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the first year for which the organization is 
treated as described in section 501(c)(3). For 
1977, Y need not determine whether it has 
normally made lobbying expenditures or 
grass roots expenditures in excess of the cor-
responding ceiling amount for purposes of 
determining whether it is denied exemption 
under section 501(h) for its taxable year 1978. 

(7) For determination year 1978, Y must de-
termine whether it has normally made lob-
bying or grass roots expenditures in excess of 
the corresponding ceiling amount, taking 
into account expenditures for the base years 
1977 and 1978. For Y, the determination under 
paragraph (b)(2) of this section considers the 
same base years as the determination under 
paragraph (b)(1) of this section and is, there-
fore, redundant. Accordingly, Y proceeds to 
determine, under (b)(1), whether it is denied 
exemption. Y’s grass roots expenditures for 
1977 and 1978 ($65,000) did not exceed 150 per-
cent of the sum of its grass roots nontaxable 
amounts for those years ($103,125). Y’s lob-
bying expenditures for 1977 and 1978 ($406,750) 
did not exceed 150% of its lobbying non-
taxable amount for those years 
(150%×$275,000=$412,500). Therefore, Y is not 
denied tax exemption under section 501(h) for 
its taxable year 1979. 

(8) For determination year 1979, the sum of 
Y’s grass roots expenditures in base years 
1977, 1978, and 1979 does not exceed 150 per-
cent of its grass roots nontaxable amount 
(calculation omitted). However, the sum of 
Y’s lobbying expenditures for the base years 
($670,750) does exceed 150% of the sum of the 
lobbying nontaxable amounts for those years 
(150%×$435,000=$652,500). Since Y was not de-
scribed in section 501(c)(3) prior to 1977, only 
the years 1977, 1978, and 1979 may be consid-
ered in determining whether Y has normally 
made lobbying expenditures in excess of its 
lobbying ceiling. Therefore, Y determines 
that it has normally made lobbying expendi-
tures in excess of its lobbying ceiling. Under 
section 501(h), Y is denied tax exemption 
under section 501(a) as an organization de-
scribed in section 501(c)(3) for its taxable 
year 1980. For its taxable year 1981, and any 
taxable year thereafter, Y is exempt from 
tax as an organization described in section 
501(c)(3) only if Y applies for recognition of 
its exempt status under paragraph (d) of this 
section and is recognized as exempt from 
tax. 

Example 4. Organization M made the ex-
penditure test election under section 501(h) 
effective for taxable years beginning with 
1977 and has not revoked the election. M has 
$500,000 of exempt purpose expenditures dur-
ing each of the years 1981 through 1984. In ad-
dition, during each of those years, M spends 
$75,000 for direct lobbying and $25,000 for 
grass roots lobbying. Since the amount ex-
pended for M’s lobbying (both total lobbying 
and grass roots lobbying) is within the re-
spective nontaxable expenditure limitations, 

M is not liable for the 25 percent excise tax 
imposed under section 4911(a) upon excess 
lobbying expenditures, nor is M denied tax- 
exempt status by reason of section 501 (h). 

Example 5. Assume the same facts as in Ex-
ample 4, except that, on behalf of M, numer-
ous unpaid volunteers conduct substantial 
lobbying activities with no reimbursement. 
Since the substantial lobbying activities of 
the unpaid volunteers are not counted to-
wards the expenditure limitations and the 
amount expended for M’s lobbying is within 
the respective nontaxable expenditure limi-
tations, M is not liable for the 25 percent ex-
cise tax under section 4911, nor is M denied 
tax-exempt status by reason of section 
501(h). 

[T.D. 8308, 55 FR 35589, Aug. 31, 1990] 

§ 1.501(k)–1 Communist-controlled or-
ganizations. 

Under section 11(b) of the Internal 
Security Act of 1950 (50 U.S.C. 790(b)), 
as amended, which is made applicable 
to the Code by section 7852(b) of that 
Code, no organization is entitled to ex-
emption under sections 501(a) or 521(a) 
for any taxable year if at any time dur-
ing such year such organization is reg-
istered under section 7 of such Act or if 
there is in effect a final order of the 
Subversive Activities Control Board es-
tablished by section 12 of such Act re-
quiring such organization to register 
under section 7 of such Act, or deter-
mining that it is a Communist-infil-
trated organization. 

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; redesig-
nated by T.D. 8100, 51 FR 31615, Sept. 4, 1986] 

§ 1.502–1 Feeder organizations. 

