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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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faculty and curriculum and normally 
has a regularly enrolled body of pupils 
or students in attendance at the place 
where its educational activities are 
regularly carried on; 

(iii) An organization which normally 
receives a substantial part of its sup-
port (exclusive or income received in 
the exercise or performance by such or-
ganization of its charitable, edu-
cational, or other purpose or function 
constituting the basis for its exemp-
tion under section 501(a)) from the 
United States or any State or political 
subdivision thereof or from direct of 
indirect contributions from the general 
public, 

(iv) An organization which is oper-
ated, supervised, controlled or prin-
cipally supported by a religious organi-
zation (other than a trust) which is 
itself not subject to the provisions of 
this section; and 

(v) An organization the principal pur-
poses or functions of which are the pro-
viding of medical or hospital care or 
medical education or medical research 
or agricultural research. 

(2) Effective January 1, 1907, and 
prior to January 1, 1975, section 503 
shall apply only to organizations de-
scribed in section 501(c) (17) or (18) or 
section 401(a). 

(3) Effective January 1, 1975, section 
503 shall apply only to organization de-
scribed in section 501(c) (17) or (18) or 
described in section 401(a) and referred 
to in section 4975(g) (2) or (3). 

(b) The prohibited transactions enu-
merated in section 503(b) are in addi-
tion to and not in limitation of the re-
strictions contained in section 501(c) 
(3), (17), or (18) or section 401(a). Even 
though an organization has not en-
gaged in any of the prohibited trans-
actions referred to in section 503(b), it 
still may not qualify for tax exemp-
tions in view of the general provisions 
of section 501(c) (3), (17), or (18) or sec-
tion 401(a). Thus, if a trustee or other 
fiduciary of the organization (whether 
or not he is also a creater or such orga-
nization) enters into a transaction 
with the organization, such trans-
action will be closely scrutinized in the 
light of the fiduciary principle requir-
ing undivided loyalty to ascertain 
whether the organization is in fact 

being operated for the stated exempt 
purpose. 

(c) An organization—(1) Described in 
section 501(c)(3) which after July 1, 
1950, but before January 1, 1970, has en-
gaged in any prohibited transaction as 
defined in section 503(b), unless it is ex-
cepted by the provisions of paragraph 
(a)(1) of this section; 

(2) Described in section 401(a) and re-
ferred to in section 4975(g) (2) or (3) 
which after March 1, 1954, has engaged 
in any prohibited transaction as de-
fined in section 503(b); 

(3) Described in section 401(a) and not 
referred to in section 4975(g) (2) or (3) 
which after March 1, 1954, but before 
January 1, 1975, has engaged in any 
prohibited transaction as defined in 
section 503(b) or which after December 
31, 1962, but before January 1, 1975, has 
engaged in any prohibited transaction 
as defined in section 503(g) prior to its 
repeal by section 2003(b)(5) of the Em-
ployee Retirement Income Security 
Act of 1974 (88 Stat. 978); 

(4) Described in section 501(c)(17) 
which after December 31, 1959, has en-
gaged in any prohibited transaction as 
defined in section 503(b); or 

(5) Described in section 501(c)(18) 
which after December 31, 1969, has en-
gaged in any prohibited transaction de-
scribed in section 503(b); 

Shall not be exempt from taxation 
under section 501(a) for any taxable 
year subsequent to the taxable year in 
which there is mailed to it a notice in 
writing by the Commissioner that it 
has engaged in such prohibited trans-
actions. Such notification by the Com-
missioner shall be by registered or cer-
tified mail to the last known name and 
address of the organization. However, 
notwithstanding the requirement of 
notification by the Commissioner, the 
exemption shall be denied with respect 
to any taxable year if such organiza-
tion during or prior to such taxable 
year commenced the prohibited trans-
action with the purpose of diverting in-
come or corpus from its exempt pur-
poses and such transaction involved a 
substantial party of the income or cor-
pus of such organization. For the pur-
pose of this section, the term taxable 
year means the established annual ac-
counting period of the organization; or, 
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if the organization has no such estab-
lished annual accounting period, the 
taxable year of the organizations means 
a calendar year. See 26 CFR § 1.503(j)–1 
(rev. as of Apr. 1, 1974) for provisions 
relating to the definition of prohibited 
transactions in the case of trusts bene-
fitting certain owner-employees after 
December 31, 1962, but prior to January 
1, 1975. See also section 2003 (c)(1)(B) of 
the Employee Retirement Income Se-
curity Act of 1974 (88 Stat. 978) in the 
case of an organization described in 
section 401(a) with respect to which a 
disqualified person elects to pay a tax 
in the amount and manner provided 
with respect to the tax imposed by sec-
tion 4975 of the Code so that the orga-
nization may avoid denial of exemption 
under section 503. For further guidance 
regarding the definition of last known 
address, see § 301.6212–2 of this chapter. 

