
Introduction 
Certain organizations are exempt from federal income tax. 
However, pursuant to § 511 of the Internal Revenue Code 
(IRC), when an exempt organization conducts “unrelated 
trade or business,”1 the resulting income is nonetheless 
taxable. 

Tax exempt status confers a big advantage on an 
organization. With tax exempt status, an organization can 
conduct its activities and produce income without paying any 
income tax. The law of Unrelated Business Taxable Income 
(UBTI) represents a significant limitation to the tax exemptions 
an organization may enjoy. However, this is an area of law 
that is complicated to navigate. This primer will help you 
understand the law of UBTI. 

Legal Test
 
An exempt organization’s income from an unrelated 
trade or business is taxed as UBTI if all three of the 
following factors are satisfied:

1. the income is from a trade or business;

2. the trade or business is regularly carried on by the 

organization; and

3. the conduct of such trade or business is not 

substantially related to the organization’s exempt 

purpose.2
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Statutory and 
Regulatory Context 
§ 511 imposes Unrelated Business Income Tax on 
unrelated trade or business for most organizations 
that are exempt from taxation under the IRC. 
§ 512(a) allows for certain modifications when 
computing unrelated business taxable income. 
This enables exempt organizations to carry on an 
unrelated trade or business in some circumstances 
without being subject to taxation. Dividends and 
royalty payments are excluded from the unrelated 
business taxable income computation.3 Rents from 
real property are also generally excluded.4

Certain statutory exemptions also exist. These are 
discussed below.

Case Law Context
 
The governing law comes from a pair of Supreme 
Court cases: United States v. American College 
of Physicians5 in April 1986, and United States v. 
American Bar Endowment,6 decided June 1986. In 
the latter case, the Court found that the American 
Bar Endowment’s provision of insurance benefits 
to its members constituted a “trade or business” 
under the definition set out in Treasury Regulation 
1.513-1(b). The Court emphasized the importance 
of unfair competition in its analysis, describing the 
insurance program as “an example of precisely the 
sort of unfair competition that Congress intended to 
prevent.”7

In American College of Physicians, the College (a 
§ 501(c)(3)8 organization) sold advertising in the 
organization’s medical journal. The Court held that 
the income from advertising was not substantially 
related to the exempt organization’s purpose and 
was therefore subject to tax. In deciding that the 
College was engaged in an unrelated trade or 

business, the Court articulated the aforementioned 
three-part test. 

Relevant Factors
The three-part test outlined by the Supreme Court 
can be further broken down into many sub-factors.

1. Trade or Business 
The trade or business test generally includes any 
activity carried on for the production of income from 
the sale of goods, or the performance of services.9 
The presence or absence of unfair competition 
is important to the analysis of whether an activity 
constitutes a trade or business. Generally, the case 
law leans in the direction that the absence of unfair 
competition is not determinative of the question 
of trade or business.10 The presence of unfair 
competition with ordinary businesses will result in a 
finding that the exempt organization is engaged in a 
trade or business.11

2. Regularly carried on
The regularly carried on test determines whether 
the activity manifests a frequency and continuity 
and is pursued in a manner generally similar to 
comparable commercial activities of non-exempt 
organizations.12 Activities that take place over a 
period of only a few weeks will not be regularly 
carried on if they are of a kind normally conducted 
by commercial organizations on a year-round 
basis.13 Business activities that are only engaged 
in discontinuously or periodically will not be 
considered “regularly carried on.” An annual activity 
or event will not be considered regularly carried on 
merely because it occurs every year.14

3. Substantially related
Even if an exempt organization is engaged in the 
regular operation of a trade or business, it will only 
be obligated to pay tax on income from that trade 
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or business if it is unrelated to the organization’s 
exempt purpose, except for the use the organization 
makes of the income so derived. The Treasury 
Regulations provide the following guidance on 
the definition of “substantially related” (emphasis 
added):

Trade or business is related to exempt purposes 
only where the conduct of the business activities 
has causal relationship to the achievement of 
exempt purposes. For the conduct of trade or 
business to be substantially related to purposes 
for which exemption is granted, the production 
or distribution of the goods or the performance 
of the services must contribute importantly to the 
accomplishment of those purposes.15

