REQUIREMENTS FOR FEDERAL INCOME TAX
EXEMPTION UNDER CODE SECTION 501(c)(3)
by James A. Harris
Section 501(c)(3) of the Internal Revenue Code ("Code") exempts from federal income tax:

Corporations, and any community chest, fund or foundation, organized and operated exclusively for religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster national or international amateur sports competition (but only if no part of its activities involve the provision of athletic facilities or equipment), or for the preservation of cruelty to children or animals, no part of the net earnings of which inure to the benefit of any private shareholder or individual, no substantial part of the activities of which is carrying on propaganda or otherwise attempting to influence legislation (except as otherwise provided in subsection (h))), and which does not participate in, or intervene in (including the publishing or distributing of statements), any political campaign on behalf of (or in opposition to) any candidate for public office.

This sentence generally is broken down into a number of discrete tests an organization must satisfy to qualify for exemption under Code section 501(c)(3): 

    1. the organization must be both "organized" and "operated" exclusively

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "1#1" 1 for one or more specified exempt purposes (the "organizational" and "operational" tests);

    2. none of the organization's net earnings may inure, directly or indirectly, to the benefit of the organization's insiders (officers, directors, trustees, etc.) (the "inurement" test);

    3. the organization may not engage in lobbying with respect to legislation as more than an incidental part of its activities (the "lobbying restriction");

     4. the organization may not in any way participate in any campaign for public office (the "electioneering prohibition");

     5. the organization's activities must principally benefit either the public at large or a sufficiently large and distinct class of persons to be broadly characterized as charitable, and it may not benefit private persons not constituting a charitable class (whether or not insiders) more than incidentally (the "public benefit" test); and

     6. the organization may not engage in activities that violate law or fundamental public policy (the "public policy" test).

Intertwined with these specific rules is an undercurrent of concern with whether an organization seeking exemption is really a "commercial" enterprise. First, an otherwise exempt organization nevertheless will be taxed on its net income derived from a trade or business not substantially related to its exempt purposes. Furthermore, an organization carrying out its functions in a "commercial" manner carries a heightened risk of private inurement of its earnings through improper benefits to its insiders. Finally, some courts have denied exemption to organizations found to be operated for a substantial nonexempt commercial purpose.

These requirements are discussed in greater detail below.

I.  Organizational and Operational Tests 
Code section 501(c)(3) specifies the following purposes for which exemption is granted:

* religious
* charitable  
* scientific  
* literary 
* educational
* testing for public safety
* fostering national or international amateur sports competition other than through the provision of athletic facilities or equipment)
* the prevention of cruelty to children or animals.

An organization must be both "organized" and "operated" exclusively for one or more of these purposes to qualify for exemption.

A.  Organizational Test 
An organization must be "organized * * * exclusively" for one or more of the designated exempt purposes. Although usually simply a question of the adequacy and specificity of the organization's governing documents,2 the organizational test also contemplates inquiry, in appropriate cases, into the possible existence of an unstated nonexempt purpose.3 

B.  Operational Test 
An organization also must be "operated * * * exclusively" for one or more of the designated exempt purposes. The "operational" test requires both that an organization engage "primarily" in activities that accomplish its exempt purpose and that not more than an "insubstantial part of its activities" furthers a nonexempt purpose./ The operational test thus seeks to determine whether the organization's activities seem reasonably calculated to (and do indeed) carry out the exempt "purposes" identified through the "organizational" test, or whether those activities evince some other, unstated, and perhaps nonexempt purpose.
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Under the operational test, an organization's activities are examined to disclose its true purposes: If the activities and stated purposes conform, then the operational test is met.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "5#5" 5 In some cases, the purpose motivating an organization's activities will be evident from the activities themselves.6  In many cases, however, an organization's activities could be engaged in either for exempt or nonexempt purposes, so the actual purpose must be identified by examining the manner in which those activities are conducted.
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C.  The Meaning of "Exclusively"

