THE EFFECT OF THE UNRELATED BUSINESS
INCOME TAX ON TODAY'S HOSPITAL
INTRODUCTION
Today's hospital is quite often the nucleus of a health care
complex. Besides general patient care facilities, this complex usually includes doctors' offices, pharmacies, clinics, parking facilities,
cafeterias and gift shops. The various relationships between these
diverse activities and the hospital's exempt purpose make it difficult to determine whether the tax on unrelated business income
applies.'
In the past few years a steady flow of revenue rulings and
court decisions have dealt with the unrelated business income
tax.2 There have also been important legislative changes in the application of the tax to particular types of activities. 3 The law is
therefore constantly developing as the courts and the Internal Revenue Service (IRS) rule on what seems to be an endless variety of
situations.4
The purpose of this article is to examine the circumstances in
which the unrelated business income tax may affect a tax exempt
hospital. 5 This article will attempt to aid hospital officials in avoiding this tax by making them aware of the tax consequences of their
business decisions.
To demonstrate how the various aspects of this tax work, this
article will use a hypothetical hospital called Forbes General Hospital. Forbes is a health-care center which offers all levels of care
1. 37 N.Y.U. INST. FED. TAX. § 27.01, at 27-2 (1979). Unrelated business income
is defined in I.R.C. § 512 as the gross income, less allowable deductions, derived by
an organization from an unrelated trade or business regularly carried on.
2. 37 N.Y.U. INST. FED. TAX. § 27.01, at 27-2 (1979); see, e.g., Carle Foundation v.
United States, 41 AM. FED. TAX. REP. 2d (P-H) 78-1278 (D. Ill. March 30, 1979); Elliot
Knitwear Profit Sharing Plan, [19791 TAX CT. REP. (CCH) 2826 (Feb. 12, 1979); Rev.
Rul. 78-43, 1978-1 C.B.164; Rev. Rul. 79-31, 1979-5 I.R.B. 7; Rev. Rul. 78-240, 1978-1
C.B.170; Rev. Rul. 78-144, 1978-1 C.B.168; Rev. Rul. 78-98, 1978-1 C.B.167; Rev. Rul. 78435, 1978-2 C.B. 181.
3. 37 N.Y.U. INST. FED. TAX. § 27.02, at 27-4,-5 (1979). See e.g., Tax Reform Act
of 1976, Pub. L. No. 94-455, §§ 1305, 1311-1313, 90 Stat. 1520, 1716, 1729-30 (now I.R.C.
§ 513); Tax Reform Act of 1969, Pub. L. No. 91-172, § 121, 83 Stat. 487, 536-48 (now
I.R.C. §§ 502, 511, 514).
4. 37 N.Y.U. INST. FED. TAX. § 27.01, at 27-2 (1979). See generally 6 MERTENS,
THE LAw OF FEDERAL INCOME TAXATION § 34.14, at 82 (J.

Doheny ed. 1975).

5. A hospital generally qualifies as an exempt organization under I.R.C.
§ 501(c) (3). Treas. Reg. § 1.501(c)(3)-l(a) (1959), sets forth the organizational and
operational tests used in determining whether an organization qualifies for exempt
status.
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by all major specialties and sub-specialties. It is a tax exempt organization which is also engaged in a variety of activities besides
general patient care.
BACKGROUND
The tax on unrelated business income was enacted in 1950.6
Congress' purpose for imposing such a tax was to eliminate unfair
competition between tax exempt organizations and taxed organizations. 7 The tax generally leaves an organization's exempt status
undisturbed. 8 The tax instead segregates the unrelated business
income and imposes a tax on it. 9
Prior to 1950 there was no tax statute which dealt with the taxation of income derived from the commercial activities of exempt
organizations.' 0 Early cases held that tax exemption would not be
lost as long as these commercial profits were used to support the
organization's exempt purpose. 1 The test used in these cases considered the use of income rather than its source. 12 By 1950 the judiciary's liberal attitude had led to widespread activities by tax
13
exempt organizations which abused the present tax exempt laws.
6. Revenue Act of 1950, Pub. L. No. 81-814, § 301, 64 Stat. 906, 947 (1950). The
1950 statute imposes normal corporate tax rates upon the unrelated business income of corporate exempt organizations, and individual rates upon trusts. Id.; see 6
MERTENS, supra note 4, § 34.14a at 85; S. WEITHORN, TAX TECHNIQUES FOR FOUNDATIONS AND OTHER EXEMPT ORGANIZATIONS § 39.02, at 39-4 (1977).