It is important to note that the courts place 
emphasis on the word “conduct” in the Treasury 
Regulation definition, suggesting that the focus of 
the “substantially related” inquiry is properly on the 
manner in which trade or business is conducted, 
not the ultimate use of the income.16 The following 
principles are relevant to the “substantially related” 
inquiry:

a) Size and extent: The Treasury Regulations 
state that where income is realized by an exempt 
organization from activities which are in part related 
to the performance of its exempt functions, but 
which are conducted on a larger scale than is 
reasonably necessary for the performance of such 
functions, the gross income attributable to that 
portion of the activities in excess of the needs of 
exempt functions constitutes gross income from the 
conduct of unrelated trade or business.17

b) Income from the performance of exempt 
functions: Income that is derived from charges 
for the performance of exempt functions does not 
constitute income from an unrelated trade or 

business. An exempt arts school whose purpose is 
to train children in the performing arts would not be 
subject to tax on income realized from admissions 
charges for student performances because the 
income derives from activities which contribute 
importantly to the accomplishment of the school’s 
exempt purposes.18

c) Disposition of products of exempt functions: 
Selling products that result from the performance of 
exempt functions is not ordinarily an unrelated trade 
or business if the product is sold in substantially the 
same state it was in when the exempt functions were 
completed. For example, an exempt organization 
engaged in rehabilitating handicapped individuals 
that sells items made by the patients as part of their 
rehabilitation training would not be engaged in an 
unrelated trade or business.19,20

d) Dual use of assets and facilities: The mere fact 
that asset or facility is used for exempt functions 
does not, by itself, mean that an organization is not 
engaged in an unrelated trade or business when 
the asset or facility is also used for a commercial 
endeavor. For example, a museum theatre that 
typically screens educational films for museum 
patrons would be conducting an unrelated trade or 
business if it also operated after hours as an ordinary 
theatre for public entertainment.21

e) Exploitation of exempt functions: In some 
cases, exempt activities will create goodwill 
or other intangibles which are exploited in 
commercial endeavors. Unless these commercial 
endeavors themselves contribute importantly to the 
accomplishment of an exempt purpose, the income 
which they produce is from the conduct of unrelated 
trade or business. For example, an exempt scientific 
organization that exploits its reputation by selling 
endorsements of laboratory equipment would be 
considered to be engaged in an unrelated trade or 
business.22
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Statutory Exceptions
 
Under the IRC, certain activities are specifically 
exempted from the definition of unrelated 
trade or business. The IRC and the Treasury 
Regulations should be consulted before relying 
on an exemption. The following activities are not 
considered to be an unrelated trade or business:

a) A trade or business in which substantially all 
the work is performed by volunteers:23 § 513(1)
(a) provides an exception to the general rule for 
unrelated trade or businesses in which “in which 
substantially all the work in carrying on such trade or 
business is performed for the organization without 
compensation.”24

b) Activities related to the distribution of low-cost 
articles incidental to the solicitation of charitable 
donations:25 For organizations eligible to receive 
tax-deductible donations, the definition of unrelated 
trade or business does not include activities relating 
to the distribution of low-cost articles incidental to 
the solicitation of charitable donations.

In addition to the above categories, several activities 
(such as thrift stores selling donated items) are 
exempt from the definition of trade or business by 
reason of § 513. 

Roadmap
 
When considering the applicability of unrelated 
business income tax, one possible way to organize 
the analysis is in this order:

1. Consider the identity of the taxpayer and the 
nature of the activity: Consider whether the taxpayer 
is potentially subject to the Unrelated Business 
Income Tax. Determine whether the organization is 
engaged in a trade or business. Determine whether 
the activity in question is regularly carried on. 

Consider whether the activity falls under § 512(a) 
modifications.