The requirement that an organization be organized and operated "exclusively" for specified exempt purposes is not applied literally. Rather, "exclusively" has been interpreted to mean "primarily" or "substantially."8 On the other hand, the "presence of a single * * * [nonexempt] purpose, if substantial in nature, will destroy the exemption regardless of the number or importance of truly * * * [exempt] purposes."9
Substantiality is not defined in the Code or Regulations but is evaluated on the facts and circumstances of each case. One decision suggests that a function representing less than 10 percent of total efforts would not be substantial

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "10#10" 10 while another decision ruled that an organization receiving about one-third of its support from the conduct of a nonexempt unrelated business had "exceeded the benchmark of insubstantiality."
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D.  Unrelated Business Income Tax 
An organization is not automatically precluded from qualifying for exemption under Code section 501(c) by reason of engaging in business activities unconnected with its exempt purposes. An exempt organization may conduct such unrelated business activities, so long as they do not become substantial enough for the organization to fail the exclusivity requirement.12 To prevent unfair competition with taxable, for-profit entities, however, organizations exempt under section 501(c) (other than instrumentalities of the United States described in section 501(c)(1)) are required to pay tax -- the unrelated business income tax ("UBIT") -- on the net income from their conduct of a trade or business that is not substantially related to their exempt purpose or purposes. Code §§511-515. These rules are discussed in greater detail in Part VI below.

II.  Inurement Test 
A. In General
To qualify for exemption under Code section 501(c)(3), no part of an organization's net earnings may "inure to the benefit of any private shareholder or individual." For purposes of this prohibition against inurement, the words "private shareholder or individual" refer to "persons having a personal and private interest in the activities of the organization."

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "13#13" 13 Among the "insiders" who typically fit this description are the organization’s creator (as well as his or her family members), the trustees, directors, officers, employees, members, and contributors. In a recent case potentially having great significance for the exempt community, an organization’s five-year contract with an outside professional fundraising firm was also found to result in prohibited inurement, leading to retroactive loss of exemption. United Cancer Council, Inc. v. Commissioner, 109 T.C. No. 17 (12/2/97). The Tax Court held that the fundraising firm was an "insider" within the meaning of the inurement rule, because the extended contractual relationship, begun at a time when the organization was nearly insolvent, gave it such extensive control over the organization.

Inurement requires a distribution of the organization's net earnings analogous to a dividend distribution to a private shareholder or a distribution of profits to a private partner or proprietor. Inurement of earnings may, of course, occur in ways other than an outright distribution of net earnings. Inurement has been found where insiders have received unreasonable compensation for services,

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "14#14" 14 or no interest or low-interest loans to insiders15 or where the organization has made purchases from an insider at more than fair market value,16 or where the organization rented facilities from an insider at rents above fair market value.17
An important exception to the rule against inurement necessarily exists to permit an organization to provide compensation to insiders as well as third parties for rendering goods and services needed to accomplish its exempt purposes. World Family Corp. v. Commissioner, 81 T.C. 958, 968 (1983); Broadway Theatre League of Lynchburg, Va. v. United States, 293 F. Supp. 346, 355 (W.D. Va. 1968). This exception is strictly construed, however, and any compensation paid must be reasonable in light of the services actually performed or goods supplied. Senior Citizens of Missouri, Inc. v. Commissioner, 56 T.C.M. (CCH) 479, 482 (1988). Furthermore, the reasonableness standard applies both to the amount of compensation and to the manner in which the amount is determined. Thus, inurement may result not only if compensation in question is excessive in light of the services performed, but also it was not determined by an objective standard with reference to the interests of the organization as a whole, rather than those of the recipient. In United Cancer Council, the Tax Court found that the fundraiser’s earnings -- $4 million in fees as well as income from exploiting its co-ownership rights to the organization’s mailing list – exceeded reasonable compensation despite the fact that they were permitted by a bargained-for contract.

B. The "Commerciality" Doctrine 
In applying the operational test discussed above, some courts have applied what has come to be called as the commerciality doctrine. In a variety of factual contexts, courts have determined that because of the "commercial" manner in which an organization carries out its activities, it is operated substantially for nonexempt commercial purposes rather than for one or more of the specified exempt purposes.

