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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Topics
 Introduction
 Brief Discussion of Unrelated Business Income Tax (UBIT)
 Tax Cuts and Jobs Act of 2017 enacted Code section 512(a)(6)
which brought about changes to the calculation of UBIT
 Notice 2018-67
 Proposed Regulations
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Introduction
 Public Law 115-97 enacted on December 22, 2017
added new Code section 512(a)(6)
 Pursuant to § 501(a), organizations that are described
in sections 401(a) and 501(c) are generally exempt
from federal income taxation

Schenck, Price, Smith & King, LLP
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Introduction
 Prior to § 512(a)(6) organizations were allowed to
aggregate their gains and losses from all unrelated
trades and business activities.
 §512(a)(6) generally requires those organizations
subject to UBIT that have more than one unrelated
trade or business to calculate the unrelated business
taxable income separately for each unrelated trade or
business. This is referred to as “siloing.”

Schenck, Price, Smith & King, LLP
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Background
 What is UBTI?
 In general, unrelated Business Taxable Income (“UBTI”) is
gross income from the conduct of a trade or business by a taxexempt entity which is regularly carried on and which is not
substantially related to the tax-exempt organization’s
charitable purposes.
 Less deductions and subject to modifications.

Schenck, Price, Smith & King, LLP
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UBIT- In general
 What is a trade or business?
 This includes an activity that is carried on for the production
of income from the sale of goods or services.
 “Trade or business” has the same general meaning as in
Internal Revenue Code Section 162.

Schenck, Price, Smith & King, LLP
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UBIT- In general
 When is an activity “regularly carried on”?
 Look at the (i) frequency (ii) continuity of the activities and
the manner in which they are pursued.
 Are the activities similar to comparable commercial activities
of a nonexempt organization?
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UBIT- In general
 When is an activity “substantially related”?
 Is there a casual relationship to the achievement of the
exempt purpose? And is it substantially related?

Schenck, Price, Smith & King, LLP
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UBIT- In general
 For the trade or business to be substantially related to the
exempt purposes of the organization, the goods or services
from which the income is derived must contribute importantly
to further those purposes.
 Must review the facts and circumstances.

Schenck, Price, Smith & King, LLP
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UBIT- Exceptions
 The UBT modifications exclude certain passive income, such
as dividends, interest, royalties, and rents.
 However, only certain types of rent qualify.
 In addition, there are exceptions to this modification rule if
the above are received from a “controlled entity” or if the
income is derived from debt-financed property.

Schenck, Price, Smith & King, LLP
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UBIT- Social Clubs, VEBAs, SUBs
 Special rule in § 512(a)(3) that applies to social clubs
described in § 501(c)(7); voluntary employees’ beneficiary
associations (VEBAs) described in § 501(c)(9); and
supplemental unemployment compensation benefits trusts
(SUBs) described in § 501(c)(17).

Schenck, Price, Smith & King, LLP
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Unrelated Business Taxable Income- Compute
Separately
 New IRC § 512(a)(6) generally provides that in the case of
an organization that has more than one unrelated trade
or business, that UBTI shall be computed separately for
each unrelated trade or business.
 Prior to § 512(a)(6), UBTI was the aggregate gross income
and the aggregate deductions from all unrelated trades
or businesses
 IRC § 512(a)(6) applies to taxable years beginning after
December 31, 2017 (but different treatment for NOLs)

Schenck, Price, Smith & King, LLP
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Code Section 512(a)(6)
 In the case of any organization with more than 1 unrelated trade
or business—
(A)unrelated business taxable income, including for purposes of
determining any net operating loss deduction, shall be computed
separately with respect to each such trade or business and without
regard to subsection (b)(12),
(B)the unrelated business taxable income of such organization shall
be the sum of the unrelated business taxable income so computed
with respect to each such trade or business, less a specific
deduction under subsection (b)(12), and
(C)for purposes of subparagraph (B), unrelated business taxable
income with respect to any such trade or business shall not be less
than zero.

