Journal of Air Law and Commerce

Volume 50 | Issue 4 Article 12

1985

Exceptions to the Term Unrelated Trade or Business under
Section 513(a)

Carla A. Neeley

Recommended Citation

Carla A. Neeley, Exceptions to the Term Unrelated Trade or Business under Section 513(a), 50 J. AR L. &
CoMm. 837 (1985)

https://scholar.smu.edu/jalc/vol50/iss4/12

This Article is brought to you for free and open access by the Law Journals at SMU Scholar. It has been accepted
for inclusion in Journal of Air Law and Commerce by an authorized administrator of SMU Scholar. For more
information, please visit http://digitalrepository.smu.edu.


https://scholar.smu.edu/jalc
https://scholar.smu.edu/jalc/vol50
https://scholar.smu.edu/jalc/vol50/iss4
https://scholar.smu.edu/jalc/vol50/iss4/12
https://scholar.smu.edu/jalc/vol50/iss4/12?utm_source=scholar.smu.edu%2Fjalc%2Fvol50%2Fiss4%2F12&utm_medium=PDF&utm_campaign=PDFCoverPages
http://digitalrepository.smu.edu/

EXCEPTIONS TO THE TERM “UNRELATED TRADE
OR BUSINESS” UNDER SECTION 513(a)

CARLA A. NEELEY*

I. INTRODUCTION

NUMEROUS CATEGORIES of organizations are eligi-
ble for exemption from income taxation under sub-
chapter F of the Internal Revenue Code.! Despite the
exemption, however, charities and other exempt organi-
zations are taxed on income from their unrelated business
endeavors. Specifically, a tax is imposed on the unrelated
business taxable income of otherwise exempt organiza-
tions.? Unrelated business taxable income has three com-
ponents: gross income subject to the tax; the deductions
directly connected with the production of such income;
and various modifications which are taken into account in
computing the tax.

The income subject to the tax is the gross income from
an unrelated trade or business regularly carried on by the
organization.® Three criteria must be satisfied in order
for the income to be subject to the tax. First, the income

(X1

must be income from a trade or business, that is, “any

* B.A., Duke University, 1974; J.D. University of Florida, 1976; Assistant Pro-
fessor of Law, Southern Methodist University. The author wishes to acknowledge
the assistance of Frederic C. Liskow in connection with the research of this article.

' LR.C. §§ 501-528 (1967 and Supp. 1984). Unless otherwise provided, all ref-
erences to the Internal Revenue Code, to the Code or to specific sections refer to
the Internal Revenue Code of 1954, as amended.

2 LR.C. § 511(a) (Supp. 1984). See generally J. GaLLoway, THE UNRELATED
BusiNEss INCOME Tax (1982). For other examples of the taxation of exempt orga-
nizations, see IL.R.C. § 501(b) (Supp. 1984).

s LR.C. § 512(a) (Supp. 1984).
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activity carried on for the production of income from the
sale of goods or performance of services.”* Second, the
trade or business must be regularly carried on.? Finally,
the trade or business must be an unrelated trade or busi-
ness. A business of an exempt organization 1s considered
unrelated if it is “‘not substantially related (aside from the
need of such organization for income or funds or the use
it makes of the profits derived) to the exercise or perform-
ance by such organization of its charitable, educational,
or other purpose or function constituting the basis for its
exemption. . . .”’®

Expenses and other items allowed under the income tax
provisions of the Code are deductible in computing unre-
lated business taxable income only if they are directly con-
nected with the conduct of the business.” Section 512(b)
contains several modifications that are applied in comput-
ing the tax. Section 512(b) specifically excludes divi-
dends, interest, annuities, royalties, certain rents from
real property and gains and losses from the sale of prop-
erty in order to clarify that passive income from invest-
ments is not subject to the tax.® Income from certain
types of research is also excluded.?

The Revenue Act of 1950 enacted the unrelated busi-
ness income tax.'® Prior to the inception of the tax, unre-
lated business activities of exempt organizations were not
subject to taxation.'' In addition, under prior law, a
“feeder” organization that conducted a business as its
sole activity was eligible for exempt status so long as all of

+ LR.C. § 513(c) (Supp. 1984). See also Treas. Reg. § 513-1(b) (1967).

s LR.C. § 513(c). See also Treas. Reg. § 513-1(c) (1967).

¢ LR.C. § 513(a) (1967 and Supp. 1984). Se¢ also Treas. Reg. § 1.513-1(d)
(1967). A business is considered a related business if it has a substantial causal
relationship to the accomplishment of the organization’s exempt purposes and
contributes importantly to those purposes. § 1.513-1(d)(2) (1967).

7 LR.C. § 512(a)(1) (Supp. 1984).

s LR.C. § 512(b)(1)-(3), (5) (1967 and Supp. 1984).

s Id. at (7)-(9).

10 Revenue Act of 1950, ch. 944, § 301(a), 64 Stat. 906, 949.

" E.g., Trinidad v. Sagrada Orden de Predicadores, 263 U.S. 578 (1924).
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its profits were payable to a charitable organization.'?
The business activities of charities received considerable
public and scholarly attention.'”® The primary objection
to the conduct of commercial activities by charities was
that their business activities resulted in unfair competition
with taxable enterprises.'* The unrelated business in-
come tax was intended to eliminate the conduct of unre-
lated businesses by exempt organizations as a source of
unfair competition with private enterprise.'> Addition-
ally, the income from ‘““feeder” organizations was not eli-
gible for exemption.'®

The 1950 Act contained three exceptions to the term
unrelated trade or business. Expressly excepted from the
scope of the tax were businesses carried on largely by vol-
unteers, businesses conducted by charities primarily for
the convenience of members, students, patients and
others, and businesses which consist of the sale of
donated merchandise. The exceptions were inserted into
the Code with little comment in the legislative history.!?
Presumably, Congress did not believe that the businesses
covered by the exceptions were subject to the competitive
abuses sought to be eliminated by the Act. It also ap-
peared that Congress wished to exclude from taxation
certain business activities such as thrift shops that had tra-
ditionally been operated by charitable institutions. The
three exceptions are continued in the present statute.!®

2 E.g., C.F. Mueller Co. v. Comm’r, 190 F.2d 120 (3d Cir. 1951), rev’g 14 T.C.
922 (1950); Roche’s Beach, Inc. v. Comm'r, 96 F.2d 776 (2d Cir. 1938).

13 E.g. Blodgett, Tax Status of Business Activities of Charities Prior to the Revenue Act of
1950, 9 N.Y.U. InsT. oN FED. Tax’n 885 (1951).

14+ See Rensselaer Polytechnic Inst. v. Comm'r, 732 F.2d 1058, 1061 (2d Cir.
1984). Ciritics argued that charities could expand their businesses using tax-free
profits, while the expansion of the nonexempt competitors was limited to after-tax
profits. S. REp. No. 2375, 81st Cong., 2d Sess. 28 (1950). Another source of
concern was the loss of tax revenues from businesses operated by and for charita-
ble organizations.