The sine qua non of commerciality is activities in competition with those of for profit commercial entities.18 The other principal factors evidencing a commercial purpose are pricing to maximize profits and unreasonable reserves.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "19#19" 19 Other, secondary factors include whether the organization uses commercial promotional methods, such as advertising, etc, whether the organization uses paid or volunteer labor, and whether the organization receives charitable contributions.20
A leading commentator, however, notes that the "commerciality" doctrine is a wholly unjustified judicial gloss on Code section 501(c)(3).21 He also observes that the commerciality jurisprudence has a strong undercurrent of private inurement concerns.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "22#22" 22  Indeed, many of the cases he discusses note or strongly imply that the underlying goal of the organization's "commercial" activities is to generate profits to benefit insiders. Another commentator suggests that commerciality should only be considered as an aspect of the separate private inurement limitation.23 So viewed, federal authorities on commercialism, including pricing issues and use of surplus revenues, are merely factors in looking for insider benefits under the inurement test.

C.  Intermediate Sanctions 
While the gravest consequence of private inurement is the possible revocation of an organization’s exempt status, Congress has recognized that revocation is an extreme sanction that may be disproportionate to the degree of inurement occurring in some cases. Section 4958 of the Code, added in 1995, accordingly provides intermediate sanctions in the form of penalty taxes on "excess benefit transactions," although the legislative history expressly contemplates that these taxes may be imposed "in lieu of, or in addition to, revocation.

An excess benefit transaction subject to tax is one in which a "disqualified person" receives an economic benefit whose value exceeds the value of the consideration received by the organization. This includes in particular the payment of unreasonable compensation to a "disqualified person," defined as any person, whether or not an employee, who was in a position to exercise substantial influence over the affairs of the organization at any time during the previous five-years, or a family member of such a person.

Under Section 4958(a), the disqualified person is personally liable for a tax equal to 25 per cent of the "excess benefit" -- i.e., the difference between the value of the compensation received and the value of the services rendered -- while the officers, directors, or other "organization managers" who approved the arrangement are personally liable for a separate tax equal to 10 per cent of the excess benefit. Furthermore, if the excess benefit is not "corrected" before those taxes are imposed, then the disqualified person will be subject to an additional tax under section 4958(b) in the amount of 200 per cent of the excess benefit. "Correction" for this purpose entails undoing the excess benefit to the extent possible and also taking any additional measures necessary to place the organization in a financial position not worse than it would have been if the highest fiduciary standards had prevailed.

III.  Lobbying and Electioneering Tests 
A. Lobbying
To qualify for exemption under Code section 501(c)(3), the statute provides that "no substantial part of the [organization's] activities" may consist of "carrying on propaganda or otherwise attempting to influence legislation (except as otherwise provided in subsection (h)))." Generally, the substantiality of prohibited lobbying is measured in the same manner as any nonexempt purpose under the operational test. Section 501(h) provides, however, that most section 501(c)(3) organizations (other than churches and church affiliated organizations) may elect certain specified safe harbors for lobbying expenditures without endangering their exempt status.

The section 501(h) election has a number of advantages for an eligible organization. First and foremost, of course, the election allows the organization to retain its exempt status (assuming that it otherwise continues to qualify) notwithstanding lobbying expenditures that would be considered "substantial" under the usual facts-and-circumstances test. Second, it replaces the IRS’s subjective determination of substantiality with an objective measure of lobbying activities, expressed in terms of the proportion between certain cash expenditures to influence legislation and expenditures to accomplish the organization’s exempt purposes. As defined in sections 4911(c) and (d), the safe harbor amounts exclude the lobbying activities of unpaid volunteers, as well as other activities that do not involve any expenditure of the organization’s funds, whether directly or indirectly. Third, the election lessens the impact of unusually high lobbying expenditures in any one taxable year, because the safe harbor test of whether the organization "normally" exceeds the applicable dollar ceilings is based upon the three preceding taxable years. If lobbying expenditures as defined do exceed the ceilings in a particular year, then an excise tax is imposed at the rate of 25 per cent of the excess. The Code provides, however, that the election is retroactive to the beginning of the taxable year in which it is made, whereas a voluntary revocation of the election takes effects only from the beginning of the next taxable year. This is intended to prevent organizations from avoiding the excise tax by shifting back and forth between the safe harbor election and the facts-and-circumstances test of substantiality in the light of their actual expenditures in a particular taxable year.