Schenck, Price, Smith & King, LLP
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Notice 2018-67
 Notice 2018-67 was issued on August 21, 2018
 Notice provided certain interim guidance and solicited comments
regarding § 512(a)(6).
 (i) Identification of more than one unrelated trade or business.
“Pending issuance of proposed regulations, and pursuant to
additional interim guidance provided in section 6 of this notice,
exempt organizations may rely on a reasonable, good-faith
interpretation of §§ 511 through 514, considering all the facts and
circumstances, when determining whether an exempt organization
has more than one unrelated trade or business for purposes of §
512(a)(6). A reasonable, good-faith interpretation includes using
the North American Industry Classification System 6-digit codes.” For example, using the NAICS code for advertising (541800) all
advertising activities would be considered one unrelated trade or
business.
Schenck, Price, Smith & King, LLP
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Notice 2018-67
 Fragmentation rule may be helpful. IRC 513(c) and
1.513-1(b).
 Investment activities- With respect to partnershipsthere was concern that it would be difficult to obtain
information from lower-tiered partnerships in a
multi-tier partnership structure.
 Organizations with partnership investments were
expected to use a “reasonable, good-faith
interpretation of §§ 511 and 514, considering all the
facts and circumstances.”
Schenck, Price, Smith & King, LLP
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Notice 2018-67
 Notice 2018-67 included a de minimis and control test (did not
apply to § 501(c)(7) organizations. “Pending publication of
proposed regulations, an exempt organization may aggregate its
UBTI from its interest in a single partnership with multiple trades or
businesses, including trades or businesses conducted by lower-tier
partnerships, as long as the directly-held interest in the partnership
meets the requirements of either the de minimis test . . or the
control test.”
 De minimis test- the exempt organization could hold directly no
more than 2 percent of the profits interest and no more than 2
percent of the capital interest.
 Control test- this test was met if the exempt organization (i) directly
holds no more than 20 percent of the capital interest; and (ii) does
not have control or influence over the partnership.

Schenck, Price, Smith & King, LLP
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Notice 2018-67
 There was a special transition rule for a partnership interest acquired prior
to August 21, 2018. “An exempt organization may treat each such
partnership interest as comprising a single trade or business for purposes
of § 512(a)(6) whether or not there is more than one trade or business
directly or indirectly conducted by the partnership or lower-tier
partnerships.”
 Special rule relating to debt-financed income.
 Changes to NOLs (prior to the Tax Cuts an NOL could generally be carried
back two years and carried forward twenty years § 172). For taxable years
beginning after December 31, 2017, § 512(a)(6)(A) requires NOLs to be
computed separately for each trade or business. However, an NOL
deduction could be taken against total UBTI for pre-2018 NOLs.
 For tax years beginning after December 1, 2017, exempt organizations
could rely on Notice 2018-67 until proposed regulations were published.
Schenck, Price, Smith & King, LLP
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Proposed Regulations
 Comments were requested prior to June 23, 2020. The IRS
received 24 comments in response to Notice 2018-67.
 Determining if separate trade or business- The proposed
regulations go back to using the NAICS codes. NAICS is an
industry classification system relating to publishing statistical
data relating to the US business economy. NAICS divides the
economy into 20 sectors.

Schenck, Price, Smith & King, LLP
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Proposed Regulations
 The NAICS code is six digits:
- The first two digits represent the general economic activity
category ( 53 represents real estate and rental and leasing)
(62 represents health care and social assistance)
- The third digit represents the subsector
- The fourth digit designates the industry group
- The fifth designates the NAICS industry
- The sixth digit designates the national industry and country
differences

Schenck, Price, Smith & King, LLP
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Proposed Regulations
 After receiving comments, the IRS in proposed regulations,
provides for using the first two digits (rather than the six
digits) to identity a separate unrelated trade or business.
 There were comments received that NAICS codes should not
be used because they were not created for UBIT purposes.
 Codes are reported only once- preamble addresses a hospital
with multiple pharmacies.

Schenck, Price, Smith & King, LLP
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Proposed Regulations
 Cannot change the NAICS code unless there was an error.
 Deductions must be allocated on a reasonable basis between
separate unrelated trades or businesses.

Schenck, Price, Smith & King, LLP
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Proposed Regulations
 Some questions/potential issues with using 2 digits of the
NAICS codes

Schenck, Price, Smith & King, LLP
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Proposed Regulations
 Miscellaneous issues

Schenck, Price, Smith & King, LLP
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Farah N. Ansari, Esq. is a partner with Schenck Price, where she is Co-Chair of the Nonprofit Practice Group
and a member of the Tax Planning Practice Group. Farah possesses significant experience counseling taxexempt organizations including charities, foundations, educational organizations, arts organizations, hospitals
and other nonprofit organizations in both New York and New Jersey. Farah’s practice includes counseling on
issues relating to the formation of public charities and private foundations, including those with foreign
operations. Farah also assists organizations with their transactions and tax compliance.
Farah routinely provides guidance on the following nonprofit-related topics: supporting organization issues;
the unrelated business income tax; private foundation excise taxes, including self-dealing; issues relating to
private operating foundations; nonprofit governance; the Uniform Prudent Management of Institutional
Funds Act; and fundraising.