15 732 F.2d at 1061.

15 See LR.C. § 502(a) (1982).

7 See S. ReEp. No. 2375, 81st Cong., 2d Sess. 29 (1950); H. R. Rep. No. 2319,
82st Cong., 2d Sess. 110 (1950).

W LR.C. § 513(a) (1982). The predecessor to § 502 pertaining to feeder orga-
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Exempt organizations are often advised to structure un-
related business activities to take advantage of the excep-
tions to the term unrelated trade or business under
section 513(a). A 1983 report of the Small Business Ad-
ministration, however, advocated repeal of the conven-
ience exception on the ground that businesses covered by
the exception compete unfairly with similar taxable busi-
nesses.'® Despite the importance of the exceptions to
many exempt organizations and the concern of the Small
Business Administration, the exceptions are rarely treated
in a comprehensive fashion.?°

The purpose of this article is to examine the operation
of the three exceptions under section 513(a). The princi-
pal issues arising under each provision will be described
and analyzed. This article will also evaluate the cases and
rulings applying the exceptions in order to determine
whether they have been applied consistently with the in-
tent of the unrelated business income tax or used in a
manner that undermines the purpose of the tax.

It should be noted that subsequent to the Revenue Act
of 1950 additional exceptions to the term unrelated trade
or business were added to the Code. The Tax Reform Act
of 1976 expressly excepted from the ambit of the tax the
conduct of certain entertainment events at fairs and expo-
sitions,?! the conduct of convention and trade shows by
certain exempt organizations?? and the performance of

nizations did not contain the exceptions. See Veterans Found. v. United States,
178 F. Supp. 234, 238-39 (D. Utah 1959), afd, 281 F.2d 912 (10th Cir. 1960). To
provide for consistent treatment of similar activities carried on by exempt organi-
zations as part of their activities and by feeder organizations, exceptions identical
to those found in § 513(a) were added to § 502, effective for taxable years begin-
ning after January 1, 1970. Tax Reform Act of 1969, Publ. L. No. 91-172,
§ 121(b) (7), 83 Stat. 487, 542.

19 U.S. SMALL BUSINESS ADMINISTRATION, UNFAIR COMPETITION BY NONPROFIT
ORGANIZATIONS WITH SMALL BUSINESSES: AN Issue FOR THE 1980s 44 (1983)
[hereinafter cited as S.B.A. Report].

2 For discussions of the exceptions, se¢ B. HoPKINS, THE LAw OF TAX-EXEMPT
ORGANIZATIONS 677-81 (4th ed. 1982); J. GALLOWAY, supra note 2, at 42-51.

21 Pub. L. No. 94-455, § 1305(a), 90 Stat. 1520, 1716-17 (codified at L.R.C.
§ 513(d)).

22 [,
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certain services for small hospitals.?®* In 1978, Congress
enacted an exception for certain bingo games, effective
for taxable years beginning after 1969.2¢* These provi-
sions were enacted in response to attempts by the Internal
Revenue Service to tax activities that Congress deemed
properly outside the scope of the unrelated business in-
come tax. The later exceptions are not treated in this
article.

II. THE VOLUNTEER EXCEPTION

Section 513(a)(1) applies to any trade or business in
which “substantially all the work in carrying on such trade
or business is performed for the organization without
compensation.”?® Of the three exceptions to the term un-
related trade or business under section 513(a), the volun-
teer exception has received the most extensive treatment
in the cases and rulings. It has been applied in a variety of
contexts, including the conduct of bingo games,?° the sale
of raffle and lottery tickets,?” the performance of genea-
logical research,?® management®® and consulting serv-
ices,® and the sale of records,?' cookbooks,*? clothing,??
and food.** Application of the volunteer exception re-
quires a thorough understanding of the operative terms
used in section 513(a)(1). The key terms are “‘substan-

# Jd at § 513(e).

24 § 1311(a), 90 Stat. 1729-30, (codified at L.R.C. § 513(e)).

25 L R.C. § 513(a)(1).

26 L.R.S. Ltr. Rul. (CCH) 7806039 (Nov. 9, 1977).

27 276 LR.S. Ltr. Rul. (CCH) 8215033 (Jan. 15, 1982); 162 LR.S. Ltr. Rul.
(CCH) 8013050.

= 273 LR.S. Ltr. Rul. (CCH) 8220126 (Feb. 23, 1982).

2 285 LR.S. Ltr. Rul. (CCH) 8233048 (May 19, 1982).

% 254 LR.S. Lir. Rul. T.A.M. (CCH) 8201010.

31 Greene County Medical Soc’y Found. v. United States, 345 F. Supp. 900
(W.D. Mo. 1972).

s2 101 LR.S. Ltr. Rul. (CCH) T.A.M. 7905003,

s 323 L.R.S. Ltr. Rul. (CCH) 8318094 (Feb. 3, 1983).

34 298 LR.S. Ltr. Rul. (CCH) 8245074 (Aug. 1, 1982). See also Rev. Rul. 56-152,
1956-1 C.B. 56 (development of insurance program for municipal board); 250
LR.S. Lir. Rul. 8149054 (Sept. 11, 1981) (operation of an art gallery).
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tially all,” “work™ and “without compensation.” Each of
these terms is examined in the following discussion.

A. “Substantially All”

The exceptlon under section 513(a)(1) 1s not apphcable
unless “substantially all” of the work in the business is
carried out by volunteers. In some cases, all of the work
in the business is performed without compensation and
the issue of substantiality does not arise.*® In cases in
which the business is conducted by volunteer and paid
personnel, courts have followed one of two approaches to
assess the substantiality of the volunteer effort. The first
approach is objectively to evaluate the substantiality of
the uncompensated work with reference to the number of
hours worked. The other approach involves a subjective
determination of the importance of the uncompensated
work to the overall business.

The objective approach to the question of substantiality
is illustrated by Waco Lodge No. 166 v. Commissioner.®® The
issue in Waco Lodge was whether income from weekly
bingo games conducted by a fraternal lodge was subject
to the unrelated business income tax.?” The games were
conducted by six individuals, two of whom were compen-
sated and four of whom served as volunteers. The com-
pensated individuals worked approximately twenty-one
percent of the total hours worked at the bingo games.?®
Based on the time factor, the Fifth Circuit Court of Ap-

3 See, e.g., Rev. Rul. 74-361, 1974-2 C.B. 159, in which a volunteer fire depart-
ment held weekly dances conducted by unpaid volunteers drawn from its mem-
bership. The volunteer exception was applicable because all the work was
performed without compensation. /d. at 160.

% 696 F.2d 372 (5th Cir. 1982).

