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On August 21,2018, the Internal Revenue Service (the “Service”) released Notice 2018-67, Request for
Comments Regarding the Calculation of Unrelated Business Taxable Income Under §512(a)(6) for Exempt
Organizations with More than One Unrelated Trade or Business; Interim and Transition Rules for
Aggregating Certain Income in the Nature of Investments; and the TreatmentofGlobal Intangible Low-

Taxed Income Inclusions for Purposes ofthe Unrelated Business Income Tax (the “Notice”).!

The Notice provides interim and transitional guidance regarding the calculation ofunrelated business
taxable income (“UBTI”) under new section 512(a)(6) of the Internal Revenue Code 01986, as amended (the
“Code”). Code section 512(a)(6) wasincluded as part ofthe comprehensivetax reform legislation signed into
law on December 22,2017 (the “Law”)? and requires that a tax-exempt organization with more than one

unrelated trade or business calculate UBTI separately with respect to each unrelated trade or business.

The Notice includes a general interim rulethat provides a tax-exempt organization latitude torely ona
reasonable, good-faith interpretation of Code sections 511through 514 when determining whether it has

more than one unrelated trade or business for purposes of new Code section 512(a)(6).

The Notice also includesadditional interim and transitional rules related to UBTI-generating partnership

interestsheld forinvestmentpurposes. Under the interim rule, a tax-exempt organization may aggregate as

1 The Noticeisavailable here.

2 Please see our summary of the provisions of the Law that affect tax-exempt organizations and donorstotax-exempt
organizations, available here. For a more general summary of the Law’s provisions, please see the memorandum of
Simpson Thacher & Bartlett LLP’s Tax Department, available here.
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a single unrelated trade or business for purposes ofnew Code section 512(a)(6) the entire group of
partnershipinterests heldby the tax-exempt organization for investmentpurposes that satisfy either an
ownership or acontrol test. Under the transition rule, a tax-exempt organization may treatas a single
unrelated trade or business for purposes ofnew Code section 512(a)(6) any single partnership interest held
by the tax-exempt organization as ofthe date ofthe Notice that does not meet either test. For both the
interim rule and the transition rule, unrelated debt-financed income derived from the relevant pariership

interests may be aggregated.

I. Background

Although generally not subject to tax, tax-exempt organizations are subject to tax on their UBTI, which is
computed at regularcorporatetax rates. The Law significantly changed the rules for calculating UBTI. In
particular, new Code section 512(a)(6) requires that a tax-exempt organization with more than oneunrelated
trade or business calculate UBTI separately for each unrelated trade or business, and determine its overall
UBTI based on the sum of UBTI computed with respect to each unrelated trade or business (which may not
belessthan zero),less a specific deduction under Code section 512(b)(12). Under prior law, a tax-exempt
organization could aggregate income and deductions (including deductions for net operating losses) from its
various unrelated trades or businesses, thereby allowing the tax-exempt organization to use a deduction
from one unrelated trade or business to offsetincome from another, and hence reduce its UBTI. Under new
Code section 512(a)(6),a tax-exempt organization no longer may apply a deduction from one unrelated trade
or business to offset income from another, although it may use deductions from a specific unrelated trade or
business activity accruedin one taxable yearto offset income from the same unrelated trade or business
activity in another taxableyear, whereappropriate. Under a transition ruleincluded in the Law, a tax-
exempt organization with existing net operating losses from its unrelated trade or business activity in taxable
years prior to January 1, 2018 may carry forward those losses and use them to offset its UBTI in subsequent

taxable years after it has otherwise calculated its UBTI in accordance with new Code section 512(a)(6).

Following the enactment ofthe Law, certain commentators urged the Serviceand the Department ofthe
Treasury (“Treasury”) to delay the implementation of Code section 512(a)(6) until the issuance of

regulations. The Service and Treasury havenot delayed implementation.
II. Interim and Transitional Guidance

A.Reasonable, Good-Faith Interpretation of Code sections 511through 514

The computation rulesof Code section 512(a)(6) apply only to a tax-exempt organization with more than one
unrelated trade or business. Code section 512(a)(6) does not set forth criteria for determining whether a tax-
exemptorganization has more than one unrelated trade or business, or for distinguishing the separate

unrelated trades or businesses ofa tax-exemptorganization.
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The Notice indicates thatthe Service and Treasury intend to proposeregulations for determining whether a
tax-exempt organization has more than one unrelated trade or business for purposes of Code section
512(a)(6) and howto identify separate trades or businesses for purposes of calculating UBTI under Code
section 512(a)(6).