Farah is a past Chair of the Taxation Section of the New Jersey State Bar Association and is currently Co-Chair
of the Tax-Exempt Organizations Committee of the Taxation Section of the New Jersey State Bar
Association. She is currently serving on the New Jersey Supreme Court Committee on the Tax Court. She is a
member of the Legal, Wealth & Tax Advisory Committee of the Community Foundation of New Jersey. Farah
is also a member of the Government Relations Council of Nonprofit New York and the New York City Bar,
Non-Profit Organizations Committee. Farah is a Board Member of the Volunteer Center of Bergen County and
the New York Phi Beta Kappa Association. Farah lectures frequently on tax and nonprofit-related topics.
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Identifying Separate and Unrelated Lines of Business
using NAICS Codes
Simplified of NAICS Classification
 Under the proposed regulations, a taxpayer can use the two-digit NAICS codes rather than the six-digit
codes to silo UBTI. The two-digit NAICS codes are meant to indicate a broad sector of economic
activity, such as retail trade, real estate and rental and leasing, health care and social assistance, and
accommodation and food services.
 The change from six-digit codes to two-digit codes reduces administrative complexity and costs
associated with tracking various activities. Treasury noted that using the NAICS six-digit codes would
result in significant administrative burden because a tax-exempt organization would have to determine
which of more than 1,000 NAICS six-digit codes most accurately describes its trades or businesses. In
contrast, by using the NAICS two-digit codes, a tax-exempt organization would have to determine
which of only 20 codes most accurately describes its trades or businesses.
 Additionally, through the reduction of possible UBTI silos (from 1,000 to 20), the proposed regulations
allow a tax-exempt organization to use deductions from one trade or business against the income from
another trade or business, assuming that both businesses are in the same two-digit activity code.
However, Treasury did note that an organization cannot use losses from an activity that consistently
generates losses to offset income from a profitable trade or business unless the organization can show
that the loss-producing activity is conducted with the requisite profit motive.
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Net Operating Losses
 In accordance with section 512(a)(6) enacted on December 22, 2017, exempt organizations
with more than one unrelated trade or business is required to silo NOLs arising in taxable
years after December 31, 2017.
Each trade or business calculates it NOL separately
CARES Act NOLs arise in taxable years beginning after December 31, 2017 and
therefore are required to be siloed
 On March 27, 2020, Congress amended section 172 in section 2303 of the Coronavirus Aid,
Relief, and Economic Security Public Act, Public Law 116-136 (Cares Act).
The CARES Act provides that any net operating loss arising in a taxable year beginning
after December 31, 2017, and before January 1, 2021 (CARES Act NOLs), may be
carried back to the five taxable years preceding the taxable year of such loss, which
includes taxable years prior to the enactment of section 512(a)(6)
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Net Operating Losses (cont.)

 Exempt organizations subject to IRS Section 512(a)(6) and have CARES Act NOLs can
deduct the CARES Act NOLs against the aggregate UBTI in a taxable year beginning before
January 1, 2018, when carrying the NOL back to such taxable year because Section
512(a)(6) does not apply to such taxable year.
 An exempt organization may carry back CARES Act NOLs attributable to an unrelated
trade or business, even if the exempt organization would not have had a CARES Act NOL if
the deduction in the relevant taxable year were calculated on an aggregate basis.
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Identifying Separate Types of Investment Activities
Investment Activities
 Under the Proposed Regulations, a tax-exempt organization’s investment activities are not subject to classification by NAICS
codes and are treated as a separate unrelated trade or business. (As noted below, a tax-exempt organization may elect to treat
the activities of certain partnerships as either investment activities or activities subject to classification under NAICS.) For this
purpose, the Proposed Regulations define investment activities as (i) qualifying partnership interests (QPIs), (ii) debt-financed
properties and (iii) qualifying S corporation interests.
 QPIs. The Proposed Regulations provide that a tax-exempt organization’s partnership interest is a QPI if either (a) the taxexempt organization holds no more than 2% of the capital and profits interest in the partnership (subject to a look-through rule
for tiered partnership structures) or (b) the tax-exempt organization holds no more than 20% of the capital interest in the
partnership directly and does not have any control over the partnership.
While control is always governed by facts and circumstances; the proposed regulations provide four additional
circumstances that indicate control:
o An organization by itself may require the partnership to perform, or prevent performing, any act that significantly affects
the operations.
o An organization has the power to appoint or remove officers, employees or a majority of directors.
o An organization’s officers, directors, trustees, or employees have rights to participate in management.
o An organization’s officers, directors, trustees or employees have rights to conduct the partnership’s business.
 QPIs. The Proposed Regulations permit, but do not require, a tax-exempt organization to aggregate the UBTI that it receives
from QPIs, although once that organization elects to aggregate, it must continue to do so. If a partnership interest held by a taxexempt organization does not qualify as a QPI, or if the tax-exempt organization does not elect to aggregate UBTI from a QPI,
then the tax-exempt organization must classify the activities of the partnership on the basis of the NAICS codes, as described
above.