7. S. REP. No. 2375, 81st Cong., 2d Sess. -, - (1950), reprinted in [1950] U.S.
CODE CONG. SERV. 3053, 3081; H. REP. No. 2319, 81st Cong., 2d Sess. -, -, reprinted
in 1950-2 C.B. 380, 409; see 6 MERTENS, supra note 4, § 34.14a at 85; J. STANLEY & R.
KILCULLEN, FEDERAL INCOME TAX LAW 246-47 (6th ed. 1974); Bittker & Rahdert, The
Exemption of Nonprofit Organizationsfrom FederalIncome Taxation,85 YALE L.J.
299, 320 (1976); Webster, Unrelated Business Income Tax, 48 TAXES 844, 844 (1970).
8. Rev. Rul. 55-449, 1955-2 C.B. 599, 600 (holding an organization will lose its
exemption if the unrelated business activity becomes its primary function); Consumer Credit Counseling Service, Inc., 78-2 U.S. TAX CAS. (CCH) 9660, at 85,189
(D.D.C. 1978); Rev. Rul. 69-383, 1969-2 C.B. 113; Rev. Rul. 78-289, 1978-2 C.B. 180.
9. I.R.C. § 511(a)(1). Section 511 describes the types of organizations subject
to the tax and imposes the unrelated business income tax at either corporate or
trust rates, whichever is applicable. Section 512 explains how to compute unrelated
business income. Section 513 defines an unrelated trade or business and lists certain exceptions. Section 502 imposes the unrelated business income tax on
"feeder" corporations.
10. 37 N.Y.U. INST. FED. TAX. § 27.01, at 27-2 (1979); 6 MERTENS, supra note 4,
§ 34.14a at 85.
11. See e.g. Trinidad v. Sagrada Orden, 263 U.S. 578, 580 (1924); Commissioner
v. Orton, 173 F.2d 483, 486 (6th Cir. 1949); Commissioner v. Chicago Graphic Arts
Fed'n. Inc., 128 F.2d 424, 426-27 (7th Cir. 1942).
12. Trinidad v. Sagrada Orden, 263 U.S. 578, 581-82 (1924); Roche's Beach v.
Commissioner, 96 F.2d 776, 778 (2d Cir. 1938); 6 MERTENS, supranote 4, § 34.14 at 82.
This test later became known as the "destination of income" text. Id.
13. 37 N.Y.U. INST. FED. TAX. § 27.02, at 27-2,-3 (1979); Note, CharitableFoundations, Tax Avoidance and Business Expediency, 35 VA. L. REV. 987, 1036 (1949);
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on by subsidiary corporaThese activities were generally carried
14
tions known as feeder corporations.
In the early 1960's the IRS did an extensive study of the activities of tax exempt organizations.1 5 After this study, the IRS rewrote certain regulations in 1967 to extend the reach of the
unrelated business income tax. 16 In 1969 and 1976 amendments to
the unrelated business income tax were enacted. 17 The Tax Reform Act of 196918 extended the coverage of the tax to almost all
types of section 501 exempt organizations.' 9 The Act statutorily
recognized the "fragmentation approach" 20 by defining trade or
business in the language of the 1967 regulations. 2 1 Advertising revenues of the magazines and publications of exempt organizations
were among the targets of this change. 22 The Act also defined unrelated business income of a section 511 foreign organization 23 and
revised section 514 to impose a tax on income from debt-financed
24
property.
The Tax Reform Act of 197625 exempted income derived from
qualified public entertainment activities. 26 This act also exempted
income from qualified convention and trade show activities by orNote, The Use of CharitableFoundationsfor Avoidance of Taxes, 34 VA. L. REV. 182,
183 (1948).
14. A feeder corporation is one which is operated for profit by an exempt organization and transfers the profits to that organization. See I.R.C. § 502(A); Comment, The Macaroni Monopoly: The Developing Concept of Unrelated Business
Income of Exempt Organizations,81 HARV.L. REV. 1280, 1281 (1968); Comment, Colleges, Charities,and the Revenue Act of 1950, 60 YALE L.J. 851, 861-65 (1951).
15. See Rogovin, Tax Exemption: Current Thinking Within the Service, 22
N.Y.U. INST. ON FED. TAx. 945, 945 (1964).
16. See Treas. Reg. § 1.513-1 (1967). This regulation redefined "trade or business" and introduced the "contribute importantly" test to be used to determine
whether a trade or business is substantially related. Id.
17. Tax Reform Act of 1969, Pub. L. No. 91-172, § 121, 83 Stat. 487, 536-48 (now
I.R.C. §§ 502, 511, 514); Tax Reform Act of 1976, Pub. L. No. 94-455, §§ 1305, 1311-13, 90
Stat. 1520, 1716, 1729-30 (now I.R.C. § 513).
18. Pub. L. No. 91-172, § 121, 83 Stat. 487, 536-48 (now I.R.C. §§ 502, 511, 514).
19. 6 MERTENS, supra note 4, § 34.14a at 93.
20. When the I.R.S. rewrote certain regulations in 1967 it redefined the term
trade or business to include not just integrated business operations, but also fragmented activities within an overall operation. Treas. Reg. § 1.513-1(b) (1967). This
"fragmentation approach" is further illustrated in Rev. Rul. 78-145, 1978-1 C.B. 169.
21. Compare Tax Reform Act of 1969, Pub. L. No. 91-172, § 121(b)(1), 83 Stat.
487, 537-40 with Treas. Reg. § 1.513-1(b) (1967).
22. Tax Reform Act of 1969, Pub. L. No. 91-172, § 121(c), 83 Stat. 487, 542-43, explained in CoNF.REP. No. 91-782, 91 Cong., 1st Sess. -, -, reprintedin [1969] U.S.
CODE CONG.& AD.NEWS 2392, 2406.
23. Tax Reform Act of 1969, Pub. L. No. 91-172, § 121(b)(1), 83 Stat. 487, 537-38.
24. Id. at § 121(d)(1), 83 Stat. at 543-48.
25. Pub. L. No. 94-455, §§ 1305, 1311-1313, 90 Stat. 1520, 1716, 1729-30 (now I.R.C.
§ 513).
26. Tax Reform Act of 1976, Pub. L. No. 94-455, § 1305, 90 Stat. 1520, 1716.
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ganizations exempt under section 501(c) (5) and (6); but it did not
exclude these activities of section 501(c) (3) charitable organizations. 2 7 The 1976 Act exempted income from specified services of a
hospital provided to another tax exempt hospital. 28 It exempted
the income from clinical services of a cooperative hospital service
organization if it provides this service to two or more tax exempt
hospitals. 29 In addition, the Act extended the types of exempt organizations under section 501(c) to include certain amateur ath30
letic organizations.
ELEMENTS REQUIRED FOR IMPOSITION OF THE
UNRELATED BUSINESS INCOME TAX
Before the unrelated business income tax can be imposed on
any tax exempt organization, three elements must be met: there
must be a trade or business; that trade or business must be regularly carried on; and the activity must be substantially related to
31
the organization's exempt purpose.
TRADE OR BUSINESS

The treasury regulations define trade or business broadly to
include any activity which is carried on for the production of income from the sale of goods or performance of services. 32 These
regulations stress the fact that the unrelated business income tax
was created to eliminate unfair competition by putting unrelated
activities of exempt organizations on equal footing with the activities of nonexempt businesses. 33 The IRS has stated that an "activity does not lose its identity as a trade or business merely because
it is carried on within a larger aggregate of similar activities or
within a larger complex of other endeavors which may, or may not,
be related to the exempt purposes of the organization. ' 34 The IRS
has often relied on this so called fragmentation approach to tax the
35
income from segregated activities of an overall enterprise.
27. Id.
28. Id. § 1311, 90 Stat. at 1729-30.
29. Id. § 1312, 90 Stat. at 1730.
30. Id. § 1313, 90 Stat. at 1730.
31. Treas. Reg. § 1.513-1(a) (1967); Webster, UnrelatedBusiness Income Tax, 48
TAXES 844, 844 (1970); 6 MERTENS, supra note 4, § 34.14a at 87-88.
32. Treas. Reg. § 1.513-1(b) (1967).
33. Treas. Reg. § 1.513-1(b) (1967); 37 N.Y.U. INST. FED. TAX. § 27.04111, at 27-7
(1979).
34. Treas. Reg. § 1.513-1(b) (1967).
35. 37 N.Y.U. INST. FED. TAX. § 27.04[11, at 27-8 (1979); see e.g. Rev. Rul. 78-145,
1978-1 C.B. 169, (the I.R.S. broke the operation of an exempt blood bank into a
number of units and concluded that profits from commercial sales of blood plasma
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Certain activities listed in section 513(a) are specifically excluded from the definition of unrelated trade or business. 36 These
are: activities in which essentially all the work is performed by unpaid volunteers; activities carried on by the exempt organization
primarily for the convenience of its members, students, patients or
employees; and the sale of merchandise substantially all of which
37
has been received by gift.
REGULARLY CARRIED ON