Lobbying activities may affect not only the organization’s own status but the ability of taxpayers to deduct their contributions to it. Although contributions to an organization exempt under section 501(c)(3) are generally deductible under section 170 up to a certain percentage of the taxpayer’s income, no deduction is allowed for out-of-pocket expenditures made for the purpose of influencing legislation. Where an organization conducts lobbying activities on matters of direct financial interest to a contributor, contributions to it generally are not deductible under section 170 to the extent that they also would not be deductible as trade or business expenses under section 162. This exclusion extends to the portion of membership dues allocable to lobbying activities, but it does not apply at all to local legislation.

B. Electioneering 

Section 501(c)(3) further provides that an exempt organization may not "participate in, or intervene in (including the publishing or distributing of statements), any political campaign on behalf of (or in opposition to) any candidate or public office." Unlike the lobbying restriction, with its substantiality threshold, the electioneering prohibition is absolute. As in the case of prohibited private inurement, however, the Code provides intermediate sanctions against electioneering in the form of penalty excise taxes under section 4955. The initial penalty taxes under section 4955(a) comprise a tax imposed on the organization in the amount of 10 per cent of each political expenditure as well as a separate tax, equal to 2.5 per cent of each expenditure (with a maximum tax of $5,000 per expenditure) imposed on and payable by any organization manager who knowingly and willfully makes such an expenditure. Under section 4955(b), if a political expenditure is not "corrected" before the initial taxes are imposed, the organization is subject to an additional tax equal to 100 per cent of the expenditure, and any organization manager who refused to agree to all or part of the correction is subject to an additional tax of 50 per cent of the expenditure, up to a maximum tax of $10,000 per expenditure. "Correction" for this purpose is defined in section 4955(f) to mean recovery of all or part of the expenditure to the extent possible, plus the establishment of safeguards to prevent future political expenditures.

IV.  Private Benefit and Public Policy Tests 
From the text and structure of Code section 501(c)(3), the courts and the IRS have derived two additional tests for exemption -- private benefit and public policy.

A. Private Benefit
From the requirement, discussed above, that an organization must operate exclusively for specified exempt purposes comes the complementary proposition that an organization must operate for the benefit of public rather than private interests.24 Put differently, to qualify for exemption under Code section 501(c)(3), an organization must not benefit private interests more than incidentally.

Private benefit is often confused with the prohibition on private inurement of earnings. The two concepts are in many respects similar but are not coextensive. Drawing on traditional concepts of charitability, the public benefit test looks to whether the principal beneficiaries of an organization's activities are sufficiently numerous and well defined so as to constitute a "charitable" class.25 The inurement proscription applies only to insiders, persons having personal and private interest in the organization's activities,

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "26#26" 26  while the private benefit prohibition extends to anyone who is not a member of a charitable class.27 While some courts suggest the inurement proscription is absolute,28 incidental private benefit will not preclude exemption.29
B.  Public Policy 
Also drawing on traditional concepts of charitability, it is now clear that Code section 501(c)(3) does not permit tax exemption for an organization otherwise qualifying under the express statutory requirements if its exemption-related activities violate fundamental public policy. In the key case, Bob Jones University v. United States, 461 U.S. 574, 591 (1983), the Supreme Court denied tax exemption to a church-affiliated private school which otherwise satisfied the requirements of Code section 501(c)(3) but whose religious tenets forbade the co-education of black and white students, due to the fundamental public policy in this country against racial discrimination in education. Noting that charitable exemptions and the associated deductions are justified to the extent that an organization provides "a benefit which the society or the community may not itself choose or be able to provide, or which supplements and advances the work of public institutions already supported by tax revenues," the Court explained that the "institution’s purpose must not be so at odds with the common community conscience as to undermine any public benefit that might otherwise be conferred."

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "30#30" 30  An organization whose activities violate criminal law also would not qualify for exemption because of the public policy limitation.