37 Id. The court held that the conduct of bingo games for members and their
guests constituted a trade or business for purposes of the unrelated business in-
come tax. /d. at 374. Section 513(f) provides that the conduct of certain bingo
games is not an unrelated trade or business for purposes of the tax. LR.C.
§ 513(f)(1) (Supp. 1984). Added to the Code in 1978, § 513(f) was made effective
for taxable years beginning after December 31, 1969. Miscellaneous Revenue Act
of 1980, Pub. L. No. 96-605, § 106(b), 94 Stat. 3521, 3524 (1980).

% 696 F.2d at 375.
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peals concluded that the volunteer exception was inappli-
cable.?®* Thus, seventy-nine percent was not considered
substantially all of the work for purposes of the volunteer
exception.

In two rulings, the Internal Revenue Service has deter-
mined that volunteer efforts were substantial with refer-
ence to the number of hours worked. In Technical Advice
Memorandum 8040014,*° an art museum operated a gal-
lery for the sale and rental of artworks. Volunteer labor
represented approximately ninety-seven percent of the to-
tal hours worked at the gallery. The Service ruled that
substantially all of the work was uncompensated within
the meaning of section 513(a)(1). A social welfare organi-
zation conducted bingo games as described in Private Let-
ter Ruling 7806039.*' The L.R.S. determined that the
volunteer exception was applicable where eighty-seven
percent of the work in the games was performed by
volunteers.

In contrast to the objective approach of Waco Lodge, the
United States District Court for the Western District of
Missouri, in Greene County Medical Society Foundation v.
United States,*? rejected various objective criteria offered
by the parties to assess the substantiality of the volunteer
effort in favor of a subjective evaluation. In Greene County,
an exempt organization produced and sold recordings of
songs that were written and performed by a group called
the “Singing Doctors.” The doctors received no compen-
sation for their efforts, but other individuals involved in
the project were compensated. The organization and the
government offered comparisons of the volunteer and
paid work based on the monetary value of the services
rendered, the number of hours worked and the intrinsic
importance of the work performed.*® The district court

» Id.

189 L.R.S. Ltr. Rul. (CCH) T.A.M. 8040014 (Oct. 15, 1980).
1 48 LR.S. Ltr. Rul. (CCH) 7806039 (Feb. 10, 1978).

2 345 F.Supp. 900 (W.D. Mo. 1972).

Id. at 902.

-
3

-

o

-
3
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declined to evaluate the validity of any of the objective
criteria advanced by the parties.** Based on the determi-
nation that the unpaid work constituted the ‘“essence of
the entire endeavor,” the court concluded that substan-
tially all of the work was performed by the volunteers.*®

In most cases, an objective comparison based on the
number of hours worked is preferable to a subjective de-
termination of the substantiality of the uncompensated
work for purposes of the volunteer exception. The use of
objective criteria avoids the uncertainty and possible in-
consistent treatment associated with a subjective ap-
proach.*® Exempt organizations that seek to rely on the
volunteer exception to avoid taxation of an unrelated
business activity should maintain complete records of the
volunteer and paid labor contributed to the business. A
subjective assessment should be employed only where ob-
jective data are not available or in unusual cases where the

“ Id.

s Id. The court’s conclusion was based on the fact that “under this particular,
and perhaps somewhat unique, factual situation the uncompensated work, includ-
ing the conceiving of the project itself, the originating of the ideas for the paro-
dies of popular songs, the writing of the lyrics, the setting of the lyrics to music,
cutting of the records, and the making of personal appearances by practicing doc-
tors to promote the records, was the essence of the entire endeavor.” Id. See also
Louisiana Credit Union League v. Untied States, 501 F. Supp. 934, 942 (E.D. La.
1980) (holding that substantially all of the work in conducting several unrelated
businesses was performed by salaried individuals without indicating any basis for
the conclusion).

*¢ One illustration of the shortcomings of a subjective approach to determine
substantiality is the treatment of lobbying activities by charitable organizaions.
Section 501(c) (3) expressly provides that a charity may not engage in legislative
activities as a substantial part of its activities. LR.C. § 501(c)(3) (1985). Prior to
1976, most courts favored a subjective determination of the substantiality of lob-
bying activities conducted by charities. E.g., Haswell v. United States, 500 F.2d
1133, 1142 (Ct. ClL. 1974), cert. dented, 419 U.S. 1107 (1975). The subjective treat-
ment made uncertain the permissible level of legislative activity and led to allega-
tions of selective enforcement of the lobbying restriction by the I.R.S. Caplin &
Timbie, Legislative Activities of Public Charities, 39 Law & CoNTEM. ProBs. 183, 184
194-95 (1975). In response to widespread criticism of the treatment of lobbying
activities, Congress adopted an objective statutory test based on expenditures
under which certin charities can elect to have their lobbying activities governed.
Tax Reform Act of 1976, P.L. 94-455, § 1307(a), (b), 90 Stat. 1520, 1720, enacting
LR.C. §§ 501(h), 4911.



1985] IRC § 513(a) EXCEPTIONS 845

number of hours worked does not accurately reflect the
contribution of the volunteer workers.

The concept of substantiality is employed in numerous
other contexts in the provisions of the Internal Revenue
Code pertaining to exempt organizations. Eighty-five
percent or more is commonly construed as substantially
all.*” The eighty-five percent figure is also appropriate as
a guideline under the volunteer and donations excep-
tions. Waco Lodge and the rulings discussed earlier are
consistent with the use of eighty-five percent as a measure
of the substantiality of the uncompensated work under
the volunteer exception.

B. “Work”

The Internal Revenue Service has ruled that the volun-
teer exception is inapplicable unless the performance of
services is a material income-producing factor in carrying
on the business. Revenue Ruling 78-144*% involved a
charitable organization that conducted a machine rental
business. The machinery was leased pursuant to contracts
that required the lessees to provide insurance, pay taxes
and make most repairs. The leases were usually renewed
until the machinery became obsolete. All of the work in
connection with the equipment leasing was performed
without compensation. The Service reasoned that the
volunteer exception was not available because labor was
not a material income-producing element of the machine
rental business: '

In this case, the only regularly recurring work in carrying
on the leasing activity is the processing of the rental pay-
ments from the leases. Because the organization’s experi-
ence has been that the same lessees keep the equipment

+7 E.g., Treas. Reg. §§ 1.514(b)-1(b)(1)(11) (1958) (pertaining to debt-financed
property); 1.528- 4(b) (c) (1980) (pertaining to condominium management as-
sociations and residential real estate management associations); 53.4942(b)-1(c), -
2(c) (2) (ii) (1972) amended T.D. 7718 (1980); T.D. 7878 (1983) (pertaining to
operating foundations); 53.4945-3(b)(1) (iii), (iv) (1972) (pertaining to the tax on
taxable expenditures).

+ 1978-1 C.B. 168.
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on a long-term basis, only occasionally does the work in-
volve acquiring machinery, finding lessees, and negotiat-
ing leases. All other obligations related to the machinery
have been assumed by the lessees under the terms of their
leases. Thus, there is no significant amount of labor regu-
larly required or involved in the kind of business carried
on by the organization.*?