(d) The application of section 503(b) 
may be illustrated by the following ex-
amples: 

Example 1. A creates a foundation in 1954 
ostensibly for educational purposes. B, a 
trustee, accumulates the foundation’s in-
come from 1957 until 1959 and then uses a 
substantial part of this accumulated income 
to send A’s children to college. The founda-
tion would lose its exemption for the taxable 
years 1957 through 1959 and for subsequent 
taxable years until it regains its exempt sta-
tus. 

Example 2. If under the facts in Example 1 
such private benefit was the purpose of the 
foundation from its inception, such founda-
tion is not exempt by reason of the general 
provisions of section 501(c)(3), without regard 
to the provisions of section 503, for all years 
since its inception, that is, for the taxable 
years 1954 through 1959 and subsequent tax-
able years, since under section 501(c)(3) the 
organization must be organized and operated 
exclusively for exempt purposes. See 
§ 1.501(c)(3)–1. 

[T.D. 7428, 41 FR 34621, Aug. 16, 1976, as 
amended by T.D. 8939, 66 FR 2819, Jan. 12, 
2001] 

§ 1.503(b)–1 Prohibited transactions. 
(a) In general. The term prohibited 

transaction means any transaction set 
forth in section 503(b) engaged in by 
any organization described in para-
graph (a) of § 1.503(a)–1. Whether a 
transaction is a prohibited transaction 
depends on the facts and circumstances 
of the particular case. This section is 
intended to deny tax-exempt status to 

such organizations which engage in 
certain transactions which inure to the 
private advantage of (1) the creator of 
such organization (if it is a trust); (2) 
any substantial contributor to such or-
ganization; (3) a member of the family 
(as defined in section 267(c)(4) of an in-
dividual who is such creator of or such 
substantial contributor to such organi-
zation; or (4) a corporation controlled, 
as set forth in section 503(b), by such 
creator or substantial contributor. 

(b) Loans as prohibited transactions 
under section 503(b)(1)—(1) Adequate se-
curity. For the purposes of section 
503(b)(1), which treats as prohibited 
transactions certain loans by an orga-
nization without receipt of adequate 
security and a reasonable rate of inter-
est, the term adequate security means 
something in addition to and sup-
porting a promise to pay, which is so 
pledged to the organization that it may 
be sold, foreclosed upon, or otherwise 
disposed of in default of repayment of 
the loan, the value and liquidity of 
which security is such that it may rea-
sonably be anticipated that loss of 
principal or interest will not result 
from the loan. Mortgages or liens on 
property, accommodation endorse-
ments of those financially capable of 
meeting the indebtedness, and stock or 
securities issued by corporations other 
than the borrower may constitute se-
curity for a loan to the persons or or-
ganizations described in section 503(b). 
Stock of a borrowing corporation does 
not constitute adequate security. A 
borrower’s evidence of indebtedness, ir-
respective of its name, is not security 
for a loan, whether or not it was issued 
directly to the exempt organization. 
However, if any such evidence of in-
debtedness provides for security that 
may be sold, foreclosed upon, or other-
wise disposed of in default of repay-
ment of the loan, there may be ade-
quate security for such loan. If an or-
ganization subject to section 503(b) 
purchases debentures issued by a per-
son specified in section 503(b), the pur-
chase is considered, for purposes of sec-
tion 503(b)(1), as a loan made by the 
purchaser to the issuer on the date of 
such purchase. For example, if an ex-
empt organization subject to section 
503(b) makes a purchase through a reg-
istered security exchange of debentures 
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