Unrelated businesS Income and Tax-Exempt STatus Issues 

for non-Profit 501(c)(3) ORGANIZATIONS
The primary objective of the Unrelated Business Income Tax (UBIT) is to eliminate a source of unfair competition by placing the unrelated activities of certain exempt organizations on the same tax basis as the non-exempt business entities with which they compete [26 CFR 1.153-1(b)].

Unrelated Business Taxable Income – Definition

Gross income of an exempt organization that results from an activity that resembles a trade or business, if

· the trade or business activity is regularly carried on (meaning in a manner comparable to that of the non-exempt entity that the exempt organization would be in competition with); and 

· the conduct of such trade or business is not substantially related to the organization’s performance of its exempt functions [26 CFR 1.513-1(a)]

If research is carried out in tandem with instructional activities and the research is primarily instructional in nature, or plays a substantial role in the instructional component of the school’s mission, it is not subject to UBIT [26 CFR 1.513-1(d)(1) & (2)].

Exemptions:

Scientific research conducted by colleges and universities that serves the public interest, but plays no role in the instructional portion of the school’s mission, is exempt.  “Serves the public interest” means that research results (including patents, copyrights, processes, or formulae) are made available to the public on a nondiscriminatory basis.  The research should be fundamental or scientific in nature.  The term “research” does not include regular testing [26 CFR 1.501(c)(3)-1(d)(5)(i.)].

Research funded by the federal or state government (and their principalities) is exempt.

Research is exempt if it benefits the public and the public benefit can be demonstrated through:

· Documentation that the research aids in the scientific education of college or university students;

· Publication of results in a treatise, theses, trade publication or other form available to the general public;

· The objective of curing a disease; or 

· Activities that assist in the economic development of the region. 
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The IRS has established three components for defining scientific research:

· Project supervision and design are conducted by research professionals;

· Project design seeks to solve a problem through a search for demonstrable truth; and

· Project goal seeks to discover a demonstrable truth.

Scientific research does not include “activities of a type ordinarily carried on as an incident to commercial or industrial operations; for example, the ordinary testing or inspection of materials or product for designing or construction of equipment, buildings, etc” [26 CFR 1.501(c)(3)-1(d)(5) and Rev. Rul 54-73].

Examples from the NACUBO Guide to IRS Audits
: 

“Lab Services-Other Testing.  A university affiliate engaged in commercially sponsored pre-market testing to assure compliance with environmental laws was considered testing incident to commercial operations and not ‘scientific research’ in the public interest.  Income from testing was unrelated business income (see GCM 39196).

“Research-Commercially Sponsored.  Commercially sponsored research otherwise qualifying as scientific research under CFR 26 1.501(c)(3), all results of which were published in a timely fashion and made available to the public, did not generate unrelated business income (Rev. Rul. 76-296, 1976-2C.B. 141).

“Royalty Income.  Amounts received by an exempt organization (the legal and beneficial owner of patents assigned to it by inventors) under licenses for specific percentages of future royalties was royalty income and not unrelated business income (Rev. Rule 76-297, 1976-2 C.B. 1780).  Payments made to a research laboratory that were based on the commercial potential of a new type of technology developed by researchers were royalty payments and not unrelated business income.  A flat fee was paid in return for sharing new technology developed in the lab and would continue to be developed during the term of the agreement (PLR 8637004).

“Services to Unrelated Entities.  A tax-exempt entity proposed to provide administrative support services at or below cost to agencies of an unrelated entity.  All entities were involved in the health care field.  The IRS held that provision of administrative services for a fee was an unrelated business, except to the extent CFR 26 1.513(e) was satisfied (PLR 8920084).”

GCM 39196 states that “in general, commercially sponsored testing undertaken to satisfy government safety or premarketing requirements or to assure compliance with environmental laws is ‘ordinary testing’ incident to commercial or industrial operations rather than ‘scientific research in the public interest.’  Such testing may, therefore, constitutes an unrelated trade of business.”  

IRS examination will include the following according to NACUBO:

· Review relationships between university scientists and licensees as stockholders, officers, or consultants for impermissible private benefit, and review conflict of interest statements.

· Determine whether contracts result in exploitation of university facilities or equipment by private parties.

· Determine whether the methodology involves original conclusions or merely testing.

· Determine whether the research is conducted in the public interest and whether results were made available to the public.  Rev. Rule 76-296 holds that research is not in the public interest if the publication of its results are withheld or developed significantly beyond the time reasonably necessary to establish ownership rights.

A separate NACUBO publication, IRS College and University Examination Guidelines
, indicates that review should include:

· Sample closed research project.  Files should be reviewed about the bid, award, and carrying out of the project, and accounting files for a financial accounting of the project.  

· Both grants and contracts (fixed price and cost-reimbursable) should be examined, as they may have been treated differently.  

· Review the project’s “product” and determine where and how the results were published.

An IRS examination will also seek to determine whether activities cause private inurement or impermissible private benefit [GCM 39862] in accordance with CFR 26 501(c)(3), which states that “no part of [a charitable organization’s] net earnings inures to the benefit of any private individual.”  The inurement proscription does not prevent the payment of reasonable compensation for goods or services rendered.  It is aimed at preventing dividend-like distributions of charitable assets or expenditures to benefit a private interest solely on the basis of the individual’s relationship with the organization.  Conflict of interest guidelines and application of such guidelines should demonstrate that they adequately protect the interests of the institution and are adhered to by the scientist employees; such demonstration significantly reduces the likelihood of private benefit.

Impact on private activities in facilities financed with tax-exempt bonds:

26 CFR 1.149(b) that 501(c)(3) activities that are to be financed by tax-exempt bonds will fail to qualify for tax-exempt status if the issuer on the issue date reasonably expects the activity will meet the private use test and the private payment or the security test or the private loan financing identified in 26 CFR 1.141
.
· Private Business Use Test: More than 10% of the proceeds of an issue will be used in a trade or business of a non-governmental person (including the federal government).

· Private Payment or Security Test: More than 10% of the payment of principal or interest on the bond issue is either made or secured (directly or indirectly) by payments or property used or to be used for a private business use.

· Private Loan Financing Test: The amount of proceeds of the issue which is to be used (directly or indirectly) to make or finance loans to persons other than governmental units exceeds the lesser of 5% of such proceeds or $5M.
The IRS guidance further indicates bonds can lose their tax-exempt status if deliberate actions are taken after issuance causing the financed facility to fail the above tests.  Determination that a bond issuance no longer qualifies for tax-exempt status can be retroactive to the date of issuance and retroactive revocation of an organization’s 501(c)(3) status (IRS Technical Advice Memo’s TAM200006049; TAM200107020).
Sources:  Private Letter Rulings, Technical Advice Memoranda and Field Service Advice Memoranda involving Tax Exempt Bond Issues – Section 145 Qualified 501(c)(3) bonds.
� Kalick, Laura and Peter K. Scott; National Association of College and University Business Officers.  


� Atlantic Information Services, Inc.; National Association of College and University Business Officers; and Feldesman, Tucker, Leifer, Fidell & Bank. 1994.





PAGE  
1

