to exempt purposes “only where the conduct of the business
activity has a causal relationship to the achievement of exempt purposes,” and the causal
relationship must be substantial. (Reg. 1.513-1(d)(2).)
In analyzing whether a particular activity is substantially related to an organization’s
exempt purpose, the organization must first examine the exempt purpose set forth in its own
organizing documents and its own charitable purpose. An activity that may be related to
Organization X’s exempt purpose may not be related to Organization Y’s. With careful
planning, however, it may be possible for Organization Y to engage in this activity by amending
its Articles of Incorporation to expand its purposes and by providing proper notice to the IRS of
the amendment.
There are far too many cases and rulings addressing the “substantially related” test to
summarize in this short outline, but some interesting ones include:


In United States vs. American College of Physicians, 475 U.S. 834 (1986), the
Supreme Court examined the sale of advertisements in a medical journal. The
Court held that the manner of selection and presentation of the ads was not
substantially related to the organization’s exempt purpose. The organization had
argued that the purpose of the ads was to educate the readers, for example, about
the products of pharmaceutical companies.



The examples set forth in the Regulations addressing travel tours provide insight
into when the IRS considers travel tours to be substantially related to an
organization’s exempt purpose.



The museum gift shop rulings go to the heart of the substantially related test.
They also illustrate the “fragmentation rule”; namely, that the IRS can look at a
series of items sold in a gift shop (for example) and determine that some items,
such as posters or cards depicting paintings, are substantially related and do not
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generate UBIT while other items, such as souvenirs of the city in which the
museum is located, are not substantially related and do generate UBIT.7


In PLR 200021056, the Service ruled that the operation of a gift shop and tea
room by an organization established to aid deserving women to earn their own
living through their handiwork was not substantially related to the particular
organization’s exempt purpose.



In PLR 200032050 the Service considered a question which exempt organizations
pose from time to time: Can an organization rent real estate (debt financed) to
other nonprofit organizations without being subject to UBIT? The ruling
indicates that one must examine whether the rental arrangement and the activities
of the lessee further the exempt purpose of the organization. An organization
whose mission is economic development – to improve the quality of life of
individuals and families in the inner city – can rent to organizations such as
childcare providers and social service agencies that help it carry out those
purposes. The logic of the ruling also suggests, however, that if this organization
were to rent to a qualified (c)(3) organization whose mission was, for example,
preserving the environment or religious study, the rental arrangement would not
be substantially related.8

There are, of course, many other rulings and cases in this area. Some areas, such as the
relatedness of associate member dues or insurance programs provided to members, have led to
the development of significant bodies of law, while many issues that arise are supported by
minimal precedential guidance.
2.

Common exceptions or modifications to UBIT

Even if each of the three elements above is present, there are a variety of exceptions and
modifications that can transform a UBIT activity into a non-taxable transaction. These
exceptions and modifications include (but are not limited to):


Interest income, dividends, and annuities. Code Sec. 512(b)(1).)



Royalties. Code Sec. 512(b)(2).) Much of the discussion in connection with
affinity credit cards has involved the definition of a royalty. These arrangements
are described below.



Rents derived primarily from real estate and a limited amount of personal
property leased with the real estate. (Code Sec. 512(b)(3).) This exception does

7

See, e.g., Tech. Adv. Mem. 9550003 (1995) examining an array of related and unrelated items in a museum gift
shop; see also Rev. Rul. 73-105, 1973-1 C.B. 264, which holds that the sale of scientific books and city souvenirs by
a folk art museum is not related business.
8

See also Rev. Rul. 69-572, 1969-2 C.B. 119.
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not apply if a lease involves more personal property than real estate, if the rental
income is based at all on the net income or profits of the tenant, or if the lease
involves the provision of significant services, other than those that are customary
in a landlord-tenant relationship.


Income from the sale of capital assets. (Code Sec. 512(b)(5).)



Activities conducted for the convenience of members, students, patients, or
employees. (Code Sec. 513(a)(2).) This exception typically applies to venues
such as certain college bookstores or museum or school cafeterias.



Activities conducted entirely by volunteers. (Code Sec. 513(a)(1).) This is an
important exception because an activity that might otherwise clearly generate
UBIT can be “cleansed” if it is conducted as an all-volunteer operation.



Income from the sale of donated merchandise. (Code Sec. 513(a)(3).)



