
1 
 

ACTIVITIES DEEMED SEPARATE TRADES OR BUSINESSES 
As provided under the proposed regulations, certain activities are treated as separate trades or businesses under 

the final regulations. 

Investment Activities 

The proposed regulations provided an exclusive list of an exempt organization’s investment activities that may be 

treated as a separate unrelated trade or business for purposes of section 512(a)(6). Under the proposed 

regulations, for most exempt organizations, such investment activities are limited to: (i) qualifying partnership 

interests; (ii) qualifying S corporation interests; and (iii) debt-financed properties. Although commenters 

recommended modifications to the rules regarding the individual items included in this list, no commenters 

objected to the treatment of these items as investment activities. The final regulations adopt this list of investment 

activities without change. 

Similar to the proposed regulations, the final regulations permit the aggregation of qualifying partnership interests 

(QPIs) into one separate unrelated trade or business in order to reduce the administrative burden of obtaining 

information from the partnership regarding its underlying trade or business activities where its percentage interest 

level indicates that the exempt organization does not significantly participate in the partnership. QPIs are generally 

defined as partnership interests that meet one of two tests: (1) A de minimis test, which the exempt organization 

satisfies if it holds directly or indirectly no more than 2% of the profits interest and no more than 2% of the capital 

interest of the partnership; or (2) A participation test (formerly known as the “control test” under the proposed 

regulations), which the exempt organization satisfies if it holds directly or indirectly no more than 20% of the 

capital interest and does not “significantly participate in” (formerly “control”) the partnership. 

As modified by the final regulations, an exempt organization significantly participates in a partnership if: 

• The exempt organization, by itself, may require the partnership to perform, or prevent the partnership from 

performing (other than through a unanimous voting requirement or through minority consent rights), any 

act that significantly affects the operations of the partnership; 

• Any of the exempt organization’s officers, directors, trustees, or employees have rights to participate in the 

management of the partnership at any time; 

• Any of the organization’s officers, directors, trustees, or employees have rights to conduct the partnership’s 

business at any time; or 

• The organization, by itself, has the power to appoint or remove any of the partnership’s officers or 

employees or a majority of directors. 

Similar to the proposed regulations, the final regulations require the interests of certain supporting organizations 

and controlled entities to be combined with those of the of the exempt organization in determining whether the 

organization’s interest crosses the participation test’s 20% threshold. One difference, however, is that the final 

regulations do not require an organization to combine the interests of a Type III supporting organization unless 

that supporting organization is the organization’s parent. 

In making the determination whether an exempt organization’s interest in a partnership meets one of the two 

tests to be a QPI, the final regulations follow the rule in the proposed regulations that an exempt organization’s 

percentage interest is determined by averaging the organization’s percentage interest at the beginning of the 

partnership’s tax year with its percentage interest at the end of that same partnership tax year. The final 

regulations, however, now provide a grace period when a change in an organization’s percentage interest is due 

entirely to the actions of other partners. The grace period permits a partnership interest that fails to meet the 

requirements of either test because of an increase in the current year’s percentage interest may be treated as 

meeting the requirements of the de minimis test or the participation test that it met in the prior year for the 
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taxable year of the change if: (1) the partnership interest met the requirements of the de minimis test or the 

participation test in the organization’s prior taxable year without application of the grace period; (2) the increase 

in percentage interest is due to the actions of one or more partners other than the exempt organization; and (3) in 

the case where a partnership interest met the participation test in the prior taxable year, the interest of the 

partner or partners that caused the increase in the current year was not one that was combined with the exempt 

organization’s interest as described in the preceding paragraph in either the prior or current year. 

With respect to qualifying S corporation interests (QSIs), the final regulations clarify that the exempt organization 

can rely on the Schedule K-1 (Form 1120-S) that it received from the S corporation if the form lists information 

sufficient to determine the organization’s percentage of stock ownership for the year. For example, a Schedule K-1 

that reports “zero” as the organization’s percentage interest in the S corporation is not sufficient to determine the 

organization’s percentage of stock ownership for the year. The IRS is considering whether revision of Schedule K-1 

is needed to provide the information necessary to determine whether an S corporation interest is a QSI. 

With respect to debt-financed income, several commenters suggested that this income should be reportable using 

an NAICS 2-digit code instead of as an investment activity. The final regulations rejected this suggestion and 

adopted the proposed regulations treatment as a separate investment activity. 

Finally, the transition rule included in both IRS Notice 2018-67 and the proposed regulations, which permitted an 

organization to treat any partnership interest acquired prior to Aug. 21, 2018 as a single trade or business activity, 

will lapse as of the first day of the organization’s taxable year following the issuance of final regulations. Despite 

receiving several comments asking the Treasury Department and the IRS to adopt the transition rule as a 

grandfather rule, it was not so adopted in the final regulations. 

Payments from Controlled Entities 

Similar to the proposed regulations, all “specified payments” (i.e., interest, rents, royalties and annuity payments 

per Code Sec. 512(b)(13)) received by a controlling tax-exempt organization from an entity it controls (i.e., more 

than 50 percent controlled by the organization) are treated as gross income from a separate unrelated trade or 

business. Moreover, if a controlling organization receives specified payments from two different controlled 

entities, the payments from each controlled entity would be treated as a separate unrelated trade or business. 

Certain Amounts from Controlled Foreign Corporations (CFCs) 

Similar to the proposed regulations, amounts included in UBTI under Section 512(b)(17) are treated as income 

derived from a single separate unrelated trade or business. 

 