Pending publication of proposed regulations, a general interim rule provides that a tax-exempt organization
may rely on areasonable, good-faith interpretation of Code sections 511through 514, considering all the facts
and circumstances,when determining whether it has more than one unrelated trade or business for
purposes of Code section 512(a)(6). The Notice indicates that:

e Areasonable, good-faith interpretation includes using the North American Industry Classification
System (NAICS) six-digit codes;3

e The fragmentation principle ofCode section 513(c) and Treasury Regulation section
1.513-1(b) may provideuseful guidance in identifying separate trades orbusinesses for purposes of
Codesection512(a)(6);4and

e Areasonable, good-faith interpretation of Code sections 511 through 514 includes using a reasonable,
good-faith interpretation when determining whether to separate debt-financed income,income from a

controlled entity and insurance income earned through a controlled foreign corporation.5

B. Aggregation of InvestmentA ctivities

The Notice states that, as a matter ofadministrative convenience, the Service and Treasury intend to propose
regulationstreating certain investment activities ofa tax-exempt organization as a single trade or business
for purposes of Code section 512(a)(6) in order to permit a tax-exempt organization to aggregate gross

income and directly related deductions from certain investment activities.

3 The NAICSisan industry classification system. A tax-exempt organization required tofile IRS Form 990-T, Exempt
Organization Business Income Tax Return, isalready required todescribeits unrelated trades or businesses using the
NAICS six-digit codes. Information about NAICS codesisavailable here.

4 The fragmentation principle provides generally that an activity does not lose itsidentity as a trade or business merely
becauseitiscarried on within a larger aggregate of similar activities or within a larger complex of other endeavors
which may, or may not, berelated tothe exempt purposes of an organization.

5 Theseitemsof grossincome wouldotherwise be excluded from the calculation of UBTL but are treated asitems of
grossincome derived from an unrelated trade or business under Code sections 512(b)(4), (13)and (17). Certain
comm entators have argued that these statutory inclusions should not be considered attributable to any unrelated trade
or business for purposes of Code section 512(a)(6), since thereisnonexustoan unrelated trade or business. The
Notice indicates that the Service and Treasury generally donot see a distinction between these categories of UBTI and
others, butacknowledge that certain interpretations of Code section 512(a)(6) could pose adm inistrativeburdens for a
tax-exempt organization with debt-financed income, income from a controlled entity and insurance income earned
through a controlled foreign corporation.
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Pending publication of proposed regulations, the Notice sets forth an interim rule and a transition rule for

aggregation of certain investment activities. ®

1. Interim Rule for Aggregation

Under the interim rule, a tax-exempt organization may aggregate UBTI from its interestin a single
partnershipthat has multiple trades orbusinesses, including trades or businesses conducted by lower-tier
partnerships, aslong as the tax-exempt organization’s directly-held interest in the partnershipisa
“qualifying partnership interest” because it meets the requirements ofeither the de minimis test or the
control test, each as described below. Inaddition, a tax-exempt organization may aggregate all qualifying
partnershipinterests and treat the aggregate group of qualifying partnership interests as comprising a single

trade or business for purposes of Code section 512(a)(6). Income permitted to be aggregated includes any

unrelated debt-financed income that arises in connection with a qualifying partmership interest.

e De Minimis Test: Pursuantto the interim rule, a partnership interestis a qualifying partnership

interest that meetsthe requirements ofthe de minimis test ifthe tax-exempt organization holds
directly no more than 2 percent ofthe profits interest and no more than 2 percentofthe capital

interest.

° Atax-exemptorganization willbe considered to hold no more than 2 percent ofthe profits or
capital interestsin a partnership ifthe average ofthe tax-exempt organization’s percentage
interest at the beginning and the end ofthe partnership’s taxable year (or, in the case ofa
partnershipinterest held for less than a year, the percentage interest held at the beginning and
end of the period ofownershipwithin the partnership’s taxable year) is no more than 2 percent,

based oninformation received from the partnershipon Schedule K-1.