The treasury regulations state that business activities will be
considered regularly carried on if they are frequent and continuous, and are pursued in a manner similar to comparable commercial activities of a nonexempt business. 38 Occasional, isolated, and
sporadic activities do not amount to the conducting of a trade or
business. 39 It is not necessary for the exempt organization to be
"engage [d] in more than one venture in order to be regularly en' '40
gaged in the business.
NOT SUBSTANTIALLY RELATED

Even if a trade or business is regularly carried on, the income
from it will be taxed only if such business is not substantially related to the exempt purpose of the organization that conducts it.4 '
If the business activity does not have a causal relationship to
were related income, while the profits from the sale of plasma originally acquired
from other blood banks or donors for resale were unrelated income); Rev. Rul. 76-93,
1976-1 C.B. 170, 170, (certain class of advertising revenues was held taxable while
other classes were not).
36. I.R.C. § 513(a); see 37 N.Y.U. INST. FED. TAX., § 27.04[21, at 27-9 (1979).
37. I.R.C. § 513(a). For examples of these activities, see 6 MERTENS, supra note
4, § 34.14a at 88.
38. Treas. Reg. § 1.513-1(c)(1) (1967); see Weithorn & Liles, Unrelated Business
Income Tax: Changes Affecting JournalAdvertising Revenues, 45 TAXES 791, 800
(1967); Comment, Taxation: UnrelatedBusiness Income Tax (Sections 511-513) and
the 1967 Regulations,33 Mo. L. REV. 230, 237-38 (1968).
39. Samuel Friedland Foundation v. United States, 144 F. Supp. 74, 89 (D.N.J.
1956).
40. Cooper Tire & Rubber Co. Employee's Retirement Fund v. Commissioner,
306 F.2d 20, 21 (6th Cir. 1962). A number of examples which illustrate the intended
scope of the regularly carried on requirement appear in the legislative history of the
revenue Act of 1950, which first enacted the tax on unrelated business income. S.
REP. No. 2375, 81st Cong., 2nd Sess., -, -, reprinted in [19501 U.S. CODE CONG.
SERV. 3053, 3165; H. REP. No. 2319, 81st Cong., 2d Sess., -, -, reprintedin 1950-2 C.B.
380, 458,
41. Treas. Reg. § 1.513-1(a) (1967); see Anateus Lineal 1948, Inc. v. United
States, 366 F. Supp. 118 (W.D. Ark. 1973) (involving pathology testing services performed by an exempt medical research organization); 6 MERTENS, supra note 4,
§ 34.14a at 99. For a charge to the jury on this point, see Cone v. McGinnes, 63-2 U.S.
TAX CAS. [CCH] § 9551, at 89268 (E.D. Pa. 1963).
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achieving the exempt purpose and "contribute importantly" 42 to43
ward achieving it, then the activity is not substantially related.
Whether the activities contribute importantly to the organization's
exempt purpose depends on the facts and circumstances in each
case.4
An important consideration in determining whether a causal
relationship exists is the size and extent of the business activity in
relation to the exempt function it serves. 45 If the business activity
is unreasonably large, this is evidence that there is no causal rela46
tionship and the activity may be considered unrelated.
HOW THE UNRELATED BUSINESS INCOME TAX AFFECTS
FORBES GENERAL HOSPITAL
Forbes carries on a wide range of activities in addition to general patient care. It operates two pharmacies, a parking lot, a gift
shop, a cafeteria, and coffee shop. It receives passive income from
several investments, as well as rental income from two medical office buildings which it owns. It has set up a cooperative arrangement with several hospitals in which it provides and receives
income from a number of services. Forbes provides mailing services for other organizations and performs research for a drug company. It receives additional investment income by loaning a
portion of its investment portfolio to a brokerage firm. Forbes also
participates in a qualified profit sharing plan and fits and sells
hearing aids.
The ensuing discussion considers whether the income from
these types of activities is subject to the unrelated business income tax. By following the guidelines set by Congress and the
IRS, a hospital can mitigate the possible tax effects of these activities.
42. Treas. Reg. § 1.513-1(d) (2) (1967).
43. Id. see 37 N.Y.U. INST. FED. TAX. § 27.0413], at 27-10 (1979); Rev. Rul. 73-587,
1973-2 C.B. 192 (pet boarding and grooming services for owners of pets provided by
an organization organized and operated to prevent cruelty to animals has no causal
relationship to the prevention of cruelty to animals.)
44. Treas. Reg. § 1.513-1(d) (2) (1967).
45. 37 N.Y.U. INST. FED. TAX. § 27.04[3], at 27-10, 27-11 (1979); see 6 MERTENS,
supra note 4, § 34.14a at 99.
46. Treas. Reg. § 1.513-1(d) (3) (1967). This regulation states 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 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. Id.
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PHARMACIES