The requirement of services as a material income-pro-
ducing factor was based on the only illustration of the vol-
unteer exception given in the legislative history and the
Treasury Regulations accompanying section 513(a). The
example relates to an exempt orphanage that operates a
retail store where substantially all of the work in con-
ducting the business is performed without compensa-
tion.*® According to the LR.S., since services are a
material income-producing factor in the operation of a re-
tail store, the example indicates that Congress intended
the volunteer exception to apply only in cases where serv-
ices play a similar role.%!

The legislative history of the Revenue Act of 1950 does
not explain the basis for the volunteer exception, but
merely offers the orphanage example. It i1s likely, how-
ever, that the volunteer exception partially reflects a Con-
gressional judgment that volunteer efforts are unlikely to
be of a size and scope to compete unfairly with similar
commercial enterprises. Although certain exempt organi-
zations command sizeable volunteer forces, this assump-
tion 1s probably a valid one as applied to most
organizations.®? If labor is not a significant factor in the

s Id.

s H. R. REp. No. 2319, 81st Cong., 2d Sess. 110 (1950); Treas. Reg. § 1.513-
1(e){(3) (1967).

51 Rev. Rul. 78-144, supra note 48, at 168.

52 A report of the Small Business Administration estimated that, as of the mid-
1970s, volunteer labor provided in excess of 10% of the labor force of nonprofit
organizations. According to the report, this volunteer effort represented 6 billion
hours, which is equivalent to 3 million full time workers. S.B.A. Report, supra
note 19, at 9. Most of the efforts of the volunteers, however, were presumably
directed toward the exempt activities of the organizations served rather than to-
ward unrelated businesses.



1985] IRC § 513(a) EXCEPTIONS 847

conduct of a business, then the size of the business will
not be limited by the need for volunteer services under
the exception. Thus, while the restriction imposed by
Revenue Ruling 78-144 is not required by the language of
section 513(a)(1), it is consistent with the likely intent of
Congress in providing the exception.

Another issue pertaining to the term “work” concerns
what efforts are to be considered as part of the work of the
business for purposes of the volunteer exception. For ex-
ample, Waco Lodge®® involved the applicability of the ex-
ception to the conduct of bingo games by a fraternal
lodge. The lodge building, including a meeting room,
bar, lounge and kitchen, was open four nights each week.
A bartender who worked all four nights was paid an
hourly wage. Bingo games were conducted one night per
week. A caller, two collectors and two cashiers operated
the bingo games. The caller was compensated twenty of
the forty-nine nights during the taxable year. The other
workers were uncompensated. The court included the
hours worked by the bartender on bingo nights to deter-
mine the total compensated hours in connection with the
bingo games.>® The organization’s contention that the
bartender should not be counted as a bingo worker was
rejected because the primary bar business on bingo nights
was attributable to bingo players and workers.*® If other
lodge activities involving use of the bar had also been con-
ducted on bingo nights, it is likely that the court would
have allocated only part of the bartender’s time to the
bingo games, based on the ratio of bar receipts from
bingo players to total bar receipts.

In Technical Advice Memorandum 8211002,5¢ a mem-
bership organization of an art museum published and
sold a cookbook. Volunteers performed all of the work in

» Waco Lodge No. 166 v. Comm’r, 696 F.2d 372, 375 (5th Cir. 1982), affd, 42
Tax Cr. MEm. Dec. (CCH) 1201, 1204 (1982).

» 696 F.2d at 375.
» [d.
» 264 L.R.S. Lir. Rul. (CCH) T.A.M. 8211002.
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preparing the manuscript, including the collection of reci-
pes and other materials, the formatting and the editing.
Additional volunteer hours were devoted to processing
orders and shipping cookbooks. The museum’s compen-
sated employees handled receipts from cookbook sales to-
gether with the museum’s other funds. Viewing the
project in its entirety, it was clear that substantially all of
the work was performed by volunteers.’” The books,
however, were sold over a period of several taxable years.
The question presented was whether work performed by
volunteers in a prior tax year could be considered part of
the work of the business in a subsequent tax year for pur-
poses of applying section 513(a)(1). According to the
Service, as a general rule each taxable period should be
considered separately in determining whether substan-
tially all of the work is performed by volunteers. The gen-
eral rule, however, was not applied in the instant
situation. The preparation of the manuscript in an earlier
taxable year was taken into account in applying the excep-
tion because the manuscript preparation was the bulk of
the work involved in the project. The Service concluded
that prepublication volunteer work should be considered
as part of the work of the business during each taxable
year in which cookbooks from the first printing were sold.
The Service did not express a view, however, as to
whether the manuscript preparation could be taken into
account in the sale of books from subsequent printings.

C. “Without Compensation”

The volunteer exception requires that substantially all
of the work in the business be performed “without com-
pensation.” Major questions that arise under this term in-
clude the impact of minimal compensation on the
volunteer nature of the work, whether nonmonetary bene-
fits are considered compensation within the meaning of

57 The preparation of the manuscript alone entailed approximately 17,000 vol-
unteer hours. /d.
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the statute and the propriety of reimbursing volunteers
for expenses incurred in connection with their work.

In Waco Lodge, the collectors and cashiers who operated
the bingo games were permitted free drinks from the bar
on bingo nights. During the taxable year in question,
these workers consumed drinks worth $435.50. Stating
that section 513(a)(1) does not refer to the magnitude of
the compensation, the Tax Court treated the collectors
and cashiers as compensated workers in applying the ex-
ception.’® The Fifth Circuit Court of Appeals disagreed
with the Tax Court. Noting that the value of the free
drinks to each worker amounted to about §. 63 per hour,
the Fifth Circuit refused to consider such a “trifling in-
ducement” as compensation under section 513(a)(1).%°
Thus, insignificant monetary or nonmonetary benefits
may be disregarded in determining whether work is per-
formed without compensation when applying the volun-
teer exception.

In contrast, however, substantial nonmonetary or indi-
rect compensation will prevent the applicability of the ex-
ception. For example, in Private Letter Ruling 7919022,5°
the monks of a monastery engaged in several unrelated
businesses. Although the monks were not compensated
directly for their participation in the businesses, they
were provided with food, shelter, clothing and medical
care for life. The Service ruled the volunteer exception
inapplicable because the monks received substantial indi-
rect compensation made possible by their collective
efforts.

s 42 Tax Ct. MEM. Dec. (CCH) at 1204-05.