Indetermining its percentageinterestin a partnership for purposes ofthe de minimis test, a tax-
exempt organization mustinclude the percentage interests in the partnership held by any
disqualified persons within the meaning of Code section 4958, supporting organizations within
the meaning of Code section 509(a)(3) and controlled entities within the meaning of Code section

512(b)(13)(D).

e Control Test: Pursuant to the interim rule, a partnership interest is a qualifying partnership interest
that meetsthe requirements ofthe control test ifthe tax-exempt organization (i) directly holds no

more than 20 percent ofthe capital interest; and (ii) does not have control or influence overthe

partnership.

6 Neither the interim rulenor the transition rule apply tosocial clubs exempt under Code section 501(c)(7) thatare
subject toCode section 512(a)(3).
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° Atax-exempt organization will be considered to hold no more than 20 percent ofthe capital
interestin a partnership ifthe average ofthe organization’s percentageinterest at the beginning
and the end ofthe partnership’s taxable year (or,in the case ofa partnership interest held for less
thana year, the percentage interest held at the beginning and end ofthe period of ownership
within the partnership’s taxable year) is no more than 20 percent, based on information received

from the partnershipon Schedule K-1.

Indetermining its percentageinterestin a partnership for purposes ofthe control test, a tax-
exempt organization mustinclude the percentage interests in the partnership held by any
disqualified persons within the meaning of Code section 4958, supporting organizations within
the meaning of Code section 509(a)(3) and controlled entities within the meaning of Code section
512(b)(13)(D).

For purposes ofdetermining whether a tax-exempt organization has control or influence over a
partnership, all facts and circumstances are relevant. A tax-exempt organization hascontrolor
influence if (i) it may requirethe partnership to perform, or may preventthe partnership from
performing, any act that significantly affects the operationsofthe partnership, (ii) any ofits
officers, directors, trustees, or employees haverights to participate in the management ofthe
partnershipor conduct the partnership’s business at any time, or (iii) it has the power to appoint
orremove any ofthe partnership’s officers, directors, trustees, or employees.

2. Transition Rule for Aggregation

A tax-exempt organization may apply a transition rule to partnershipinterests acquired prior to August 21,
2018 that are not qualifying partnership interests. A tax-exempt organization may treat each such
partnershipinterest as comprising a single trade or business for purposes of Code section 512(a)(6) whether
ornotthereis morethan onetrade or businessdirectly or indirectly conducted by the partnership or lower-
tier partnerships. Income permitted to be aggregated includes any unrelated debt-financed incomethat
arisesin connection with a partnershipinterest with respect to which a tax-exempt organization applies the

transitionrule.

Unlike qualifying partnership interests under the interim rule, the Notice does not specify that a tax-exempt
organization may aggregate all partnership interests to which it applies the transition rule and treat that

aggregate group of partnership interests as comprising a single trade or business for purposes of§ 512(a)(6).
Likewise, the Notice does not indicate that a tax-exemptorganization may aggregate partnershipintereststo

which it applies the transition rule with qualifying partnerships aggregated under the interim rule.
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Importantly, the Notice does not provide for aggregation ofall partnership investment activities into a single
unrelated trade or business for purposes of Code section 512(a)(6). For example,ifa tax-exempt
organization’s investmentportfolio includes multiple partnership interests that are notqualifying
partnershipinterests and that generate UBTI, or qualifying partnership interests and at least one
partnershipinterest thatis not a qualifying partnership interest and that generates UBTI, the tax-exempt
organization willhave more than one unrelated trade or business for purposes of Code section 512(a)(6),
unlessthey can otherwise be aggregated under the general interim rule for reasonable, good-faith

interpretations ofthe applicable Code provisions.

C.TreatmentofFringe Benefits

In addition to the computation changes of Code section 512(a)(6),the Law added new Code section
512(a)(7),whichincreases a tax-exempt organization’s UBTI by any amount paid orincurred for any
qualified transportation fringe (as defined in Code section 132(f)), any parking facility used in connection
with qualified parking (as defined in Code section 132(f)(5)(C)) and any on-premises athletic facility (as
defined in Code section 132(j)(4)(B)), in each case, thatis not directly connected to an unrelated trade or
businessthatisregularly carried on by the tax-exempt organization and for which a deduction under Code

section 274 is not allowable.