The first of Forbes' two pharmacies is open to the general public. Its main source of income is from sales to hospital patients, but
a small percentage of income is from frequent and continuous
sales of both prescription and non-prescription drugs to non-patients i.e. persons who walk off the street to make purchases.
In a series of rulings, the IRS has attempted to describe those
circumstances where the sale of pharmaceutical supplies by hospitals constitutes an unrelated trade or business. 47 Normally, a
pharmacy which is operated by an exempt hospital primarily for
the convenience of its patients would be specifically excepted by
the provisions of Code section 513(a). 48 The treasury regulations
state that where an activity qualifies under section 513(a) (2),
"[c Iasual sales in the course of such activity which do not qualify
as related to the exempt function ... will not be treated as regu49
lar" for purposes of the "regularly carried on" requirement.
Therefore, these three rulings attempt to clarify who is a "patient,"
what is "primarily for the convenience of patients" and what are
"casual sales. '50
The sale of pharmaceutical supplies from the pharmacy to
Forbes' patients would not be considered an unrelated business
activity. 5 1 However, the sales to those persons who walk in off the
street are taxable. 52 The relationship between off-the-street customers and the hospital pharmacy does not by itself classify such
persons as patients of the hospital under the convenience rule of
section 513(a) (2). 5 3 By selling pharmaceutical supplies to the off47. Rev. Rul. 68-374, 1968-2 C.B. 242; Rev. Rul. 68-375, 1968-2 C.B. 245; Rev. Rul.
68-376, 1968-2 C.B. 246.
48. I.R.C. § 513(a)(2).
49. Treas. Reg. § 1.513-1(c) (2) (ii) (1967). See the second example described in
Rev. Rul. 68-374, where the hospital pharmacy was maintained strictly for the use of
hospital patients. But, as a courtesy to its medical staff, it occasionally filled a prescription written by a staff member for a private patient. These sales were not promoted by the hospital, were not frequent, and represented only an insignificant
portion of total sales. The I.R.S. held that although the sales to the physicians'private patients are unrelated trade or business, they are considered casual sales
within the meaning of Treas. Reg. § 1.513-1(c) (2) (ii) (1967). Rev. Rul. 68-374, 1968-2
C.B. 242.
50. Rev. Rul. 68-376, 1968-2 C.B. 246, 246-48; Rev. Rul. 68-375, 1968-2 C.B. 245, 245;
Rev. Rul. 68-374, 1968-2 C.B. 242, 242-43; see S. WErrHORN, supra note 6, § 41.04, at 4155, 41-56.
51. See Rev. Rul. 68-374, 1968-2 C.B. 242.
52. Id.
53. Id. at 243. Situations in which persons who purchase pharmaceuti6al supplies from an exempt hospital are considered "patients" for purposes of determining whether the hospital is engaged in unrelated business include:
(1) A person admitted to a hospital as an inpatient.
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the-street purchaser who is not a patient, the hospital contributes
no more to the community's health needs than the local pharmacy.5 4 Forbes would not only be in competition with neighboring
drug stores, but would also have an unfair competitive advantage
because of its exempt status. 55 Congress' intent in enacting the
unrelated business income tax was to eliminate unfair competition. 56 Revenue Ruling 68-37457 implements this congressional in58
tent with regard to hospital pharmaceutical sales to nonpatients.
Forbes owns an adjacent medical office building in which it
leases office space to those members of its medical staff who find it
59
convenient to locate their private practice close to the hospital.
Forbes operates the other of its two pharmacies in this office building for the convenience of those persons visiting their private physicians in the building. 60 The income of the pharmacy is primarily
from the sale of prescription and nonprescription pharmaceutical
supplies to those persons.
Since pharmaceutical supplies are purchased from this pharmacy as an incident to the purchaser's visit to his private physi(2)

A person receiving general or emergency diagnostic, therapeutic,
or preventive health services from out-patient facilities of a hospital.

(3)

A person directly referred to the hospital's outpatient facilities by
his private physician for specific diagnostic or treatment procedures.

(4)

A person refilling a prescription written during the course of his
treatment as a patient of the hospital.

(5)

A person receiving medical services as part of a hospital administered home care program.

(6)

A" person receiving medical care and services in a hospital-affiliated extended care facility.
Rev. Rul. 68-376, 1968-2 C.B. 246; see Carle Foundation v. United States, 41 Am.FED.
TAX. REP. 2d (P-H) 78-1278 (E.D. Ill. 1978) (broadening the scope of "patient" as
defined in Rev. Rul. 68-376, 1968-2 C.B. 246, to cover patients of a hospital related
clinic as well).
54. Bromberg, When Are Drug Sales by Hospitals Taxed as Unrelated Business
Income?, 30 J. TAX. 248, 249 (1969).
55. See id. at 249.
56. H. REP. No. 2319, 81st Cong., 2d Sess. -, -, reprintedin 1950-2 C.B. 380, 409;
S. REP. No. 2375, 81st Cong., 2d Sess. -, -, reprinted in [19501 U.S. CODE CONG.
SERV. 3053, 3081; see Bromberg, supra note 54 at 249.
57. Rev. Rul. 68-374, 1968-2 C.B. 242.
58. Bromberg, supra note 54, at 249.
59. See Charlotte Hungerford Hospital v. Mulvey, 225 A.2d 495, 497 (1966) (stating the modern trend is to provide private offices for rental to staff members).
60. Because of the growing trend toward maximizing health manpower, the
satellite pharmacy (a branch of the main pharmacy) is becoming more important.
Bromberg, supra note 54, at 249.
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cian, rather than as an incident to his use of any hospital facilities,
these sales cannot be considered a trade or business that is carried
on by Forbes primarily for the convenience of its patients under
section 513(a) (2).61 In addition, since these customers are not hospital patients, there is no substantial causal relationship between
the achievement of Forbes' exempt purposes and the sale of pharmaceutical supplies to them. 62 Therefore this activity is not substantially related, under section 513, to the exercise or
63
performance of Forbes' exempt functions and would be taxed.
These pharmaceutical sales will be taxed unless the purchaser
falls within one of those situations where he or she would be considered a patient according to Revenue Ruling 68-376.64
PARKING LOT