» 696 F.2d at 374-75. See also 162 1.R.S. Lur. Rul. (CCH) 8013049 (jan. 7,
1980) (treating as uncompensated workers lottery ticket sellers who received cer-
tain small incentives such as free lottery tickets and eligibility for cash prizes).

s 115 LLR.S. Ltr. Rul. (CCH) 7919022 (Feb. 7, 1979). See also 115 I.R.S. Ltr.
Rul. (CCH) 7919034 (Feb. 7, 1979); 115 LR.S. Ltr. Rul. (CCH) 7919033 (Feb. 7,
1979); 115 LR.S. Ltr. Rul. (CCH) 7919030 (Feb. 7, 1979); 115 L.R.S. Ltr. Rul.
(CCH) 7919024 (Feb. 7, 1979); 115 L.R.S. Lir. Rul. (CCH) 7919023 (Feb.7,
1979); 103 LR.S. Lir. Rul. (CCH) 7907033 (Nov. 15, 1978); 82 L.R.S. Ltr. Rul.
(CCH) 7838062 (June 21, 1978); 82 L.R.S. Lir. Rul. (CCH) 7838061 (June 22,
1978).
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It is clear that reimbursement of expenses incurred by
workers in their volunteer efforts is not treated as com-
pensation under section 513(a)(1). For example, the
“Singing Doctors” in Greene County were considered un-
compensated even though they were reimbursed for
travel expenses in connection with the recording pro-
ject.®’  Similarly, in Technical Advice Memorandum
8040014, the reimbursement of out-of-pocket expenses
incurred by members in procuring artworks for the sales
and rental gallery was not considered to be compensation
under the exception.®?

III. THE CONVENIENCE EXCEPTION

Section 513(a)(2) excepts from the definition of unre-
lated trade or business any trade or business ‘“‘which is
carried on, in the case of an organization described in sec-
tion 501(c)(3) or in the case of a college or university de-
scribed in section 511(a)(2)(B), by the organization
primarily for the convenience of its members, students,
patients, officers, or employees. . . .”’®® The convenience
exception has three principal components. First, only
charities and certain colleges and universities may take
advantage of the exception. In addition, the trade or
business must be conducted primarily for the convenience
of persons in the specified categories. Lastly, the persons
whose convenience is served must be persons in the speci-
fied categories. Each of these components is discussed
below.

st Greene County Med. Soc’y Found. v. United States, 345 F.Supp. 900, 902
(W.D. Mo. 1972).

o 189 L.R.S. Ltr. Rul. (CCH) T.A.M. 8040014. Accord Waco Lodge No. 166 v.
Commissioner, 42 Tax Ct. MeM. Dec. (CCH) 1202, 1203 (1981), affd, 696 F.2d
372 (5th Cir. 1982) (reimbursement of Lady Elks who provided free sandwiches
on bingo nights not considered compensation).

s LR.C. § 513 (a)(2) (Supp. 1984). The exception also applies to a trade or
business conducted by a local association of employees described in § 501(c)(4)
organized before May 27, 1969 “‘which is the selling by the organization of items
of work-related clothes and equipment and items normally sold through vending
machines, through food dispensing facilities, or by snack bars, for the conven-
ience of its members at their usual places of employment. . .. ld.
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A. Limited Eligibility

All organizations subject to the unrelated business in-
come tax may take advantage of the volunteer and dona-
tions exceptions. In contrast, the convenience exception
1s available only for charitable organizations described in
section 501(c)(3) and state colleges and universities de-
scribed in section 511(a)(2)(B).

Although the limited eligibility for the convenience ex-
ception is clear from the statute, it was reiterated in a re-
cent ruling by the I.R.S. In Technical Advice
Memorandum 8429010,%* the Service considered whether
various activities of an agricultural organization described
in section 501(c)(5) generated unrelated business taxable
income. One of the organization’s activities was the
purchase of supplies at wholesale for resale to its mem-
bers. The organization claimed that the sale of supplies
was undertaken primarily for the convenience of its mem-
bers.®* The Service ruled that income from the sale of
supplies was subject to taxation because the sales activity
was not related to the exempt purposes of the organiza-
tion. With regard to the application of the convenience
exception, the Service stated that the exception does not
apply to a section 501(c)(5) organization unless the or-
ganization is also a section 501(c)(3) organization.®®

B. “Primarily for the Convenience Of”’

In order to be subject to the exception under section
513(a)(2), the trade or business must be carried on pri-
marily for the convenience of persons in the specified cat-
egories. The use of the term “primarily”’ recognizes that
a trade or business may be pursued for more than one

% 386 LR.S. Ltr. Rul. (CCH) T.A M. 8429010.

% Id. The organization also sold seed to corn producers, an activity that was
ruled to be related to its exempt purposes. The organization stated that the sale
of supplies was convenient for small producers because they could obtain lower
prices from the organization and because they could pick up their supplies along
with the seed. Id.

66 Jd
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purpose. If a business serves multiple purposes, the ex-
ception is not available unless the primary purpose is the
convenience of members, patients or others.

In American College of Physicians v. United States,®” an or-
ganization of physicians published a journal of scholarly
articles pertaining to the practice of internal medicine.
Each issue of the journal contained advertising relating to
medical products and classified notices regarding employ-
ment opportunities in medicine. The government sought
to tax the income from the commercial and classified ad-
vertising as unrelated business taxable income. One of
the issues considered by the Court of Claims was the ap-
plicability of the convenience exception to the advertising
business.®® The court held that the exception did not ap-
ply, partially because the primary purpose test was not
satisfied.®® According to the court, any convenience to
the readers of the journal was incidental to the primary
purpose of raising revenue from the sale of advertising.”®

The term “primarily” refers to the purpose of the busi-
ness activity rather than to the persons whose conven-
ience is served. Revenue Ruling 68-3747! involved the
sale of pharmaceutical supplies by a hospital pharmacy.
Sales to hospital patients represented the primary source
of the pharmacy’s income. A small percentage of income
was derived from members of the general public who
were not patients of the hospital. Since the pharmacy re-
ceived its income principally from hospital patients, it
might be assumed that the pharmacy business 1s operated

o7 83-2 US.T.C. § 9652 (Ct. Cl. 1982), rev'd on other grounds, 743 F.2d 1570
(Fed. Cir. 1984)

 The primary issue in the case was whether the sale of advertising was related
to the exempt purposes of the organization. The Court of Claims held that the
advertising was not related because it did not contribute importantly to the organ-
ization’s exempt function. 83-2 U.S.T.C. at 88,339. This conclusion was reversed
on appeal in a surprising departure from the traditional position of the courts and
the Service with regard to advertising. 743 F.2d 1570.

e 83-2 U.S.T.C. at 88,340.

70 Id. See also 375 I.R.S. Ltr. Rul. (CCH) T.A.M. 8418002 (exception inapplica-
ble where primary purpose of sale of advertising was generation of i income rather
than convenience of members).

