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gross income of the organization as unrelated debt-financed income.
(b) The application of this section
may be illustrated by the following example:
Example. On July 1, 1970, T, an exempt
trust, exchanges $15,000 of borrowed funds for
50 percent of the shares of M Corporation’s
stock. M uses $35,000 of borrowed funds in acquiring depreciable assets which are not used
at any time for purposes described in section
514(b)(1) (A), (B), (C), or (D). On July 1, 1978,
and for the 12-month period preceding this
date, T’s acquisition indebtedness with respect to M’s stock has been $3,000. On this
date, there is a complete liquidation of M
Corporation to which section 331(a)(1) applies. In the liquidation T receives a distribution in kind of depreciable assets and
assumes $7,000 of M’s indebtedness which remains unpaid with respect to the depreciable
assets. On this date, M’s adjusted basis of
these depreciable assets is $9,000, and such
assets have a fair market value of $47,000. M
recognizes gain of $6,000 with respect to this
liquidation pursuant to sections 1245 and
1250. T realizes a gain of $25,000 (the difference between the excess of fair market
value of the property received over the indebtedness assumed, $40,000 ($47,000–$7,000)
and T’s basis in M’s stock, $15,000). A portion
of this gain is to be treated as unrelated
debt-financed income. This amount is determined by multiplying T’s gain of $25,000 by
the debt/basis percentage. The debt/basis percentage is 20 percent, the ratio which the average acquisition indebtedness ($3,000) is of
the average adjusted basis ($15,000). Thus,
$5,000 (20 percent of $25,000) is unrelated debtfinanced income. This amount and the gain
recognized pursuant to sections 1245 and 1250
are added to M’s basis to determine T’s basis
in the property received. Consequently, T’s
basis in the property received from M Corporation is $20,000, determined as follows:
M Corporation’s adjusted basis ...........................
Gain recognized by M Corporation on the distribution .............................................................
Unrelated debt-financed income recognized by T
with respect to the distribution .........................

$9,000

T’s transferred basis ............................................

20,000

6,000
5,000
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[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(e)–1 Allocation rules.
Where only a portion of property is
debt-financed property, proper allocation of the basis, indebtedness, income,
and deductions with respect to such
property must be made to determine
the amount of income or gain derived
from such property which is to be
treated as unrelated debt-financed income. See examples 2 and 3 of para-

graph (b)(1)(iii) of § 1.514(b)–1 and examples 1, (2), and (3) of paragraph
(b)(3)(iii) of § 1.514(b)–1 for illustrations
of proper allocation.
[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(f)–1 Definition
of
business
lease.
(a) In general. The term business lease
means any lease, with certain exceptions discussed in paragraph (c) of this
section, for a term of more than 5 years
of real property by an organization
subject to section 511 (or by a partnership of which it is a member) if at the
close of the organization’s taxable year
there is a business lease indebtedness
as defined in section 514(g) and
§ 1.514(g)–1 with respect to such property. For the purpose of this section
the term real property and the term
premises include personal property of
the lessor tax-exempt organization
leased by it to a lessee of its real estate
if the lease of such personal property is
made under, or in connection with, the
lease of such real estate. For amounts
of business lease rents and deductions
to be included in computing unrelated
business taxable income for taxable
years beginning before January 1, 1970,
see § 1.514(a)–2.
(b) Special rules. (1) In computing the
term of the lease, the period for which
a lease may be renewed or extended by
reason of an option contained therein
shall be considered as part of the term.
For example, a 3-year lease with an option for renewal for another such period is considered a lease for a term of
6 years. Another example is the case of
a 1-year lease with option of renewal
for another such term, where the parties at the end of each year renew the
arrangement. In this case, during the
fifth year (but not during the first 4
years), the lease falls within the 5-year
rule, since the lease then involves 5
years and there is an option for the
sixth year. In determining the term of
the lease, an option for renewal of the
lease is taken into account whether or
not the exercise of the option depends
upon conditions or contingencies.
(2) If the property is acquired subject
to a lease, the term of such lease shall
be considered to begin on the date of
such acquisition. For example, if an exempt organization purchases, in whole
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or in part with borrowed funds, real
property subject to a 10-year lease
which has 3 years left to run, and such
lease contains no right of renewal or
extension, the lease shall be considered
a 3-year lease and hence does not meet
the definition of a business lease in section 514(f) and paragraph (a) of this section. However, if this lease contains an
option to renew for a period of 3 years
or more, it is a business lease.
(3) Under the provisions of section
514(f)(2)(B) a lease is considered as continuing for more than 5 years if the
same lessee has occupied the premises
for a total period of more than 5 years,
whether the occupancy is under one or
more leases, renewals, extensions, or
continuations. Continued occupancy
shall be considered to be by the same
lessee if the occupants during the period are so related that losses in respect of sales or exchanges of property
between them would be disallowed
under section 267(a). Such period shall
be considered as commencing not earlier than the date of the acquisition of
the property by the tax-exempt organization or trust. This rule is applicable
only in the sixth and succeeding years
of such occupancy by the same lessee.
See, however, paragraph (c)(3) of this
section.
(c) Exceptions. (1) A lease shall not be
considered a business lease if such
lease is entered into primarily for a
purpose which is substantially related
(aside from the need of such organization for income or funds, or the use it
makes of the rents derived) to the exercise or performance by such organization of its charitable, educational, or
other purpose or function constituting
the basis for its exemption. For example, where a tax-exempt hospital leases
real property owned by it to an association of doctors for use as a clinic,
the rents derived under such lease
would not be included in computing unrelated business taxable income if the
clinic is substantially related to the
carrying on of hospital functions. See
§ 1.513–1 for principles applicable in determining whether there is a substantial relationship to the exempt purpose
of an organization.
(2) A lease is not a business lease if
the lease is of premises in a building
primarily designed for occupancy and