Because visitation is considered to be supportive therapy and
part of patient treatment, Forbes is concerned with providing adequate visitor parking facilities. Since Forbes had a serious
shortage of parking space, it constructed a parking lot for visitors
and patients next to its main building. A fee is charged for the use
of the parking spaces.
The income from the use of the parking lot would generally not
be subject to the unrelated business income tax.65 Since visitation
of patients assists in patient treatment and encourages their recovery, the hospital could not operate with maximum effectiveness in
serving the public without adequate parking facilities. 66 Therefore, providing parking facilities contributes importantly to the acexempt purpose and is not
complishment of the hospital's
67
unrelated business income.
GIFT SHOP
Forbes has a gift shop which sells candy, newspapers, books,
61. Rev. Rul. 68-375, 1968-2 C.B. 245, 246.
62. Id.
63. Id.
64. See generally Rev. Rul. 68-376, 1968-2 C.B. 246.
65. Rev. Rul. 69-269, 1969-1 C.B. 160, 161. But see I.R.S. Letter Ruling No. 7841061
(1978) (income from a parking garage which served, among others, private patients
of doctors was unrelated business income).
66. Rev. Rul. 69-269, 1969-1 C.B. 160, 161; see Ellis Hospital v. Fredette, 279
N.Y.S.2d 925, 927 (1967) (motivation for the operation of a hospital parking lot was to
provide necessary services and facilities and therefore the profits did not constitute
unrelated trade or business).
67. Rev. Rul. 69-269, 1969-1 C.B. 160, 161. If Forbes were to lease unused parking
spaces in its lot to the general public, the income would probably be subject to
taxation. Kannry, How Hospitals Can Minimize Their Potential Exposure To The
Unrelated Business Income Tax, 43 J. TAx. 166, 167 (1975).
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magazines, flowers, and other small gift items. It also operates a
gift cart that is taken through the hospital. The shop is generally
patronized by patients, visitors making purchases for patients, and
hospital employees.
By providing this facility for the improvement of the physical
and mental well-being of its patients, Forbes is carrying on an activity which encourages their recovery and therefore contributes
importantly to its exempt purpose of providing health care to the
community.6 8 Because it is to Forbes' advantage to keep its employees and medical staff on the premises during the working day,
the sale of these items by the gift shop increases the hospital's effi69
ciency and also contributes importantly to its exempt purpose.
For these reasons the income from this operation would not be
70
subject to the unrelated business income tax.

CAFETERIA AND COFFEE SHOP

Forbes operates a cafeteria and coffee shop on the first level of
its main building which is used mainly for its employees and medical staff. This permits Forbes' personnel to eat at the hospital and
be available for emergencies or other hospital duties. Visitors are
permitted to use the cafeteria and coffee shop. The general public,
however, is not encouraged to use these facilities, and Forbes does
not externally advertise them.
This type of activity would not generally constitute an unrelated trade or business within the meaning of section 513.71 The
maintenance of the cafeteria and coffee shop for its employees and
medical staff allows the hospital to operate more efficiently and
contributes importantly to its exempt purpose. 72 By permitting
visitors to Use the cafeteria and coffee shop, Forbes enables them
to spend more time with patients, which consequently contributes
73
to Forbes' exempt purpose.
If Forbes were to open the cafeteria and coffee shop to the general public and encourage public use of it through advertising, the
revenue from the general public use would have to be segregated
from other receipts and thus would probably be taxable. 74 Where
68. Rev. Rul. 69-267, 1969-1 C.B. 160, 160.
69. Id.
70. Id. See also Rev. Rul. 71-581, 1971-2 C.B. 236, revoking Rev. Rul. 68-439, 19682 C.B. 239 (operation of a separately incorporated thrift shop may qualify for exemption under I.R.C. § 501(c) (3)).
71. Rev. Rul. 69-268, 1969-1 C.B. 160, 160.
72. Id.
73. Id.
74. Kannry, supra note 67, at 167.
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tax exempt organizations compete with taxable entities in serving
the public, without directly aiding their exempt function, they are
75
subject to the tax.
INVESTMENT ACTIVITIES

Forbes has made sizeable investments using funds donated by
several local prominent citizens. It has also been assigned the royalties from a medical book written by a retired staff physician.
Forbes receives substantial income from dividends, interest, and
annuities. It has also recently had significant capital gains due to
the liquidation of several of its portfolio stocks.
The investment income of an exempt hospital is generally not
subject to tax. 76 The types of investment income generally free of
tax are dividends, interest, annuities, royalties, certain rents, and
capital gains from the sale of investment assets. 77 But if the investment income is derived from debt-financed property, it is
treated as taxable unrelated business income in the proportion
bears to the
that the property's average acquisition indebtedness
78
basis.
adjusted
property's
the
of
amount
average
Since Forbes' investment income is not from investments
which were acquired with borrowed funds, this income is nontaxable.79 Forbes' royalty income would be nontaxable even in a situation where the property producing the royalty does not contribute
80
to the organization's exempt purpose or function.
75. See Treas. Reg. § 1.513-1(b) (1967).
76. I.R.C. §§ 512(b)(1), (2), (5); Treas. Reg. §§ 1.512(b)-l(a), (b), (d) (1958); see
S. REP. No. 95-762, on Pub. L. 95-345, reprinted in [19781 U.S. CODE CONG. & AD.
NEWS 1286, 1290.
77. I.R.C. §§ 512(b)(1), (2), (3), (5); Treas. Reg. §§ 1.512(b)-l(a) to (d) (1958); 6
MERTENS, supra note 4, § 134.14a at 92.
78. I.R.C. § 512(b)(4); S. REP. No. 95-762, reprintedin (19781 U.S. CODE CONG. &
AD. NEWS 1286, 1290.
79. I.R.C. §§ 512(b)(1), (2), (4), (5). However, with respect to taxable years beginning after December 31, 1969, Treas. Reg. §§ 1.512(b)-1(a), -(b) (1958), provide
that income from debt-financed property may be included as unrelated business
income if the payor is a "controlled organization." Id.
80. Rev. Rul. 69-430, 1969-2 C.B. 129, 130. Since the essential distinction which
the I.R.S. is seeking to establish is between "active" and "passive" income, it is not
surprising to see a ruling, Rev. Rul. 69-430, 1969-2 CB. 129, holding that when an
exempt organization, which would be subject to unrelated business taxation (if it
published, distributed and sold a book that did not contribute importantly to its
exempt purposes) transfers the publishing rights to a commercial publisher in return for royalities, the royalty income qualifies for exclusion from unrelated business taxation under I.R.C. § 512(b)(2). S. WErrHORN, supra note 6, § 42.04[2] at 4229, 42-30.
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RENTAL INCOME