Certain bingo games. (Code Sec. 513(f).)



Corporate sponsorship payments. (Code Sec. 513(i).) Discussed below.



Income from certain trade shows and state fairs. (Code Sec. 513(d).)



Income from the rental of mailing lists to nonprofit organizations.
Sec. 513(h).)
3.

(Code

Exceptions to the exceptions

An activity that satisfies each of the three UBIT tests, but appears not to be subject to
UBIT because it qualifies under one of the exceptions, may nonetheless be subject to UBIT if
one of the following exceptions to the exceptions applies:


Interest, rent, and royalties received from a controlled corporation. (Code Sec.
512(b)(13).) While an exempt organization can normally receive interest, rents,
and royalties from another entity without UBIT, these items, when received from
an entity that the exempt organization “controls,” generally are taxable, except as
described below. This section has been the subject of controversy. Many
practitioners feel that the law puts exempt organizations on an uneven footing
with taxable entities and that only rents, royalties, and interest that exceed fair
market value should be subject to UBIT. In 2006, Congress provided that for
interest, rent, annuity or royalty payments (i) received or accrued during the
calendar years 2006 and 2007 and (ii) made pursuant to a binding written contract
in effect on August 17, 2006 (or a renewal of such a contract on substantially
similar terms), only the portion of any interest, rent, annuity, or royalty payment
from a controlled entity that exceeds fair market value is subject to the unrelated
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business income tax, plus a 20% penalty on the excess payment.9 At present, this
provision will apply only to payments received or accrued on or before
December 31, 2009.


A portion of the income derived from property acquired with debt financing can
result in UBIT. These rules are set forth in Code Sec. 514. This issue most
typically arises in the case of real estate acquired with debt, which is subsequently
rented or sold for a purpose that is not substantially related to the organization’s
exempt purpose. It can also arise, however, in the case of securities acquired with
debt, for example, on margin or in other situations.
4.

Other UBIT issues

There are a series of other UBIT issues that arise and that are not addressed in this
outline. For example, special rules apply to income distributed from a partnership or Scorporation.10
5.

Mailing lists and affinity credit cards

The IRS previously has challenged several mailing list and affinity credit card
arrangements, arguing, on a number of different theories, that the income from these
arrangements did not qualify as royalty income, which is an exception to UBIT under Section
512(b)(3). Typically, the IRS has argued that the organization that had rented its mailing lists or
licensed its name and logo to a credit card company had also provided significant advertising, list
compilation, and/or other services, so that the payments received were more in the form of
compensation income rather than royalties. For the most part, the IRS has consistently lost these
cases. The leading cases, which now provide the relevant authority, in this area are the
following:
a.

Mailing lists

Disabled American Veterans v. U.S.

9
10



In 1981, the Court of Claims found for the IRS in one of the early mailing
list cases. In this case, the Service argued that an organization’s income
from the rental or sale of mailing lists was not (passive) royalty income,
because the organization provided significant services in connection with
the mailing list. (650 F.2d 1178 (Ct. Cl. 1981).)



In 1990, the Disabled American Veterans organization prevailed, this time
in Tax Court, on largely the same facts for a later tax year. (94 TC 60
(1990).) The case was reversed on the basis of collateral estoppel. (942
F.2d 309 (6th Cir. 1991).) But the Ninth Circuit indicated that had it

See Code Section 512(b)(13)(E).
See Code Secs. 512(c) and 512(e).

{00074921.DOC; 9}

-6-

reached the merits, it would have found that the compensation was for
services rather than a royalty.


Section 513(h) of the Code was enacted specifically to permit the rental of
mailing lists to certain exempt organizations.

Sierra Club v. Commissioner.


In 1996, the Ninth Circuit Court of Appeals affirmed the Tax Court and
determined that the Club’s income from the rental of mailing lists was
royalty income. 86 F.3d 1526 (9th Cir. 1996), affirming 103 T.C. No. 17
(1994).) The Court found that the Club had not provided too much in the
way of services, and therefore, it received royalties and not compensation
for services. The case left open the possibility that a particular
organization could provide too much in the way of services, such as
advertising, and change the character of the income.11

Common Cause v. Commissioner.


Another favorable mailing list case for the taxpayer.
(1999).)

(112 T.C. 332

Planned Parenthood v. Commissioner.


Another favorable mailing list case for the taxpayer. (T.C. Memo 1999206 (1999).)

