.§1.512(s)-1 Definition. ,

7 (a) In general. Scction 512 defines:
*“unrelated business taxable income” as
the gross Income derived from any un-
. related trade or business regularly car-
ried on, less those deductions allowed by -
chapter 1 of the Code which are directly
connected with the carrying on of such
trade or business, subject to certain ex-
ceptions, additlons and limitations re--
_ferred to In §1.512¢b)-1, To be de-
ductible in computing unrelated business
taxable fncome, therefore, expenses, de-
preciation, and similar items not only
 must qualify as deductions allowed by
chapter 1 of the Code, but also must be
dirzctly connected with the carrying on

of unrelated trade or business. Except
as provided in subparagraph (2) of para-
"graph (d) of this scction, to be “directly
‘connccted with” the conduct of unrelated
business, for purposes of section 512, an
ftem of deduction must have proximate
and primary relationship to the carrying
on of that business. In the case of an
organization which derlves gross income
from the regular conduct of two or more
unrelated business activitics, unrelated
business taxable income s the ara
of gross income from all such v
business activities less the agyi
the deductions allowed with re
- all puch unrelated husiness activitizs.

(1) Ezpenses allribulable solely to tine
related business. Expenses, deprecla-
tion and similar items nttributable solely
to the conduct of unrelated business are
proximately and primarily related to
that business and thercfore gqualify for
deduction to the extent-that they meet

" the requirements of sectlon 162, section
167, or other relevant provisions of the
Internal Revenue Code. Thus, for ex-
ample, salarfes of personnel employed
full-time In carrying on unrelated busi«
ness are directly connected with the con-
duct of the unrelated business and are
deductible in computing unrelated busi-
ness taxable income If they otherwise
qualify for deduction under the require-
ments of section 162. Similarly, depre-
cfation of a building used cntirely In the
conduct of unrclated business would be
an allowable deduction to the extent
otherwise permitted by section 167.

(¢) Dual use of facilities or personnel.
Where facilities or personnel are used
both to carry on exempt functions and to
conduct unrelated trade or business, ex=
penses, depreciation, and similar items
.attributable to such facllities or persons

nel (as, for example, items of overhead) .

shall be allocated between the two uses
on a reasonable basis. The portion of
any such ftem so allocated to the un-

‘related trade or business Is proximately *

and primarily related to that business,
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and shall be allowable as & deduction in
computing unrelated business taxable In-
come in the manner and to the extent
permitted by section 162, section 167, or |
other relevant sections of the Internal
Revenue Code. Thus, for example, as-
sume that 3, an exempt organization
subject to the provisions of section 511,
pays its president a salary -of $20,000 &
year. X derives gross income from the
conduct of unrelated trade or business.
‘The president devotes approximately 10
percent of his time during the year to
the unrelated business. For purposes of
computing X’s unrelated business tax-
gble income, a deduction of $2,000
(20,000 times 10 percent) would be
alloweble for the salary pald to its

- . president.

(d) Ezploftation of -ezempt Jfunc-
tions—(1) In general, In certain cases,
gross income may be derlved from un-
related trade or business which exploits
an exempt function, Except as spece
ified in subparagraph (2) of this para-
graph, in such cases expenses, deprecia-
tion and similar items attributable {o the
conduct of the exempt function sre not

deductible in compifing unrelated busi-
ness taxable income, Since such ftems
are incident to a function of the type
which it Is the chief purpose of the or-
ganization to conduct, they do not pos-
sess proximate and primary relationship
to the unrelated trade or business.
Therefore, they do not qualify as directly
connected with that business.

(2) Allowabdle deductions, Where un-
related trade or business is of a kind
carried on for profit by taxable orga-
nizations and where the exempt activity
exploited by the business is a type of ac-
tivity noymally conducted by taxable or-
ganizations In pursuance of sich busi-
ness, the expenses, depreclation, and
similar jtems which are attributable to
the exempt activity qualify as directly
connected with the carrying on of the
unrélated trade or business to the extent
that:

(1) The eggregate of such liems ex-
ceeds the Income (If any) derived from
or gttributable to the related activities;
an . :

(1) The allocation of such excess to
the unrelated activities does not result in
a loss from_ such unrclated trade or
business. ’

" Under the rule of the preceding sentence,

expenses, depreciation and similar items
paid or fncurred in the performance of
an exempt function must be allocated
first to the exempt function to the ex-
tent of the income derived from or attrib-
utable to the performance of that func-
tion. Furthermore, such items are in no .
event allocable to the unrclated business