Forbes has built two medical office buildings on two parcels of
land adjacent to its main hospital building and parking lot. It specifically borrowed the funds in order to finance the construction of
both buildings.
The first of the two buildings was constructed by Forbes for its
staff doctors to encourage them to maintain their private medical
practices near the hospital. The building is subject to a mortgage
incurred when it was constructed. Forbes leases offices in the
building to the doctors to carry on their private practices. Under
the terms of the lease, the various specialists among the doctors
are responsible for providing all diagnostic and therapeutic procedures, such as anesthesiology and radiology, to all patients. The
contract also requires that the group operate the hospital's emergency room on a twenty-four hour basis. Doctors who do not have
staff privileges in the hospital are not accepted as tenants. The
term of the leases, including their option to renew, is usually for
more than five years. The lease can be terminated earlier, however, if a tenant ceases to be on the medical staff.
The rental income received by Forbes from these business
leases 8' would not be subject to the unrelated business income
tax.8 2 Sections 512 and 514 of the Code provide that income from
all debt-financed property, which is unrelated to the organization's
exempt function, is subject to the unrelated business income tax in
the proportion in which the property is financed by debt. 83 These
sections define debt-financed property to include all income-producing property-real estate, tangibles, corporate stock-to which
there is an acquisition indebtedness 84 at any time during the taxable year. 85 Excepted from the definition, however, is property in
which substantially all of the use is related to the exempt purpose.86 As long as eighty-five percent of the use is related to the
exempt purpose, the property does not fall within the definition of
81. See Treas. Reg. § 1.514(f)-l-(a) (1972). A business lease is any lease for a
term of more than five years of real property by an organization subject to section
511 if at the close of the organization's taxable year there is a business lease indebtedness as defined in I.R.C. § 514(g) and Treas. Reg. § 1.514(g)-a with respect to such
property. Treas. Reg. § 1.514(f)-l-(a) (1972).
82. See Rev. Rul. 69-463, 1969-2 C.B. 131, 131; Rev. Rul. 69-464, 1969-2 C.B. 132, 132.
83. I.R.C. §§ 512(b)(4), 514(a)(1).
84. See Treas. Reg. §§ 1.514(c)-1(a)-(1), (2) (1958) (defining acquisition indebtedness and illustrating the application of it with various examples); Rev. Rul. 77-72,
1977-1 C.B. 157, 157-58 (defining acquisition indebtedness).
85. I.R.C. § 514(b) (1). For a discussion of the amount of income subject to tax
and required to be included in the computation of unrelated business income, see
id. §§ 514(a)(1), (2); Treas. Reg. § 1.514(a)-i (1958).
86. I.R.C. § 514(b) (1) (A) (i). For a discussion of the tax consequences of leas-
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debt-financed property. 87 Therefore, to avoid taxation, Forbes
must show that the leasing of this office space contributes importantly to its exempt purpose.
Forbes can demonstrate that as a result of having some of its
staff practice medicine in these offices near the hospital, greater
use is made of the hospital's diagnostic facilities, patient admissions are easier, and the doctors services are more readily available for outpatient and inpatient emergencies. This arrangement
also facilitates carrying out their everyday medical duties in the
hospital, makes attendance at staff meetings easier, and helps to
increase their participation in the hospital's medical education and
research programs.
Because Forbes can demonstrate these factors, the leasing of
its office space under the circumstances described above contributes importantly to the hospital's exempt functions by increasing
its efficiency, encouraging fuller use of its facilities and improving
the overall quality of its patient care. 88 Since this building is
leased only to doctors who have staff privileges, the leases further
Forbes' exempt function. 89 Consequently, these leases come
within the provisions of section 514(b) (3) (A) (i) of the Code and
are not business leases subject to taxation. 90
The other office building is leased to nonstaff doctors. As
noted above, this building is also subject to an acquisition indebtedness. These doctors are not required to perform any services for
the hospital as a condition of their leases. Unless Forbes can show
that eighty-five percent of the use of this building is related to
Forbes' exempt purpose, the building will be considered debtfinanced property, and the rental income from it will be subject to
91
tax.
All of a hospital's activities will have a causal relationship to
the achievement of exempt purposes, but not necessarily a substantial relationship. 92 Since this building is leased only to nonstaff doctors, the only aid to the achievement of the exempt
purpose is the receipt of additional income. This relationship is
ing property not subject to an acquisition indebtedness, see 6 MERTENS, supra note
4, § 34.14a at 93-95.
87. Treas. Reg. § 1.514(b)-l(b) (1) (ii) (1958). For taxable years beginning after
December 31, 1969, rent received from a "controlled organization" is included in the
computation of unrelated business income. Treas. Reg. § 1.512 (b)-1(c) (2) (i) (1958).
88. Rev. Rul. 69-464, 1969-2 C.B. 132, 132.
89. Id.
90. Id.
91. Treas. Reg. § 1.514(b)-l(b)(1)(ii) (1958).
92. Kannry, supra note 67, at 168.
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insufficient. 93 Consequently, the rental income from this building
would be subject to taxation.
DUAL USE FACILITIES