As a result of these cases, the IRS will no longer pursue its position on mailing list cases
under facts comparable to the cases described above.12
b.

Affinity credit cards

Sierra Club v. Commissioner.


The Sierra Club case, discussed above, also dealt with the affinity credit
card issue. While the Ninth Circuit found for the Club on the mailing list
issue, it remanded the affinity credit card portion of the case to the Tax
Court for a finding as to whether the Club had provided too much in the
way of services.

11

See, e.g., Texas Farm Bureau, 53 F.3d 120 (5th Cir 1995), in a different setting, where too many services
generated compensation income.
12

See 28 Exempt Organization Tax Review, pp. 18-19 (Apr. 2000), discussing a December 1999 memorandum
from the IRS indicating its new position on the matter.
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The Tax Court on remand found for the Club, and the case was not
appealed by the Service. (T.C. Memo 1999-86.)

Oregon State University Alumni Association Inc. v. Commissioner and Alumni
Association of the University of Oregon v. Commissioner.


The Tax Court Memorandum opinions are at T.C. Memo 1996-63
(University of Oregon) and T.C. Memo 1996 – 34 (Oregon State).



The Court of Appeals for the Ninth Circuit consolidated these cases and
found for the schools. (193 F.3d. 1098 (9th Cir. 1999).) In this case, the
alumni associations had performed minimal services – less than 50 hours
over two years. The Court immediately rejected the IRS’s all-or-nothing
approach – that any services tainted the entire arrangement. Judge
Kleinfeld stated that “[v]iewed purposively, the royalty exclusion cannot
be an all-or-nothing proposition.” The Court further noted that “[t]he
Commissioner has not suggested, and could not with a straight face, that
commercial mailing list and promotion services would have been paid
over a million dollars by the bank for around 50 hours of mostly
secretarial and clerical work that the two alumni associations did during
the two years at issue pursuant to the contracts with the bank.” The Court
noted that if the bank were paying for services, given the amount of
payment and the level of services, it would be paying $22,000 an hour for
services. Therefore, the bank must have been paying for the use of the
name.

The IRS has now indicated that, having lost several key court battles, it is no longer likely
to challenge affinity credit card arrangements.13 The IRS should now focus its efforts on
evaluating precisely what types of services would cause a mailing list or affinity credit card
arrangement to be partially taxable, how a payment might be allocated between taxable services
and a passive license, and when too many services will cause an entire payment to be taxable
UBIT.
6.

Corporate sponsorship

a.
History. Sponsorship in some form or another had long been a part of
charitable activity. A wealthy corporation would donate money to a university, which in turn,
would name a building after it. The law is well settled that this type of arrangement presents no
significant legal issues. In the late 1980’s, however, corporations and charities become more
aggressive about sponsorship arrangements.
In 1991, the Service issued a technical advice memorandum (“TAM”), TAM 9147007,
which is commonly referred to as the “Cotton Bowl ruling.” The Service determined that Mobil
Oil Company’s payment of more than one million dollars to the exempt organization that
13

See comments in 28 Exempt Organization Tax Review, pp. 18-19 (April 2000).
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produced the Cotton Bowl constituted UBIT. The IRS reached a similar conclusion several
months later in TAM 9231001 with respect to another football bowl game. The IRS determined
that the sponsor’s “contribution” was a payment in return for goods and services provided by the
exempt organization as part of a trade or business, and therefore UBIT.
Practitioners and the exempt organization community objected strongly to the rulings.
The IRS issued proposed audit guidelines which seemed to fortify the Service’s position in the
TAMs.14 Perhaps concerned in part that public opinion would cause Congress to pass legislation
in opposition to the Service’s position, the IRS issued a set of favorable Proposed Regulations
under Section 513 in early 1993 to draw a distinction between advertising and mere donor
acknowledgments.15 These regulations permit the type of activity that was found to be taxable in
the earlier TAMs.
b.
The Code. In 1997 Congress added Section 513(i) to the Code to define
nontaxable “qualified sponsorship payments.” This Code section largely incorporated the
thinking of the 1993 Proposed Regulations.
Under Section 513(i), an exempt organization’s solicitation and receipt of qualified
sponsorship payments” (QSPs) is not an unrelated trade or business. A QSP is any payment
made by a person engaged in a trade or business where there is no arrangement or expectation
that the person will receive any substantial return benefit for the payment. The recipient
organization’s use or acknowledgment of the payor’s name, logo, or product lines is not a
substantial return benefit.
Distinguished from an acknowledgment is advertising, which includes identifying the
“sponsor’s” products or services, such as through messages that contain qualitative or
comparative language, price information, or other indications of savings or value, an
endorsement, or an inducement to purchase, sell, or use the products or services.
In addition, any payment that is contingent on factors indicating the degree of public
exposure to an event or events, such as the level of attendance at an event, or broadcast ratings, is
not a QSP under Section 513(i)(2)(B)(i).
Section 513(i)(2)(B)(ii)(I) excludes from the definition of a QSP any payment that
entitles the payor to acknowledgment of the payor’s trade or business in “regularly scheduled
and printed material” published by the recipient, other than material that is related to and
distributed in connection with a specific event (such as a program). Therefore, the Service
continues to apply the rule of the American College of Physicians case and related rulings to
periodical income.