7t Rev. Rul. 68-314, 1968-2 C.B. 243.
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primarily for the convenience of the patients within the
meaning of section 513(a)(2). The Service, however, con-
sidered the pharmacy to be engaged in two distinct busi-
nesses: the sale of pharmaceutical supplies to patients
and the sale of pharmaceutical supplies to nonpatients.
The sale of supplies to patients is covered by the conven-
ience exception.”? In contrast, the sales to nonpatients
generate unrelated business taxable income.”®

On at least one occasion, the LLR.S. has urged an
unnecessarily strict interpretation of the phrase “primar-
ily for the convenience of.”” The decision in St. Luke’s Hos-
pital v. United States™ addressed the taxability of income
derived by a hospital from the performance of pathology
tests. The tests were conducted largely for staff physi-
cians in connection with their private practices. The Dis-
trict Court for the Western District of Missouri held that
the private pathology testing was related to the exempt
purposes of the hospital because the testing contributed
importantly to its teaching function.”® As an independent
basis for refusing to tax the income in question, the dis-
trict court concluded that the convenience exception ap-
plied to the pathology testing.”® The government
contended that the exception was inapplicable because
the performance of the tests was not primarily necessary
for the convenience of the staff doctors. The court re-
jected the government’s attempt to impose a necessity re-
quirement. According to the court, the hospital did not
need to demonstrate the other alternatives were unavaila-

2 Id.

7 An earlier revenue ruling suggests a contrary approach. In Rev. Rul. 55-676,
1955-2 C.B. 266, 267, a university owned a laundry and dry cleaning plant ““‘which
is operated primarily to serve the student body and members of the faculty,
although the general public may be served.” The Service ruled that the business
was operated primarily for the convenience of the university’s students, officers
and employees within the meaning of § 513(a)(2). /d. It is clear that the LR.S.
would not presently follow Rev. Rul. 55-676 to the extent that it implies that serv-
ices for or sales to persons not within the specified categories are subject to the
convenience exception.

™ 494 F. Supp. 85 (W.D. Mo. 1980).

»» Id, at 90.

7 Id. at 92.



854 JOURNAL OF AIR LAW AND COMMERCE  [50

ble to the physicians for the pathology tests but was only
required to show that the tests were conducted primarily
for the convenience of the physicians ”

The St. Luke’s Hospital case is also 51gmﬁcant because 1t
elaborated on the meaning of the term ‘“‘convenience.’
The district court found that the performance of the tests
by the hospital’s pathology department served the con-
venience of the physicians in several respects. Most of the
staff physicians who used the testing service maintained
offices across the street from the hospital. The physical
proximity made it easy for the doctors to transfer speci-
mens, consult with the pathologists and review slide speci-
mens. If the tests indicated a need for hospitalization, the
same pathologist would be available to review further
tests on the patient. Finally, the doctors relied on the
high quality of work done at the hospital. All of these fac-
tors indicated that the pathology tests were performed
primarily for the convenience of the hospital medical
staff.”®

C. The Specified Categories

In order to be excepted from the term “‘unrelated trade
or business’ under section 513(a)(2), a business must be
conducted for the convenience of the organization’s
members, students, patients, officers or employees.”®
Several cases and rulings have considered whether per-
sons whose convenience is served were individuals within
the relationships specified in the statute.

Considerable attention has been focused on the mean-
ing of the term “patients” for purposes of the conven-
ience exception. In Revenue Ruling 68-376,%° the LR.S.
gave examples of contexts in which persons who purchase
pharmaceutical supplies from a hospital pharmacy will be
considered patients within the meaning of section

77 Id. at 93.

™ Jd. at 92.

7 LR.C. § 513(a)(2) (1985).
s 1968-2 C.B. 246.
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513(a)(2). The following persons qualify under the ruling
as patients of a hospital: (1) a hospital inpatient; (2) a per-
son receiving general or emergency diagnostic, therapeu-
tic or preventive health services from hospital outpatient
facilities; (3) a person directly referred to hospital outpa-
tient facilities by a private physician for specific diagnostic
or treatment procedures; (4) a person who refills a pre-
scription written during the course of treatment as a hos-
pital patient; (5) a person receiving medical services from
a hospital administered home care program; and (6) a
person receiving medical services in an extended care fa-
cility affiliated with the hospital.®' The illustrations from
the ruling indicate that a person’s status as a hospital pa-
tient depends on his relationship to the hospital and its
facilities. A buyer-seller relationship between a pharmacy
patron and a hospital pharmacy is clearly not sufficient to
classify the patron as a patient of the hospital for purposes
of the exception.®?

In Carle Foundation v. United States,®® a hospital pharmacy
sold pharmaceutical supplies to a nonexempt clinic and its
patients. The hospital was staffed almost entirely by doc-
tors from the clinic located within the hospital complex.
The hospital and the clinic shared certain facilities, equip-
ment and services. The Seventh Circuit Court of Appeals
held that the patients of the clinic were not patients of the
hospital for purposes of the convenmience exception.®
Since the sale of pharmaceutical supplies to the clinic and
its patients did not further the hospital’s exempt pur-
poses, income from the sales was subject to the tax under
section 511.8%

In contrast to Carle Foundation, Technical Advice Memo-

8t [d at 247-48.

s Rev. Rul. 68-374, 1968-2 C.B. 243, 244.

3 611 F.2d 1192 (7th Cir. 1979), rev’g 78-1 U.S. Tax Cas. (CCH) § 9369 (E.D.
II. 1978).

% 611 F.2d at 1196. Accord Rev. Rul. 68-375, 1968-2 C.B. 245.

8 Jd. at 1198.
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randum 83490068%¢ illustrates an arrangement in which
patients of a proprietary clinic were also deemed patients
of a hospital. In the memorandum, virtually all of the
clinic patients received laboratory or other testing at the
hospital and the clinic was an integral part of the hospi-
tal’s facilities.®” Pharmaceutical sales to the clinic’s pa-
tients were covered by the convenience exception because
such patients were also patients of the hospital.®®

The meaning of the term “members” as used in section
513(a)(2) is subject to some controversy. In St. Luke’s Hos-
pital,*® a hospital performed pathology tests for staff phy-
sicians in connection with their private practices. The
government contended that the convenience exception
was not applicable because the physicians were neither
members nor employees of the hospital under section
513(a)(2).°° Adopting a broad definition of the term
“members,”’ the district court stated that such term ‘‘re-
fers to any group of persons limited in size who are
closely associated with the entity involved or who are nec-
essary to the achievement of the organization’s pur-
poses.”®! The doctors were members of the hospital
under this definition because they were indispensable to
its operation.®? The court justified its construction of the
term “members” in the following manner:

[Gliving members a broader meaning than the excessively
literal meaning advocated by defendant is consistent with
the legislative purpose underlying the unrelated business
provisions and consistent with the rule requiring a liberal
interpretation of statutory provisions which favor tax ex-
emption. By permitting exempt organizations to furnish
services to people closely associated with the achievement
of its goals, the exempt purposes of the organization are

ss 354 L.R.S. Ltr. Rul. (CCH) T.A.M. 8349006. See also 259 LR.S. Ltr. Rul.
(CCH) 8206093 (Nov. 10, 1981).

#7 354 L.R.S. Ltr. Rul. (CCH) T.A.M. 8349006.

s Jd.

v St. Luke’s Hosp. v. United States, 494 F. Supp. 85 (W.D. Mo. 1980).

v Id. at 87.

o Id. at 92.