In order to generate goodwill and to permit the use of otherwise unused facilities, Forbes allows some of its facilities to be
used by other organizations or by other hospitals. The income
from many of these so-called dual use facilities is often not subject
94
to the unrelated business income tax.
Treasury regulation 1.513-1(d) (4) (iii) 95 sets forth the position
of the IRS with respect to a dual use of assets or facilities. 96 This
regulation states that in certain cases an asset or facility necessary
to the conduct of exempt functions can also be employed in a commercial endeavor. 97 Mere use of the asset or facility in exempt
functions does not, by itself, make the income from the commercial
endeavor gross income from related trade or business. 98
Cooperative Services
Like many other hospitals, Forbes has set up cooperative arrangements with several smaller hospitals to which it provides a
number of services. Since it is often not practical for small hospitals to perform certain essential services directly, they have relied
on larger hospitals to perform these services for a fee.
Congress believed that cooperative arrangements of this type
should be encouraged since they often result in cost savings to the
hospital and its patients and are not in substantial competition
with nonexempt organizations.9 9 Consequently, section 513(e) excludes the income realized by an exempt hospital for the performance of, for another hospital, the services described in section
501(e)(1)(A). 10 0 These services consist of data processing,
purchasing, warehousing, billing and collection, food, laboratory,
93. Treas. Reg. § 1.513-1(d)(1) (1967). This regulation states that a trade or
business is "related" to exempt purposes only when the conduct of the business
activities has a causal relationship to the achievement of exempt purposes--other
than through the production of income. Id.
94. Treas. Reg. § 1.513-1(d) (4) (iii) (1967).
95. Id.
96. Id.
97. Id.
98. Id.
99. JOINT COMM. ON TAx. 94th Cong., 2d Sess., General Explanationof the Tax
Reform Act of 1976, 1, 421, reprinted in 1976-3 (vol. 2) C.B. 13, 433. The I.R.S. had
previously ruled that the income received by an exempt hospital from its laundry
service was unrelated business income. Rev. Rul. 69-633, 1969-2 C.B. 121, 122.
100. I.R.C. § 513(e).
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industrial engineering, printing, record center, communications,
clinical services, and personnel (including selection, testing, training, and education of personnel). 10 1 The income from these services is exempt provided: the services are furnished solely to
hospitals that have facilities to serve not more than one hundred
inpatients; the services, if performed by the recipient hospital on
its own behalf, would constitute exempt function activities; and
the fee or cost for such services does not exceed the actual cost of
providing them, including straight-line depreciation and a reasonable amount for return on capital goods used in providing the services. 10 2 In addition, Congress intended that the IRS not require
hospitals providing these services to keep detailed records as long
as the fees charged reasonably approximate the cost of providing
10 3
these services.
Besides the services performed for other hospitals, Forbes operates a consolidated billing program for services rendered to hospital patients by non-hospital personnel. In addition to a hospital
bill, a patient generally receives separate billings from physicians
and surgeons, anesthesiologists and other specialist and independent contractors for services rendered to the patient while at the
hospital. Forbes consolidates all these separate bills into a single
billing given to the patient. When it collects the payments, Forbes
retains a portion of the amounts as a fee. These billings provide
revenues in excess of Forbes' expense of operating this billing
service.
The IRS has ruled that such a billing service is operated for
the convenience of patients and doctors and that it therefore is related to the exempt purpose of the hospital. 10 4 Consequently, the
income realized by Forbes from this service does not constitute
unrelated trade or business income.
Mailing Services
Forbes obtains much of its financial support from an annual
101. Id. § 501(e) (1) (A). The Court of Claims, rejecting the conclusion of Rev.
Rul. 69-160, 1969-1 C.B. 147, has ruled that a shared laundry service organization
operated by tax exempt member hospitals can itself be tax exempt. The fact that
laundry services are not one of I.R.C. § 501(e)'s specifically listed functions does not
bar the organization from qualification under the general tests of I.R.C. § 501(c) (3).
Nor was the organization a "feeder organization." Northern Calif. Central Serv. Inc.
v. United States, 43 AM. FED. TAX REP. 2d (P-H) 79-547, 79-549, -550, 79-551, -552 (Ct.
Cl. 1979).
102. I.R.C. § 513(e).
103. Jonr COMM. ON TAx. 94th Cong., 2d Sess., General Explanation of the Tax
Reform Act of 1976, 1, 422, reprinted in 1976-3 (vol. 2) C.B. 13, 434.
104. See Rev. Rul. 69-463, 1969-2 C.B. 131.
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fund-raising campaign through mail solicitations. It owns automatic mailing equipment, operated by full-time staff, but used only
twenty-five percent of the time for fund-raising activities. The remainder of the time the equipment is used on a profit making basis
to provide mailing services to other profit and nonprofit organizations.
When an asset like this, which is necessary to the conduct of
the exempt function, is also used to produce income, it must be
determined "whether the activities productive of the income in
question contribute importantly to the accomplishment of exempt
purposes.' ' 0 5 The performance of mailing services for other organizations does not contribute importantly and is therefore an unrelated trade or business.10 6 Any net income derived from providing
this mailing service is subject to taxation since the operation of it
10 7
does not further Forbes' exempt purposes.
Research Facilities
Forbes is able to utilize its research facilities more efficiently
by performing research on a continual basis for Amco Drug Corporation.
Research income is generally included in the computation of
unrelated business income. 0 8 There are, however, three exceptions, 0 9 one of which specifically applies to hospitals. 1 0 Section
512(b)(8)"' excludes from the tax all income derived from research undertaken for another entity and all deductions directly
connected with such income. 112 Consequently, none of Forbes' research income would be taxable.
Securities Lending
In order to increase the current yield on its investments,
Forbes loans a part of its investment portfolio to a brokerage firm.
105. Treas. Reg. § 1.513-1(d)(4)(iii) (1967); see S. WEITHORN, supra note 6,
§ 41.03151 at 41-40, 41-41.
106. Rev. Rul. 68-550, 1968-2 C.B. 249, 250. See also Rev. Rul. 72-431, 1972-2 C.B.
281, 282.
107. Rev. Rul. 68-550, 1968-2 C.B. 249, 250.
108. See I.R.C. § 512(a)(1). This section states that the income from any regularly carried on unrelated trade or business is unrelated business income, except as
otherwise provided in that section. Id. With the exception of the three types of
research listed in I.R.C. §§ 512(b)(7)-(9), general research is not among the exceptions in I.R.C. § 512. Id.; see Rev. Rul. 76-296, 1976-2 C.B. 141, 142-43.
109. I.R.C. §§ 512(b)(7)-(9); Treas. Reg. § 1.512(b)-l(f) (1958).
110. I.R.C. § 512(b)(8); Treas. Reg. § 1.512(b)-l(f)(2) (1958); see Rev. Rul. 54-73,
1954-1 C.B. 160, 162.
111. I.R.C. § 512(b)(8).
112. Id.; see 6 MERTENS, supra note 4, § 34.14a at 97.
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The broker generally uses these securities to cover short sale
transactions or failures to receive securities from a seller in a
timely fashion. When the broker receives the loaned securities, he
deposits with Forbes, as collateral for the loan, cash in an amount
equal to the current market value of the securities. The collateral
is adjusted daily as the market price of the securities fluctuates.
The contract provides that when this arrangement terminates the
broker must deliver certificates representing the same number and
kind of securities as those loaned. Forbes must return the cash
collateral. If the broker fails to deliver the appropriate certificates,
Forbes may keep the collateral. During the course of this contract,
the broker pays Forbes an amount equal to the dividends or interest which Forbes would have received from the transferred securities. Forbes is also allowed to invest the collateral from the broker
and retain the income.
Because of the passive nature of this investment activity and
its clearly noncompetitive nature, it would seem clear that no tax
consequences should result from loaning the securities. 113 Prior to
5
Revenue Ruilng 78-88114 this remained an unresolved issue."
This ruling, however, held that the income from this type of transaction is not subject to tax under section 511 of the Code, 1 6 In
reaching its decision, the IRS reasoned that section 512(b) (5)117
was amended in 1976 to exclude the gain from an organization's
investment activities from the lapse of put and call options granted
with respect to the organization's securities. 118 Congress thought
it was inappropriate for the income from these lapsed options to be
taxed as unrelated business income merely because it would be
characterized as ordinary income under section 1234.119
In concluding that the type of transaction described above is
not income from unrelated trade or business, Revenue Ruling 78113. See S. WErrHORN, supra note 6, § 41.02[11 at 41-15; S. REP. No. 95-762, 95th
Cong., 2d Sess. -, -, reprinted in [19781 U.S. CODE CONG. & AD. NEWS 1286, 1294.
This report states that when securities constitute inventory or are being held for
sale to customers in the ordinary course of business then these activities go "beyond the concept of production of investment income that is intended to be exempted or treated as passive income." Id.; 6 MERTENS, supra note 4, § 34.14a at 92.
114. Rev. Rul. 78-88, 1978-1 C.B. 163.
115. See S. WEITHORN, supra note 6, § 41.02[11 at 41-14 to -19.
116. Rev. Rul. 78-88, 1978-1 C.B. 163, 163-64.
117. I.R.C. § 512(b)(5). This section excludes an organization's capital gains
from the unrelated business income tax computation. Id.
118. Rev. Rul. 78-88, 1978-1 C.B. 163, 164.
119. S. REP. No. 94-1172, 94th Cong., 2d Sess. 3, 4, reprinted in [19761 U.S. CODE
CONG. & AD. NEWS, 2114, 2116. The Committee Report also states that "[tiaxing
such income is inconsistent with the generally tax-free treatment accorded to exempt organizations' income from investment activities." Id.
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88120 stated that this legislative history of section 512(b) (5)121 indicated that Congress did not intend for ordinary or routine investment activities of an exempt organization in connection with its
securities portfolio to be unrelated business income. 122 Consereceived by Forbes from this activity would
quently, the income
23
not be taxed.'
PENSION AND PROFIT-SHARING PLAN