14

Ann. 92-15, 1992-5 IRB 51.

15

EE-74-92, Jan. 22, 1993.
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Finally, payments received in connection with a qualified convention or trade show
activity do not constitute QSPs under Section 513(i)(2)(B)(ii)(II). Such activities are otherwise
excluded from the definition of an unrelated trade or business and are subject to special rules.
c.
Regulations. On April 25, 2002, Treasury released a set of final corporate
sponsorship regulations. A detailed discussion of these regulations is beyond the scope of this
paper, but they do help clarify some of the nuances left open by Section 513(i).
B.

Internet Issues

For several years now, the IRS and tax practitioners have been struggling with how to
treat income-generating activities that involve the Internet. As an example, in an Announcement
in the fall of 2000 (Announcement 2000-84; 2000-42 IRB 385), the IRS sought advice on several
topics, including (a) whether or not the IRS should issue guidance, (b) four general questions that
affect more than one legal issue, (c) seven questions on lobbying and political activity, (d) three
UBIT specific questions, and (e) three question dealing with substantiation and donor disclosure.
The IRS workplan indicates its intent to issue more formal guidance on Internet issues in
the near future, but in the meantime, we continue to look for help in thinking about Internet
issues. Consider some of the questions posed by the IRS in its 2000 Announcement:
1.

To what extent are business activities conducted on the Internet regularly
carried on under section 512? What facts and circumstances are relevant
in determining whether these activities on the Internet are regularly carried
on?


One of the fundamental requirements for UBIT is that the
activity is regularly carried on.16 The analysis of whether a
particular activity is regularly carried on depends, of
course, on all of the facts and circumstances, and some of
the guidelines are set forth on pages 2-3 of this paper.

A website presents an exempt organization with the unique opportunity to “regularly
carry on” an activity without exerting a great deal of additional effort, after the initial
development of the site. Once something is posted on a website, it remains there until removed.
On this question, we see no reason why the IRS should apply different rules in the context of the
Internet. The basic rule from the Regulations, that we compare the frequency and continuity of
the activity with comparable activities being carried on by commercial entities, should be the
standard.
The Service should take the position that the mere presence of a potentially unrelated
business activity on a website for an extended period of time does not amount to regularly
carrying on the activity. Rather, the Service should look to the effort expended by the exempt
organization in maintaining the site, as compared to comparable efforts put into live activities or
16

Reg. 1.513-1(c).
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commercial websites. In practice, most income-generating activities that continue for a period of
time on a website will require regular updating and maintenance and will be regularly carried on.
There are probably not many real-life examples in which an exempt organization puts an
income-generating activity on a website and then doesn’t have to work to maintain it on a regular
basis.
For example, a charity might operate a virtual storefront, on which it sells items to the
public, much like a gift shop that a museum would operate. If the storefront remains on-line on
an ongoing basis, it will almost always be regularly carried on. The UBIT question in these
situations will likely turn instead on a different test – whether the items sold are substantially
related to the exempt organization’s exempt purpose. The IRS should apply the same analysis
that it currently applies in the context of museum and other gift shops, including application of
the fragmentation rule, to determine whether particular items sold in a virtual storefront generate
UBIT.17
As another example, charities traditionally hold annual auctions to raise funds. Some of
these charities are now conducting those auctions on-line and on a continual basis. An on-line
auction should be considered regularly carried on if, when comparing the frequency and
continuity of the activity, it is comparable to activities being carried on by commercial entities.
(Reg. 1.513-1(c)(1).) If a charity really holds an auction for a limited number of days, it might
not be regularly carried on. If a charity operates an ongoing auction, year-round or for some
extended period of time each year, it probably would be regularly carried on.
Because the same rules that apply in the non-Internet context could apply to websites, the
IRS does not necessarily need to offer specific guidance in this area.
2.