9z [d. at 92-93.
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directly furthered and the [competitive] effects of the ac-
tivity restricted.??

The Internal Revenue Service does not follow the
broad definition of members enunciated in St. Luke’s Hos-
pital. Technical Advice Memorandum 8131063°* involved
facts virtually identical to the facts in St. Luke’s Hospital in
that the hospital performed laboratory testing for staff
physicians in connection with their private practices. The
Service stated that, despite the important role staff physi-
cians played in the hospital’s operation, they were not
members of the hospital within the meaning of section
513(a)(2).9° The Service ruled that the convenience ex-
ception was inapplicable and the income from laboratory
testing performed for the staff physicians in their private
practices was subject to taxation.%®

Although the broad definition of “members” favored
by the St. Lukes’s Hospital court may have achieved a result
consistent with the purpose of the exception, the literal
construction followed by the I.R.S. in Technical Advice
Memorandum 8131063 is likely to prevail in most forums.
Section 513(a)(2) lists five categories of individuals whose
convenience must be served by the conduct of the busi-
ness.®” Staff physicians who are not employees of a hospi-
tal do not fall within the generally accepted definitions of
any of the specified categories. Patients and employees of
a hospital would meet the definition of members under
the St. Luke’s Hospital case because such groups are neces-
sary to the achievement of a hospital’s purposes. Yet pa-
tients and employees are expressly provided for under the
statute.”® The listing of specific categories reflects a Con-
gressional intent to exclude from the scope of the excep-
tion businesses that serve the convenience of individuals
not falling within the accepted definitions of the catego-

»s Id. at 93.

= 232 LR.S. Ltr. Rul. (CCH) T.A.M. 8131063.
o Id.

9 Jd.

»7 LR.C. § 513(a)(2) (1985).

o Id.
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ries. Moreover, the definition of members under St. Luke’s
Hospital might lead to an unwarranted expansion of the
scope of the exception. Under that definition, for exam-
ples, alumni of a university or patrons of an art museum
might be considered members for purposes of the excep-
tion. Such an extension of the exception to the individu-
als not expressly provided for might lead to the type of
unfair competition sought to be restricted by the unre-
lated business income tax.

The Court of Claims adopted a restrictive approach to
the term ““members” in American College of Physicians,®® in
which the court discussed the applicability of the excep-
tion to medical and classified advertising in a medical
journal. According to the Court of Claims, the exception
is not available unless the business is conducted for the
convenience of the organization’s members “in their ca-
pacity as members.”'® The court explained the distinc-
tion between the readers of the journal in their capacities
as physicians and the readers in their capacities as mem-
bers of the organization:

The members’ interests as members concern such matters
as attending the College’s educational functions, partici-
pating in research and testing, disseminating health infor-
mation to the public and promoting quality medical
education. The members’ interests as physicians are much
broader and include all of the aspects of medical
practice.'°!

The Court of Claims concluded that the advertising in the
journal had no connection with the members in their ca-
pacities as members of the organization, although it may
serve the convenience of the members in their capacities

» American College of Physicians v. United States, 83-2 U.S. Tax Cas. (CCH) {
9652 (Ct. Cl. 1988), rev'd, 743 F.2d 1570 (Fed. Cir. 1984). The Court of Claims
stated that under a broader construction “there would be no end to the types of
goods or services an organization could provide its members while avoiding tax
on the income so derived.” U.S. Tax Cas. (CCH) at 88,340.

100 [d,

o Jd
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as physicians.'%?

A citation to St. Luke’s Hospital in American College implied
that the Court of Claims viewed the decision in St. Luke’s
Hospital as consistent with its approach to the term “mem-
bers.” 9% In St. Luke’s Hospital, however, the hospital per-
formed pathology tests for staff physicians in connection
with their private practices.'® The testing services fur-
thered the convenience of the physicians in their capaci-
ties as private physicians rather than in their capacities as
staff members of the hospital. Thus, contrary to the im-
plication of the Court of Claims, the St. Luke’s Hospital case
does not support the Court of Claims’ construction of the
term ‘‘members.”’!%

The restriction adopted by the court in American College
is not required by the language of section 513(a)(2).
Rather, the statute apparently assumes that a business car-
ried on for the convenience of members will not involve
the type of unfair competition sought to be eliminated by
the tax either because it is sufficiently related to the or-
ganization’s exempt function or sufficiently limited in
scope. The restrictive approach to the convenience ex-
ception in American College should not be followed because
it is not supported by the language of the Code and is not
necessary to accomplish the intent of the unrelated busi-
ness income tax.

0z Id. The convenience exception would not have applied even absent the
court’s construction of the term ‘“members” because the advertising was con-
ducted primarily to raise funds rather than for the convenience of the members.
Id

103 Id.

14 494 F. Supp. at 87.

105 Cf. Rev. Rul. 69-69, 1969-1 C.B. 159, which involved an organization formed
to promote the arts. Among its activities were the leasing of studio apartments to
artists and the operation of a dining hall for the benefit of the tenants. /d. A few
of the artists who leased apartments were members of the organization. The con-
venience exception was not applicable because occupancy in the apartments was
not primarily for the convenience of members. /d. The language of the ruling
suggests that the exception would have been available if the apartments had been
leased only to members who were artists. If so, the activity would have served the
interests of the members in their capacities as artists and individuals rather than in
their capacities as members of the organization.
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The persons whose convenience is served under section
513(a)(2) must stand in one of the specified relationships
to the organization that is seeking to apply the exception.
Revenue Ruling 81-19'%¢ involved an organization formed
to assist a university. The activities of the organization in-
cluded the receipt of contributions for the benefit of the
university and the management of vending machine facili-
ties on the university campus. If the university operated
the vending facilities itself, the business would be covered
by the convenience exception. The exception does not
apply, however, when one organization conducts a busi-
ness for the convenience of students or employees of an-
other organization.'”” Nonetheless, income from the
vending facilities was not subject to taxation because the
activity was found to be related to the organization’s ex-
empt purpose.!®®

D. S§.B.A. Proposal to Repeal Exception

In a 1983 report, the Small Business Administration ar-
gued that, despite the unrelated business income tax,
commercial activities of exempt organizations are compet-
ing unfairly with taxable businesses in such areas as mer-
chandise sales, health care, travel, research and data
processing.'® Among other solutions to the perceived
problem, the S.B.A. advocated the repeal of the conven-
ience exception.''® Accordmg to the report, activities
covered by the exception “should be sufficiently related to
the purpose or function of the nonprofit [organization] so
that a special exemption is not needed to allow them to be
conducted without taxation.””!!!

6 1981-1 C.B. 353.

107 [d. at 354.

w8 [

10 §.B.A. Report, supra note 19, at 1.