38

Identifying Separate Types of Investment Activities
(cont.)
Investment Activities
 Debt-Financed Properties. If a tax-exempt organization finances the acquisition of property with debt, income from
that property is generally treated as UBTI. The Proposed Regulations treat the holding of debt-financed property as
an investment activity of a tax-exempt organization and, accordingly, UBTI from debt-financed property is aggregated
with UBTI from other investment activities.
 Qualifying S Corporation Interests. The Proposed Regulations generally treat income from an interest in each S
corporation held by a tax-exempt organization as a separate trade or business for the purposes of section 512(a)(6).
An exception is provided, however, for “qualifying S corporation interests,” which are interests in S corporations that
meet requirements similar to the requirements for a partnership interest to be a QPI (i.e., the tax-exempt
organization most hold no more than 2% of the S corporation stock, or hold no more than 20% of the S corporation
stock and not control the S corporation).
While control is always governed by facts and circumstances; the proposed regulations provide four additional
circumstances that indicate control:
o An organization by itself may require the partnership to perform, or prevent performing, any act that
significantly affects the operations.
o An organization has the power to appoint or remove officers, employees or a majority of directors.
o An organization’s officers, directors, trustees, or employees have rights to participate in management.
o An organization’s officers, directors, trustees or employees have rights to conduct the partnership’s business.
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UBTI Proposed Regulations on Social Clubs
Social Clubs
Social clubs are classified as Section 501(c)(7) which requires that “substantially
all of the activities” be “for pleasure, recreation, and other nonprofitable
purposes.”
Accordingly, a social club has specific limits on the amount of nonexempt
function income that can be earned without putting its tax-exempt status at risk.
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UBTI Proposed Regulations on Social Clubs (cont.)
Social Clubs
 As in Notice 2018-67, because of the definition of UBTI applicable to social clubs
described in Section 501(c)(7), social clubs will be required to separate each nonmember
activity as a separate unrelated trade or business.
o A great example of a social club with various types of nonmember activities is a golf
club. In connection with the proposed regulations, a golf club will be required to
separate income from green fees, meals, equipment rentals or purchases and facility
rentals by nonmembers into separate unrelated businesses.
o The proposed regulations do not allow losses from one of the golf club activities to
be offset against income from another such activity, even though the revenue may
come from the same nonmember during one visit to the club.
 The proposed regulations stipulate that activities pursued without a profit motive are still
unrelated business income that will require the separate computations.
o Nonrecurring events (e.g., charity golf tournament) must be treated as separate
activities.
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UBTI Proposed Regulations on Social Clubs (cont.)
Social Clubs
 As already noted, the proposed regulations require a separate computation of net
income for each non-exempt activity. Such computation will not impact the
determination of whether the social club meets the requirement that substantially all of
its activities are for exempt purposes.
 The evaluation of whether substantially all of the social club’s activities are for exempt
purposes is measured by examining each of the sources of gross receipts rather than net
income.
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UBTI Proposed Regulations on Subpart F Income and
GILTI
Subpart F income and GILTI
 Many tax-exempt organizations invest directly, or indirectly via limited partnerships or hedge funds, in controlled
foreign corporations (CFCs). When a tax-exempt organization owns a controlled foreign corporation, it may be
subject to the provisions of Subpart F. Subpart F provisions eliminate deferral of U.S. tax on some categories of
foreign income by taxing certain U.S. persons currently on their pro rata share of such income earned by the CFC.
 Subpart F operates by treating the shareholders as if they had received a distribution from the CFC. Similarly,
Section 951A requires a U.S. shareholder of any CFC for any taxable year to include in gross income the
shareholder’s global intangible low-taxed income (GILTI) for such taxable year in a manner similar to a Subpart F
inclusion.
 Consistent with Notice 2018-67, the proposed regulations re-affirm the IRS’s treatment of Subpart F income
earned by tax-exempt organizations. The proposed regulations clarify that Subpart F and GILTI income is treated
in the same manner as dividends for purposes of Section 512(b)(1). Dividends are generally excluded when
determining unrelated business taxable income. However, this exclusion does not apply to income derived from
debt-financed property.
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APPENDIX A
SAMPLE FORM 990-T
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APPENDIX A
SAMPLE FORM 990-T
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