V.  Church Status 
A number of special privileges are accorded to organizations qualifying as churches.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "31#31" 31 Neither the Code, the regulations, IRS rulings nor the case law specifically define the term "church." It is clear, however, that Congress intended the term "church" to have a narrower, more restrictive meaning than the term "religious organization."
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The IRS employs a "facts and circumstances" test in determining an organization's church status, looking at the following criteria:

  1. a distinct legal existence;
  2. a recognized creed and form of worship;
  3. a definite and distinct ecclesiastical government;
  4. a formal code of doctrine and discipline;
  5. a distinct religious history;
  6. a membership not associated with any other church or denomination;
  7. an organization of ordained ministers;
  8. ordained ministers selected after completing prescribed studies;
  9. a literature of its own;
10. established places of worship;
11. regular congregations;
12. regular religious services;
13. Sunday schools for religious instruction of the young; and
14. schools for the preparation of its ministers.

Internal Revenue Manual 7(10)69, Exempt Organizations Examination Guidelines Handbook, §321.3(3) (Apr. 5, 1982). In addition, the Service will consider "[a]ny other facts and circumstances which may bear upon the organization's claim for church status." Id., §321.3(3)(o). Not all of these factors, nor even most of them, need be found. At a bare minimum, however, it is clear that the term church includes those entities so recognized under common meaning and usage.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "33#33" 33
In varying degrees, courts have accepted and applied the IRS's fourteen/fifteen ("other facts and circumstances") factors.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "34#34" 34 Recent Tax Court precedent, however, takes a slightly different approach in determining church status, applying what is called the "associational test."
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A church is a coherent group of individuals and families that join together to accomplish the religious purposes of mutually held beliefs. In other words, a church's principal means of accomplishing its religious purposes must be to assemble regularly a group of individuals related by common worship and faith. As stated by Tannenwald, J., concurring in Chapman [48 T.C. 358 (1967)]:

The word "church" implies that an otherwise qualified organization bring people together as the principal means of accomplishing its purpose. The objects of such gatherings need not be conversion to a particular faith or segment of a faith nor the propagation of the views of a particular denomination or sect. The permissible purpose may be accomplished individually and privately * * * but it may not be accomplished in physical solitude. * * * [48 T.C. at 367; emphasis in original.]

To qualify as a church, an organization must serve an associational role in accomplishing its religious purpose.
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Other Tax Court decisions likewise take a broad view of the nature of the associational role an organization must fill to qualify as a church.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "37#37" 37 While the previous authorities suggest that the associational role must be primary, the later court-reviewed opinion in Foundation of Human Understanding makes clear that the associational role need only be more than incidental:

[D]espite the breadth of petitioners' broadcasting and publishing efforts, its associational aspects are much more than incidental. We hold that petitioner has sufficient associational aspects to be considered a church.
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The public benefit necessary to warrant special tax benefits for churches flows not from a government subsidy for religion, which would be impermissible under the First Amendment to the United States Constitution,

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "39#39" 39 but from the non-religious benefits accruing to society from organized religion -- morality, community and personal responsibility, benevolence, and so forth.40 These public benefits flow from the associational aspects of organized religion, namely "join[ing] together" to implement in society at large the "religious purposes of mutually held beliefs" of "a cohesive group of individuals."

VI. Unrelated Business Income Tax

Under sections 501(b) and 511(a)(1) of the Code, an otherwise tax-exempt organization must pay tax, at regular corporate rates, on its "unrelated business taxable income" (UBTI). Unrelated business taxable income is defined in section 512(a)(1) and Treas. Reg. § 1.512(a)-1(a) as income derived from "any unrelated trade or business. regularly carried on" by the organization, less allowable deductions that are "directly connected" with such trade or business, and subject to certain "modifications" set forth in section 512(b). Interest and dividends, rents, royalties, and gains or losses from dispositions of property (other than stock or property held for sale to customers in the ordinary course of business), together with associated deductions, are expressly excluded from UBTI. Code sections 512(b)(1)-(3), (5). The scope of the royalty exclusion has been the focus of considerable litigation involving mailing list rentals and, more recently, "affinity credit cards" endorsed by universities and other exempt organizations as a fundraising device. The crucial distinction is a payment for the use of a name, logo, or list, which satisfies the definition of a royalty as payment for a valuable intangible property right, and compensation for promotional or other services, which does not qualify as a royalty.41
Notwithstanding those exclusions, sections 512(b)(4) and 514 provide that income from property must be included in the computation of UBTI to the extent that the acquisition of the property was debt-financed and at least 85 per cent of its use is unrelated to the organization’s exempt purposes. This rule does not apply to schools, universities, pension trusts, or title holding corporations described in section 501(c)(5).42 It was introduced in 1969 to prevent abusive "charitable bootstrapping" transactions that allowed stockholders to avoid capital gains on the sale of ongoing commercial businesses to charities.