Forbes participates in a qualified pension and profit-sharing
plan.
A pension and profit-sharing plan qualified under section
401(a) 124 is generally exempt from federal income tax under section 501(a). 125 But where the plan has income from property acquired with borrowed funds, this income is subject to the
unrelated business income tax.' 26 In Elliot Knitwear Profit Sharing Plan v. Commissioner,127 the tax court held that income from
securities purchased on margin by a qualified profit-sharing plan
was taxable even though it was used only to benefit plan participants and beneficiaries. 12 8 The plan was construed to be property
acquired with borrowed funds.' 29 Consequently, if Forbes' plan receives income from property acquired with borrowed funds, such
income will be taxed.
HEARING AIDS

Forbes tests and evaluates the hearing of its patients with
hearing deficiencies, and then recommends an appropriate hearing
aid. Forbes' patients may then purchase the hearing aid. Forbes
fits the hearing aids to insure maximum correction or alleviation of
hearing deficiencies.
Because the sale of hearing aids is an integral part of Forbes'
program to test and evaluate patients with hearing deficiencies,
120.
121.
122.
income
123.

Rev. Rul. 78-88, 1978-1 C.B. 163.
I.R.C. § 512(b)(5).
Rev. Rul. 78-88, 1978-1 C.B. 163, 164. Rev. Rul. 78-88 also held that this type of
is not related debt-financed income under I.R.C. § 514. Id.
Rev. Rul. 78-88, 1978-1 C.B. 163, 164. The result of this revenue ruling was

subsequently codified by Congress. See I.R.C. § 512(b)(1); S. REP. No. 95,762, 95th
Cong., 2d Sess. -, -, reprinted in [1978] U.S. CODE CONG. & AD. NEWS 1286, 1292
(citing Rev. Rul. 78-88 and concurring in its rationale).
124. I.R.C. § 401(a).
125. Id.§ 501(a).
126. Id. § 514(b)(1); Treas. Reg. § 1.514(b)-1 (1958).
127.

[19791 TAX CT. REP. (CCH) 2826 (Feb. 12, 1979).

128.
129.

Id. at 2831.
Id.
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the sale of hearing aids to its patients under these circumstances is
substantially related to the purpose of Forbes' exemption. 130 The
income from the sales is, therefore, not unrelated trade or business
13 1
income.
CONCLUSION
The purpose of this article has been to demonstrate how the
unrelated business income tax affects hospitals. Hopefully this
will aid the hospital decision-maker when faced with the unknown
tax consequences of his business decisions. The hospital which
patterns its other business activities after the examples shown
should be able to successfully avoid the unrelated business income tax.
The result in the majority of cases and revenue rulings has
turned on whether the business activity is substantially related to
the exempt purpose of the hospital. Since the hospital's exempt
purpose is to provide health care to the community, where the activity contributes importantly to this end without resulting in unfair competition, the activity generally is held to be substantially
related. It appears that business activities contribute importantly
to the exempt purpose and the unrelated business income tax will
consequently not be imposed, where the activity is designed to or
in some way eases patient care or facilitates patient visitation.
If it has been decided that the unrelated business income tax
applies, there still remains the problem of determining the amount
of income subject to the tax. 3 2 Merely because an activity is subject to the unrelated business income tax, however, should not deter the hospital from engaging in that activity. It is far better to
receive income subject to taxation than it is to not engage in the
activity and receive no income at all.
Nicholas K. Niemann-'81

130. Rev. Rul. 78-435, 1978-2 C.B. 181, 181.
131. Id.
132. Unrelated business income of section 501(c) (3) exempt hospitals is taxed
at corporate rates. I.R.C. § 511(a)(1). The corporate tax rates and corresponding
brackets were lowered by the 1978 Revenue Act and range from seventeen percent
to forty-six percent. Revenue Act of 1978, § 301, Pub. L. No. 95-600, 92 Stat. 2767, 2820,
reprintedin 1978-3 (vol. 1) C.B. 1, 54. These lower bracket corporate rate reductions
lessen the severity of the unrelated business income tax.