(a) In the case of an organization op-
erated for the primary purpose of car-
rying on a trade or business for profit, 
exemption is not allowed under section 
501 on the ground that all the profits of 
such organization are payable to one or 
more organizations exempt from tax-
ation under section 501. In determining 
the primary purpose of an organiza-
tion, all the circumstances must be 
considered, including the size and ex-
tent of the trade or business and the 
size and extent of those activities of 
such organization which are specified 
in the applicable paragraph of section 
501. 

(b) If a subsidiary organization of a 
tax-exempt organization would itself 
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be exempt on the ground that its ac-
tivities are an integral part of the ex-
empt activities of the parent organiza-
tion, its exemption will not be lost be-
cause, as a matter of accounting be-
tween the two organizations, the sub-
sidiary derives a profit from its deal-
ings with its parent organization, for 
example, a subsidiary organization 
which is operated for the sole purpose 
of furnishing electric power used by its 
parent organization, a tax-exempt edu-
cational organization, in carrying on 
its educational activities. However, the 
subsidiary organization is not exempt 
from tax if it is operated for the pri-
mary purpose of carrying on a trade or 
business which would be an unrelated 
trade or business (that is, unrelated to 
exempt activities) if regularly carried 
on by the parent organization. For ex-
ample, if a subsidiary organization is 
operated primarily for the purpose of 
furnishing electric power to consumers 
other than its parent organization (and 
the parent’s tax-exempt subsidiary or-
ganizations), it is not exempt since 
such business would be an unrelated 
trade or business if regularly carried 
on by the parent organization. Simi-
larly, if the organization is owned by 
several unrelated exempt organiza-
tions, and is operated for the purpose 
of furnishing electric power to each of 
them, it is not exempt since such busi-
ness would be an unrelated trade or 
business if regularly carried on by any 
one of the tax-exempt organizations. 
For purposes of this paragraph, organi-
zations are related only if they consist 
of: 

(1) A parent organization and one or 
more of its subsidiary organizations; or 

(2) Subsidiary organizations having a 
common parent organization. 
An exempt organization is not related 
to another exempt organization merely 
because they both engage in the same 
type of exempt activities. 

(c) In certain cases an organization 
which carries on a trade or business for 
profit but is not operated for the pri-
mary purpose of carrying on such trade 
or business is subject to the tax im-
posed under section 511 on its unrelated 
business taxable income. 

(d) Exception—(1) Taxable years begin-
ning before January 1, 1970. For purposes 
of section 502 and this section, for tax-

able years beginning before January 1, 
1970, the term trade or business does not 
include the rental by an organization 
of its real property (including personal 
property leased with the real property). 

(2) Taxable years beginning after De-
cember 31, 1969. For purposes of section 
502 and this section, for taxable years 
beginning after December 31, 1969, the 
term trade or business does not include: 

(i) The deriving of rents described in 
section 512(b)(3)(A), 

(ii) Any trade or business in which 
substantially all the work in carrying 
on such trade or business is performed 
for the organization without compensa-
tion, or 

(iii) Any trade or business (such as a 
thrift shop) which consists of the selling 
of merchandise, substantially all of 
which has been received by the organi-
zation as gifts or contributions. 
For purposes of the exception described 
in subdivision (i) of this subparagraph, 
if the rents derived by an organization 
would not be excluded from unrelated 
business income pursuant to section 
512(b)(3) and the regulations there-
under, the deriving of such rents shall 
be considered a trade or business. 

(3) Cross references and special rules. (i) 
For determination of when rents are 
excluded from the tax on unrelated 
business income see section 512(b)(3) 
and the regulations thereunder. 

(ii) The rules contained in § 1.513– 
1(e)(1) shall apply in determining 
whether a trade or business is de-
scribed in section 502(b)(2) and subpara-
graph (2)(ii) of this paragraph. 

(iii) The rules contained in § 1.513– 
1(e)(3) shall apply in determining 
whether a trade or business is de-
scribed in section 502(b)(3) and subpara-
graph (2)(iii) of this paragraph. 

[T.D. 6500, 25 FR 11737, No. 26, 1960, as amend-
ed by T.D. 6662, 28 FR 6973, July 29, 1963; T.D. 
7033, 35 FR 19997, Dec. 31, 1970] 

§ 1.503(a)–1 Denial of exemption to cer-
tain organizations engaged in pro-
hibited transactions. 

(a)(1) Prior to January 1, 1970, section 
503 applies to those organizations de-
scribed in sections 501(c)(3), 501(c)(17), 
and section 401(a) except:(i) A religious 
organization (other than a trust); 

(ii) An educational organization 
which normally maintains a regular 
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