1o Jd. at 44. The report also advocated: (1) a hxgher tax on unrelated business
activities; (2) the prohibition of unrelated business activities; (3) a stricter defini-
tion of what constitutes a related business; and (4) a specific limit on the level of
business activities, Id. at 42-44.

o Id, at 44.
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An analysis of the cases and rulings applying the excep-
tion, however, reveals that in virtually all instances the ex-
ception has been applied to businesses that are in fact
related to the exempt purposes of the organizations. In
St. Luke’s Hospital, for example, the outside pathology test-
ing was a related business because it contributed impor-
tantly to the hospital’s teaching function. The
government contended, however, that the hospital should
be barred under the variance rule from relying on the re-
lated nature of the business because the teaching function
argument was not raised in the claim for refund.''?
Although the court saw no procedural barriers to the
claims made by the hospital, it applied the convenience
exception as an independent basis for holding that the in-
come from the testing was not subject to the unrelated
business income tax.''?

Many of the cases and rulings applying the convenience
exception involve pharmaceutical sales by hospital phar-
macies. As discussed previously, the Service and the
courts have evolved a definition of the term “‘patient” for
purposes of the exception that requires a significant rela-
tionship between the person purchasing pharmaceutical
supplies and the hospital and its services. The sale of
pharmaceutical supplies by a hospital to its patients pro-
motes the hospital’s exempt purpose of providing medical
care to its patients. Thus, the convenience exception is
not required to exempt pharmaceutical sales to patients
from the scope of the tax.

Furthermore, with the exception of the broad definition
of the term “members” in the St. Luke’s Hospital case, sec-
tion 513(a)(2) has been applied in a manner consistent
with the purpose of the unrelated business income tax. In
some cases unnecessarily strict constructions have been
adopted. For example, the Court of Claims in American
College stated that the exception is inapplicable unless the

uz St Luke’s Hospital, 494 F. Supp. at 91.
ns Id. at 91-93.
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business serves the convenience of the organization’s
members in their capacities as members.

The exception plays a relatively minor role in the unre-
lated business income tax scheme because the exception
typically applies to businesses that are related to the ex-
empt purposes of the organizations. Although related
businesses of exempt organizations may offer competition
to taxable businesses, Congress chose not to subject re-
lated businesses to taxation. Consequently, contrary to
the recommendation of the Small Business Administra-
tion, it is neither necessary nor desirable to eliminate the
convenience exception.

IV. THE DoONATIONS EXCEPTIONS

Under section 513(a)(3), the term “unrelated trade or
business” does not include any trade or business ‘“which
is the selling of merchandise, substantially all of which has
been received by the orgamization as gifts or contribu-
tions.”''"* The principal terms under the exception are
“merchandise,” “substantially all”’ and “gifts and contri-
butions.” The donations exception has received little at-
tention in the cases and rulings.

A potential issue under the donations exception relates
to the distinction between the sale of merchandise and the
performance of a service. For example, in Revenue Rul-
ing 78-145,"'% the Service ruled that the sale by an exempt
blood bank of blood plasma from donors is an unrelated
trade or business in certain contexts.!'® The applicability
of the donations exception was not examined in the rul-
ing. If blood plasma is considered merchandise, then in-
come from the sale of blood plasma from donors should
not be subject to taxation under the exception. Con-
versely, the donations exception is not applicable if the
sale of blood plasma is treated as the performance of a
service rather than the sale of a product.

14 LR.C. § 513(a)(8) (1954).
us 1978-1 C.B. 169.
s Jd. at 170.
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Section 513(a)(3) 1s not applicable unless *‘substantially
all” of the merchandise is donated to the organization.
Technical Advice Memorandum 8122007'!” involved an
organization formed to provide employment, training and
rehabilitation to handicapped persons. The organization
operated goodwill stores for the sale of items that were
contributed to it and refurbished by its employees in con-
juction with their training. Under state law, used mat-
tresses and pillows cannot be resold without fumigation.
Thus, donated mattresses and pillows were sold by the or-
ganization for fumgation. It repurchased only enough
mattresses needed to facilitate the sale of bedroom furni-
ture refurbished by its employees. The sale of the repur-
chased mattresses represented less than five percent of
the total sales. The Service ruled that substantially all of
the merchandise was donated within the meaning of sec-
tion 513(a)(3).""® The interpretation of the term ‘“sub-
stantially all” under section 513(a)(1) and other related
provisions under subchapter F is relevant to the construc-
tion of the identical term under the donations excep-
tion.!'* Technical Advice Memorandum 8122007 is
consistent with the eighty-five percent guideline sug-
gested previously.

The legislative history of section 513(a)(3) clearly indi-
cates that the donations exception was intended to ex-
empt thrift shops from the scope of the unrelated
business income tax.'?° The exception is most frequently
applied in the context of selling donated consumer items
such as clothing, furniture and furnishings in retail thrift
stores.!?! The language of section 513(a)(3), however,
does not limit the donations exception to the traditional

17 223 LR.S. Ltr. Rul. (CCH) T.A.M. 8122007.

us The Service also ruled that the sale of purchased mattresses was related to
the organization’s exempt function because it was an essential part of the sale of
donated bedroom sets refurbished by its employees. Id.

ns See supra notes 35-48 and accompanying text.

w0 §. REp. No. 2375, 81st Cong., 2d Sess. 29 (1950). See also Treas. Reg.
§ 1.513-1¢e).

21 E.g., Rev. Rul. 71-581, 1971-2 C.B. 236; 223 L.R.S. Ltr. Rul. (CCH) T.AM.
8122007.
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thnft shop setting. For example, in Private Letter Ruling
8116095,'?? an organization proposed to solicit for resale
contributions of home heating oil from consumers who
had converted to gas heat. The I.R.S. ruled that the pro-
posed fundraising activity would be subject to the dona-
tions exception.'2?

V. CONCLUSION

Of the three exceptions to the term ‘“‘unrelated trade or
business” under section 513(a), the volunteer exception
appears to be most widely used by exempt organizations
to escape taxation of activities that would otherwise be
subject to the unrelated business income tax. The con-
venience exception typically applies to businesses that
would not be subject to tax because they are related to the
exempt purposes of the organizations. The primary use
of the donations exception is in the thrift shop context for
which it was designed.

The exceptions have not operated to circumvent the
purpose of the unrelated business income tax but have
been applied in a manner that is consistent with the ap-
parent intention of Congress in including them in the
Revenue Act of 1950. Consequently, exempt organiza-
tions should be encouraged to take advantage of the ex-
ceptions to minimize their income tax liability.

122 217 LR.S. Ltr. Rul. (CCH) 8116095 (Jan. 23, 1981).

123 In 264 LR.S. Ltr. Rul. (CCH) T.A.M. 8211002, a membership organization
of an art museum published and sold a cookbook. All recipes included in the
cookbook were donated. The I.R.S. declined to consider the applicability of the
donations exception because it ruled that the publication and sale of the book was
excepted from the unrelated business income tax under § 513(a)(1).
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