Are there any circumstances under which the payment of a percentage of
sales from customers referred by the exempt organization to another
website would be substantially related under section 513?

In order for income to be taxable, the income must be from an activity that is trade or
business, that is regularly carried on (discussed above), and that is not substantially related to the
organization’s exempt purpose.18 Even if all three tests are satisfied, exceptions and
modifications under Section 512 and 513, such as the royalty exception or the corporate
sponsorship safe harbor, can apply to except the income from UBIT.
The Announcement poses a single narrow question. The answer to the narrow question is
“yes.” If an exempt organization refers customers to another website and receives a payment
from the owner of the other website based on a percentage of sales from the referred customer,
the payment should be substantially related if the product purchased by the customer is
substantially related to the referring organization’s exempt purpose. If environmental charity X
17

See TAM 9550003 and TAM 9720002 discussing the unrelated business taxable income characterization of items
sold at a museum gift shop; see also a discussion of this matter in the 1997 and 1999 CPE texts.

18

Reg. 1.513-1.

{00074921.DOC; 9}

- 11 -

sends its users to Amazon.com to buy a book on clear-cutting practices, and receives a
percentage of the sales price, the income should be substantially related to X’s exempt purposes,
even though the income to X is based on a percentage of gross sales.
Many exempt organization websites feature books related to their mission and inform the
user that the books may either be purchased in the organization’s bookstore (if it has one) or online through an e-retailer such as Amazon.com. If an exempt organization could sell a book
directly, in its own bookstore, it should be able to sell the same book through an Amazon.com,
because if the book is substantially related, it is always substantially related.
3.

Are there any circumstances under which an online “virtual trade show”
qualifies as an activity of a kind “traditionally conducted” at trade shows
under section 513(d)?

Section 513(d) of the Code exempts certain trade shows from UBIT. Some Section
501(c)(6) trade associations and other exempt organizations are attempting to replicate the trade
show in the virtual format. These organizations typically receive income from virtual exhibitors
as well as from other corporate sponsors of the event.
IRC 513(d) and Reg. 1.513-3(b) provide that certain traditional convention and trade
show activities carried on by a qualifying organization in connection with a qualified convention
or trade show will not be treated as UBIT.
A qualifying organization is one described in Section 501(c)(3), (4), (5), or (6), which
regularly conducts, as one of its substantial exempt purposes, a qualified convention or trade
show activity. A qualified convention or trade show activity is any activity of a kind
traditionally carried on by a qualifying organization in conjunction with an international,
national, state, regional, or local convention or annual meeting or show if:
(a)

One of the purposes of the organization in sponsoring the activity is
promoting and stimulating interest in, and demand for, the products
and services of that industry, or educating the persons in attendance
regarding new products and services or new rules and regulations
affecting the industry, and

(b)