occupied by the tax-exempt organization.
(3) If a lease for more than 5 years to
a tenant is for only a portion of the
real property, and space in the real
property is rented during the taxable
year under a lease for not more than 5
years to any other tenant of the taxexempt organization, all leases of the
real property for more than 5 years
shall be considered as business leases
during the taxable year only if:
(i) The rents derived from the real
property during the taxable year under
leases for more than 5 years represent
50 percent or more of the total rents
derived during the taxable year from
the real property; or the area of the
premises occupied under leases for
more than 5 years represents, at any
time during the taxable year, 50 percent or more of the total area of the
real property rented at such time; or
(ii) The rent derived from the real
property during the taxable year from
any tenant under a lease for more than
5 years, or from a group of tenants
(under such leases) who are either
members of an affiliated group (as defined in section 1504) or are partners,
represents more than 10 percent of the
total rents derived during the taxable
year from such property; or the area of
the premises occupied by any one such
tenant, or by any such group of tenants, represents at any time during the
taxable year more than 10 percent of
the total area of the real property
rented at such time
In determining whether 50 percent or
more of the total rents are derived
from leases for more than 5 years, or
whether 50 percent or more of the total
area is occupied under leases for more
than 5 years:
(iii) An occupancy which is considered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this subparagraph
shall not be treated as such a lease for
purposes of subdivision (i) of this subparagraph, and
(iv) An occupancy which is considered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this section shall be
treated as such a lease for purposes of
subdivision (ii) of this subparagraph,
and
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(v) If during the last half of the term
of a lease a new lease is made to take
effect after the expiration of such
lease, the unexpired portion of the first
lease will not be added to the second
lease to determine whether such second
lease is a lease for more than 5 years
for purposes of subdivision (i) of this
subparagraph.
(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:
Example. In 1954 an educational organization, which is on the calendar year basis, begins the erection of an 11-story apartment
building using funds borrowed for that purpose, and immediately leases for a 10-year
term the first floor to a real estate development company to sublet for stores and shops.
As fast as the new apartments are completed, they are rented on an annual basis.
At the end of 1959 all except the 10th and 11th
floors are rented. Those two floors are completed during 1960 and rented. Assume that
for 1954 and each subsequent taxable year
through 1959, and for the taxable year 1963,
the gross rental for the first floor represents
more than 10 percent of the total gross rents
derived during the taxable year from the
building. Under this set of facts the 10-year
lease of the first floor would be considered to
be a business lease for all except the taxable
years 1961, 1962, and 1964.
[T.D. 7229, 37 FR 28154, Dec. 21, 1972]
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§ 1.514(g)–1
ness.

Business

lease

indebted-

(a) Definition. The term business lease
indebtedness means, with respect to any
real property leased by a tax-exempt
organization for a term of more than 5
years, the unpaid amount of:
(1) The indebtedness incurred by the
lessor tax-exempt organization in acquiring or improving such property;
(2) The indebtedness incurred by the
lessor tax-exempt organization prior to
the acquisition or improvement of such
property if such indebtedness would
not have been incurred but for such acquisition or improvement; and
(3) The indebtedness incurred by the
lessor tax-exempt organization subsequent to the acquisition or improvement of such property if such indebtedness would not have been incurred but
for such acquisition or improvement
and the incurrence of the indebtedness
was reasonably foreseeable at the time
of such acquisition or improvement

See paragraph (i) of this section with
respect to subsidiary corporations.
(b) Examples. The rules of section
514(g) respecting business leases also
cover certain cases where the leased
property itself is not subject to an indebtedness. For example, they apply to
cases such as the following:
Example 1. A university pledges some of its
investment securities with a bank for a loan
and uses the proceeds of such loan to purchase (either directly or through a subsidiary corporation) a building, which building is subject to a lease that then has more
than 5 years to run. This would be an example of a business lease indebtedness incurred
prior to the acquisition of the property
which would not have been incurred but for
such acquisition.
Example 2. If the building itself in example
1 in this paragraph is later mortgaged to
raise funds to release the pledged securities,
the lease would continue to be a business
lease.
Example 3. If a scientific organization
mortgages its laboratory building to replace
working capital used in remodeling another
one of its buildings or a building held by its
subsidiary corporation, which other building
is free of indebtedness and is subject to a
lease that then has more than 5 years to run,
the lease would be a business lease inasmuch
as the indebtedness though incurred subsequent to the improvement of such property
would not have been incurred but for such
improvement, and the incurrence of the indebtedness was reasonably foreseeable when,
to make such improvement, the organization
reduced its working capital below the
amount necessary to continue current operations.

(c) Property acquired subject to lien.
Where real property is acquired subject
to a mortgage or similar lien, whether
the acquisition be by gift, bequest, devise, or purchase, the amount of the indebtedness secured by such mortgage
or lien is a business lease indebtedness
(unless paragraph (d)(1) of this section
applies) even though the lessor does
not assume or agree to pay the indebtedness. For example, a university pays
$100,000 for real estate valued at
$300,000 and subject to a $200,000 mortgage. For the purpose of the tax on unrelated business taxable income, the
result is the same as if $200,000 of borrowed funds had been used to buy the
property.
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