The Notice indicates thatthe Service and Treasury do not believe thatthe provision ofthe fringe benefits
described in Code section 512(a)(7) is an unrelated trade or business. Accordingly, any amountincludedin
UBTI under Code section 512(a)(7) is not subject to Code section 512(a)(6).

D. Treatment of GILTI
The Law also added new Code section 951A, which requires each U.S. shareholder ofany controlled foreign

corporation to includein grossincome its global intangible low-taxed income (GILTTI).

The Notice indicates thatthe Service and Treasury have determinedthat an inclusion of GILTI under Code
section 951A(a) will be treated as a dividend that is generally excluded from UBTI under Code section
512(b)(1). The Notice further indicates that,unless provided otherwisein proposed regulations, GILTI that
isincludedingrossincome underCode section 951A(a) and attributable to insurance incomewill not be

treated asincludible in the UBTI of a tax-exempt organization.

E. Reliance

For taxable years beginning after December 31, 2017, tax-exempt organizations may rely on the provisions of

the Notice until proposed regulations are published.
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II1. Requests for Comments

The Notice indicates thatthe Service and Treasury request comments regarding the matters addressed in the
Notice.?” We encourage tax-exempt organizations to sharetheir views with the Serviceand Treasury.

Commentsin connection with the Notice must be received by December 3, 2018.

IV. Conclusion

We are available to discuss the Notice, as well as the Law and its impact, and we will continueto monitor

developmentsinthisarea.

7 In particular comments are requested regarding: (i) application of Code section 512(a)(6)totax-exempt organizations
with more than one unrelated trade or business, including the general interim rule for distinguishing between trades
and businesses under Code section 512(a)(6); (ii) whether other Code sections (and theregulations thereunder) may
providean administrable model for identifying a tax-exempt organization’s separate trades or businesses; (iii) whether
NAICS six-digit (or fewer) codes might be thebasis of a method for identifying separate trades or businesses; (iv) the
generalrules for allocating dedu ctions between trades or businesses; (v) the treatment of incometreated as anitem of
grossincome from an unrelatedtrade or business, including the treatment of debt-financed incom e (Code sections
512(b)(4),(13) and (17)); (vi) the scope of the activities that should be includedin the category of “investment
activities;” (vii) the treatment of incom ederived from activities in thenature of an investment through partnerships;
(viii) any additional considerations that should be given tohow Code section 512(a)(6) applies within the context of
Code section 512(a)(3) for specifictypes of tax-exempt organizations; and (ix) the calculation and ordering of pre2018
and post-2 017 netoperatinglossesand the treatment of pre-2 018 net operating losses that will expirein a given tax
yearifnot taken before post-2017 net operatinglosses.
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For more information, please contact one ofthe following members of Simpson Thacher & Bartlett LLP’s

Exempt Organizations Group:

NEWYORK CITY

David A. Shevlin Kevin E. Roe
+1-212-455-3682 +1-212-455-2647
dshevlin@stblaw.com kevin.roe@stblaw.com
Jennifer L. Franklin Jennifer Rosen
+1-212-455-3597 +1-212-455-3550
ifranklin@stblaw.com jennifer.rosen@ stblaw.com
John N. Bennett Rachel D. Sumers
+1-212-455-3723 +1-212-455-2543
ibennett@stblaw.com rachel.sumers@ stblaw.com
Maura L. Whelan

+1-212-455-2494
mwhelan@stblaw.com

The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored
it are rendering legalorother professional advice or opinions onspecific facts or matters, nor does the distribution ofthis
publication to any person constitute the establishment ofan attorney-client relationship. Simpson Thacher & Bartlett LLP
assumes no liability in connection withthe use of this publication. Please contact your relationship partnerifwecanbe of
assistanceregarding theseimportant developments. The names and officelocations of allof our partners, as wellas our
recent memoranda, canbe obtained from our w ebsite, www.sim psonthacher.com.
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