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

If these requirements are satisfied, rental income from exhibitors at a trade show is not
UBIT. Qualified convention and trade shows are specifically excepted from the Section 513(i)
corporate sponsorship safe harbor because this separate set of rules applies. Presumably, an
“unqualified” trade show could still have elements, such as pure sponsorships, that satisfy the
corporate sponsorship safe harbor.
Any virtual trade show that satisfies the above criterion should qualify for the UBIT
exemption under Section 513. The current law, however, simply does not contemplate a virtual
trade show, and the rules are very much drafted with a view towards the traditional live trade
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show that is conducted annually or periodically. The Code even refers to an “activity of a kind
traditionally carried on . . . .”
Ideally, Congress would amend Section 513(d) to conform with the current reality of online trade shows. Tradition is changing, and income received during these types of shows should
be exempt. Working within the current legal framework, however, it would be helpful for the
IRS to acknowledge that a virtual trade show that meets the two tests described above would
qualify as a trade show exempt from UBIT.
Some of the other interesting issues that come up from time to time are the following:
Links and moving banners. The most significant ongoing question seems to be when
does a link that is included within an on-line acknowledgment that otherwise appears to be
corporate sponsorship, take the acknowledgment out of the corporate sponsorship safe harbor
because it constitute a substantial return benefit or more than an acknowledgment. Links may be
located in the logo of the corporate sponsor, in a banner atop the webpage, or in the text itself.
The presence of a link to a corporate sponsor on a nonprofit’s website has been
analogized to listing a telephone number,19 which is permitted under the corporate sponsorship
rules. One private letter ruling has also indicated that a link may convert a sponsor’s message
into an advertisement.20 However, the IRS in its Year 2000 CPE Text also stated that a link
which is related to the exempt organization’s purposes or activities may not be advertising, and
one IRS official has indicated that unless a link generates income, it would probably not be
deemed to constitute advertising.21 Finally, yet another IRS official has since stated a refined
perspective, indicating that the agency may differentiate between a link which takes the user
directly to the main page of the sponsor and a link that takes the user to the sponsor’s ecommerce page which services transactions.22
The Regulations provide two helpful examples. The first example describes a symphony
orchestra that acknowledges a sponsor on its website.23 The sponsor’s Internet address appears
on the symphony’s website in the form of a hyperlink to the sponsor’s website. The symphony’s
website does not promote the sponsor or advertise its merchandise. The regulation states that the
sponsor’s entire payment is a QSP. This means that the hyperlink must not constitute a
substantial return benefit. The example does not specify whether there is advertising content at
the sponsor’s linked site which, if attributed to the symphony, would constitute a substantial
19

See “D.C. Bar Internet Discussion Featured IRS’s Bob Harper,” 5 EO Tax J. 36 (December 1999/
January 2000) (“EO Tax J.”).

20

Ltr. Rul. 9723046.

21

Exec. Assistant Jay Roots, 4 EO Tax J. 26 (July/August 1999).

22

EO Tax J, supra n. 6, at 31. Mr. Harper also cleared up a long-standing question regarding an earlier IRS
statement that “moving” banners would likely be considered advertising, noting that “Most moving banners are hot
links.”
23

See Treas. Reg. § 1.513-4(f), Example 11.
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return benefit. Presumably most sponsor sites would include such content, and the mere fact of a
link from the EO’s website will not result in attribution of the content at the linked site to the EO
for purposes of the QSP analysis.
The second example involves a health-based charity that receives funding from a
pharmaceutical company to produce educational materials.24 The sponsor’s Internet address
again appears on the charity’s website in the form of a hyperlink to the sponsor’s website. This
time, however, a statement appears on the sponsor’s website that the charity endorses the use of
the sponsor’s drug for a particular condition. The charity reviewed the endorsement and gave
permission for it to appear. The regulation states that the endorsement is advertising and
constitutes a substantial return benefit.
Many practitioners, including the author, believe that a link embedded in what otherwise
constitutes a valid acknowledgment of a corporate sponsor should not alter the character of the
sponsorship. A printed sponsorship acknowledgment may legitimately contain a phone number
of the sponsor, which requires the reader to dial the telephone and contact the sponsor. A link,
although easier to access, is conceptually just like a phone number. The user must take the
affirmative step of contacting the sponsor.
The IRS has indicated, at least informally, that it may not ultimately agree with this
conclusion, because it is easier for a user to click on a link than to pick up the phone and dial.
The IRS will likely focus instead, therefore, on the nature of the link. If the link, for example,
takes the user to the corporation’s home page, then the link will not change the nature of the
sponsorship. If the link takes the user directly to a page on the sponsor’s website that affords the
user the ability to purchase a product, the IRS feels the link is more akin to advertising.25
In addition, the IRS had at one time informally indicated that moving banners might, per
se, be advertising. The IRS informal position now seems to be that we look to the content of the
banner to see if it satisfies the corporate sponsorship safe harbor. If it does, the fact that it moves
is irrelevant. Links in moving banners would be considered in the same way as links in other
sponsorship statements, as discussed above.
The preferred approach would be for the IRS to treat links just like the listing of a phone
number in a corporate sponsorship. The presence or absence of a link should not affect the
determination of whether the content of the statements on the exempt organization’s website
constitute advertising, rather than sponsorship.
Virtual storefronts. As indicated by the 2000 CPE Text, the approach of the IRS to
traditional sales activity of nonprofits, such as museum gift shops, will also apply to the sale of
merchandise from a website address which presents itself as an Internet store, or “virtual
storefront.” Generally, the IRS will look to the primary purpose of such sales, reviewing the
24

See Treas. Reg. § 1.513-4(f), Example 12.