2. Consider the purpose of the activity that 
generated the income: Consider whether or not 
the business activities have a causal relationship to 
the achievement of exempt purposes. If not, it leans 
towards a finding of unrelated trade or business. 
For example, if the activity in question is only for 
the purpose of raising funds, it is less likely to be 
substantially related to the organization’s exempt 
purpose.

3. Consider the conduct that generated the income: 
Consider whether or not the income generated 
could be viewed as “unfair competition” with 
commercial organizations. For example, if the 
exempt organization advertises or promotes the 
activity in order to increase profits, it may lean 
towards a finding of unrelated trade or business. 
Conducting income-generating at a scale larger 
than necessary relative to the organization’s exempt 
activities may also lean towards unrelated trade or 
business. 

4. Consider the statutory exclusions: If substantially 
all the work involved in the income-producing 
activity is performed by unpaid volunteers, then the 
income may be excluded from the definition of UBTI. 
If the organization is merely engaged in giving away 
low-cost items to solicit donations, then the income 
may also be excluded.

Conclusion
Tax Foresight’s Unrelated Business Income Classifier 
can assist you in determining whether your client’s 
specific set of facts is likely to result in income that is 
subject to the Unrelated Business Income Tax. With 
the Classifier you can quickly scenario-test multiple 
potential outcomes in order to assist with tax 
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planning and advise your clients accordingly.

Tax Foresight’s Unrelated Business Income Tax Case 
Finder can also save you valuable time by enabling 
you to quickly search for and filter relevant cases by 
outcome, purpose of activity, conduct, etc. The Case 
Finder helps you easily pinpoint the cases that are 
most relevant to your client’s situation, helping you 
provide your clients with greater certainty in less 
time. 
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Endnotes
1 I.R.C. § 513(a) (“The term “unrelated trade or business” means, in the case of any organization subject to the tax imposed by section 
511, any trade or business the conduct of which is not substantially related… to the exercise or performance by such organization of its 
charitable, educational, or other purpose or function constituting the basis for its exemption under section 501.”). 
2 Tres. Reg. 1.513-1(a). See also United States v. American College of Physicians, 475 U.S. 834, 106 S.Ct. 1591, 89 L.Ed.2d 841 (1986). 
3 I.R.C. §§ 512(b)(1), 512(b)(2). 
4 I.R.C. § 512(b)(3).  
5 United States v. American College of Physicians, 475 U.S. 834, 106 S.Ct. 1591, 89 L.Ed.2d 841 (1986). 
6 United States v. American Bar Endowment, 477 U.S. 105, 106 S.Ct. 2426, 91 L.Ed.2d 89 (1986). 
7 Id. at 114, 115. 
8 I.R.C. § 512(c)(3). 
9 Tres. Reg. 1.513-1(b). 
10 See Louisiana Credit Union League v. United States, 693 F.2d 525 (5th Cir., 1982). 
11 See American Bar Endowment, 477 U.S. 105, 114, 115. 
12 Tres. Reg. 1.513-1(c)(1). 
13 Tres. Reg. 1.513-1(c)(2)(i). 
14 Tres. Reg. 1.513-1(c)(2)(iii). 
15 Tres. Reg. 1.513-1(d)(2). 
16 American College of Physicians, 475 U.S. 834, 839. See also Parklane Residential School, Inc. v. Commissioner, 45 T.C.M. (CCH) 988, 992 
(T.C., 1983) (“Even though the profits were ultimately used to further petitioner’s exempt function, the source of the funds was, in essence, 
an unrelated business.”). 
17 Tres. Reg. 1.513-1(d)(3). 
18 Tres. Reg. 1.513-1(d)(4)(i). 
19 Tres. Reg. 1.513-1(d)(4)(ii). 
20 However, if the finished product is used or manipulated after completion, beyond what is reasonably appropriate or necessary, the 
gross income would be income from an unrelated trade or business. 
21 Tres. Reg. 1.513-1(d)(4)(iii). 
22 Tres. Reg. 1.513-1(d)(4)(iv). 
23 I.R.C. § 513(a)(1). 
24 I.R.C. § 513(1)(a) 
25 I.R.C. § 513(h)(1)(A). 
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