An "unrelated trade or business" is one that is not substantially and causally related to the exercise or performance of the organization's exempt purpose, aside from the need for income or funds. Code section 513(a); Treas. Reg. §§ 1.513-1(a), (d)(2). Thus, charges for the performance of the exempt activities themselves do not constitute UBTI. Treas. Reg. § 1.513-1(d)(4)(i). The term "trade or business" in this context includes "any activity which is carried on for the production of income from the sale of goods or the performance of services" (Code section 513(c)) and that otherwise possesses the characteristics of a trade or business within the meaning of Code section 162, such as profit motive (see Treas. Reg. § 1.513-1(b)). Although the primary legislative purpose behind the UBTI provisions was to avoid giving exempt organizations an unfair competitive edge,

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "43#43" 43 this definition may also reach activities that are not carried on commercially by non-exempt organizations. See Treas. Reg. § 1.513-1(b). Also, an activity does not lose its identity as a trade or business merely because it is carried on within a "larger complex" of activities that are related to the organization’s exempt purposes. Code section 513(c). This means, in particular, that the sale of advertising in a periodical published by an exempt organization may constitute an unrelated trade or business and give rise to UBTI, even if the editorial content of the periodical advances exempt purposes.44
By itself, the conduct of an unrelated profit-making enterprise does not automatically subject an exempt organization to tax. Rather, section 512(a) limits the definition of UBTI to income derived from activities that are "regularly carried on," in the sense that they "manifest a frequency and continuity, and are pursued in a manner generally similar to comparable commercial activities of non-exempt organizations." Treas. Reg. § 1.513-1(c)(1). This means, however, that a short-term or occasional activity could still be "regularly carried on" if it would be handled the same way in a commercial context. Annual fundraising events such as auctions or dinners generally would not rise that level,45 nor does the sale of advertising space in the program for an annual sporting event.

 HYPERLINK "http://www.zsrlaw.com/publications/articles/jah1999.htm" \l "46#46" 46 Although the IRS has attempted to treat income derived from corporate sponsorship of annual collegiate sporting events as UBTI, its position has been criticized on the ground that these events are not "regularly carried on," that the practice of recognizing donors does not constitute a trade or business, and that the sponsorship donations promote exempt purposes by enhancing the collegiate athletic and educational experience.

Certain activities are expressly excluded from the term "unrelated trade or business." These include businesses staffed by volunteers (Code section 513(a)(1)), sales of donated merchandise (section 513(a)(3)), "qualified public entertainment activities" (section 513(d)), "qualified convention and trade show activities" (section 513(d)(3)), traditional bingo games (section 513(f)), and exchanges or rentals of mailing lists to another section 501(c)(3) organization (section 513(h)).

Once these definitional issues are resolved, in order to determine the amount of its UBTI, an organization is required to allocate its expenses, including salaries, depreciation, and operating costs, between its exempt and non-exempt functions. An expense is deductible from UBTI if it is "directly connected" with the unrelated trade or business, meaning that it bears a "proximate and primary causal relationship to the carrying on" of that business. Code section 512(a)(1); Treas. Reg. §§ 1.512(a)-1(a) and (b). On the other hand, costs incurred in an exempt activity, or derived from an unrelated business activity that "exploits" an exempt activity, generally are not deductible. Code section 265; Treas. Reg. § 1.512(a)-1(d)(1). The organization has considerable leeway to make a "reasonable" allocation, notwithstanding disagreement from the IRS. Rensselaer Polytechnic Inst. v. Commissioner, 732 F.2d 1058 (2d Cir. 1984); Treas. Reg. § 1.512(a)-1(c).
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