25

See “Update on Internet Tax Issue for Exempt Organizations,” Robert Harper and Cherly Chasin. October 20,
2000, as part of a conference titled “Advising Nonprofit Organizations in Colorado,” sponsored by the Colorado and
Denver Bar Associations.
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nature, scope, and motivation for the sales activities in question. Under the fragmentation rule of
Section 513(c), each item of merchandise would be evaluated separately as to whether its sale
merely generates revenue or furthers the organization’s exempt purposes.26
On-line auction activities. Typically, charities that conduct annual fundraising auctions
do not pay UBIT on the amounts that donors pay for items. This is in part because the auctions
are not “regularly carried on,” one of the requirements for UBIT, and also because in many
cases, the goods that are being auctioned are all donated, one of the exceptions to UBIT.
Charities which conduct their own online auctions may avoid the imposition of UBIT if
they are able to follow the usual charity auction fact patterns wherein the auction activities are
not regularly carried on or the merchandise is donated, or both, as is commonly the case.
However, in the Internet context, auctions are more likely to involve purchased goods, in
addition to donated goods, and on-line auctions are more likely to be carried on regularly, or
even continuously, rather than just once a year at the annual fundraiser. If charities want to
avoid UBIT from on-line auctions, they need to take special care to structure the auctions
correctly.

II.

WHEN DOES TOO MUCH NON-EXEMPT ACTIVITY JEOPARDIZE TAXEXEMPT STATUS?

We know that organizations must have a core activity that is exempt in nature. If an
organization operates a legitimate exempt activity, then it may also operate even a substantial
unrelated trade or business without losing its exempt status as long as its primary purpose and
activity is exempt. (Reg. 1.501(c)(3)-1(e).)
If an organization operates a core exempt activity, how do we know how much unrelated
activity it may engage in?
Organizations are sometimes concerned that if they generate too
much money from an unrelated business activity, they will lose their exemption under Section
501(c)(3). Organizations sometimes report that they heard from their CPA that if their unrelated
business income exceeds a certain percentage, such as 25% or 33%, they will automatically lose
their exemption. The good news is that there is no automatic percentage rule.
Revenue Ruling 64-182, 1964-1 (part 2) C.B. 186, sets forth the “commensurate in
scope” test, which is still followed today.
This ruling stands for the principle that an
organization may receive a significant amount of unrelated business income (whether taxable or
nontaxable under an exception) as long as it carries out charitable programs that are
commensurate in scope with its financial resources. In that ruling, the organization presumably
received 100% of its income from the rental of real estate, but it engaged in grant-making
activities that were commensurate in scope with its financial resources.
Other rulings expand on this concept to suggest that we do not look entirely at the
percentage of income from an unrelated activity, but rather the full scope of operations of the
26

2000 CPE Text, supra n. 12, at 138.
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Charity. How much time is the Charity spending on its exempt activities in relation to the time it
is spending on generating income from investments and non-exempt activities. 27
A leading Treatise on the Taxation of Exempt Organizations articulates the test very well:
. . . . If the tax-exempt organization carries on one or more activities that
further exempt purposes, such as operating a museum, hospital, school . . . and
also conducts a clearly commercial activity, such as operating a restaurant, a
determination must be made as to whether the effort expended to carry out
exempt purposes is commensurate in scope with the organization’s financial
resources. This requires an evaluation of the time and effort undertaken by
the organization in the conduct of the exempt activity or program, the impact
of the exempt activity or programs, how the organization holds itself out to the
public, and the use of net after-tax UBI. [footnotes omitted].28
As a practical matter, if it is a close call as to whether an unrelated activity is beginning
to overshadow the exempt purposes and activities of the organization, we would recommend
dropping the business activity into another organization, usually a for-profit corporation.
Creating a for-profit subsidiary is beyond the scope of this outline, but we would be happy to
discuss this option.

27

See PLR 200021056 (this ruling reached the correct result through some unusual reasoning); see also
TAM 9711003 (charity retained exemption where 95 percent of its income was UBIT); see also PLR 8038004.

28

Taxation of Exempt Organizations, Hill and Mancino, Warren, Gorham & Lamont of RIA, pages 21-17 through
21-18, updated regularly.
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