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We are very pleased to present the 2012 edition of CapinCrouse LLP’s annual Higher Education 
Tax Reporting Trends Project. We would like to start by sincerely thanking the 209 colleges and 
universities that participated in the study. Participating institutions were located in 38 states across 
the U.S., from Maine to Alaska and Hawaii to Florida. 

The current enrollment of the 209 participating institutions of higher education averaged 1,522, 
with the largest having just under 14,500 students and the smallest having an enrollment of 15.

We separated the respondents into three categories, based on enrollment size: 

Among the survey participants, 35 organizations do not file Form 990. Of those, 11 are under a 
“group exemption” from the IRS. Five of the Form 990 non-filers fell into Category A, 13 were in 
Category B, and 17 were in Category C. 

© CapinCrouse LLP 2012

Category A Category B Category C
Enrollment 1,700+ 500 -1,700 Under 500
Respondents 65 77 67



September 2012

Dear Colleague,

Welcome to the third edition of CapinCrouse’s annual Higher Education Tax Reporting Trends Project. This unique 
statistical review includes financial, tax, and demographic data compiled from our 2012 college, university, and 
seminary web survey and from the 2010 Return of Organization Exempt from Income Tax (Form 990s) filed by 174 
of the respondents.

Our goal is for this report to be a useful reference guide and information tool when preparing and reviewing your 2011 
Form 990 (for the year ended in 2012). While we recognize that no two higher education institutions are exactly alike, 
the editorial and statistical information contained here should help your accounting team gain a better understanding 
of tax reporting and the manner in which peer institutions answer line items on the annual Form 990. Our annual 
survey — which participants completed online, at conferences, and via email — was a great success this year. We 
incorporated a baseball theme that seemed to interest many people. We asked seven questions on topics such as 
the number of certified public accountants who work in the institution’s accounting department, whether the school 
had recently done an intentional unrelated business activities assessment, and whether it produced periodical-type 
publications or received land gifts. In addition, we asked about attendance at national higher education conferences, 
construction or leasing of new dorm space, whether the college files Form 990, and whether or not respondents 
had attended one of CapinCrouse’s Monthly Tax Webcasts. Finally — true to our theme — we asked if the institution 
fielded a baseball team.

Of the 209 institutions that completed the survey, 35 historically do not file Form 990, for a variety of reasons. For the 
174 remaining organizations, we conducted an “overview” of 2010 Form 990s as available on www.guidestar.org. In 
this overview we looked at whether the institutions reported unrelated business income, how they reported bookstore 
and other inventory sales, whether they enumerated “investment management fees” on the Schedule of Functional 
Expenses, if they engaged in lobbying activities, whether they maintained works of art or historical treasures, if they 
had an outstanding tax-exempt bond issue, and whether the institution had a separate committee that assumed 
responsibility for the oversight of the audit of the financial statements.  

Again, it is our hope that you are able to use the data contained in this report to help with your future tax compliance 
filings and assist in training and informing your board, management group, and accounting team. We would be 
happy to discuss any questions you may have or how any of these industry-wide tax reporting trends may be 
affecting your institution.

We welcome any comments and suggestions on how we might improve the content or presentation of this report 
in future years. Please direct your comments or questions to collegetax@capincrouse.com. We appreciate your 
continued support and thank you for allowing us to serve your audit, tax, and consulting needs.

Sincerely,

Dave Moja, Partner  
National Director of Not-for-Profit Tax Services
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Courtesy of Samford University

Did your college have at least one CPA on staff?

Have you completed an intentional unrelated business activities (UBIT) 
assessment in the past three years?

Has your institution received any gifts of land in the past two years?

Do you produce a magazine or periodical at least annually?

Does anyone on your accounting team regularly attend a national higher 
education conference?

Have you constructed or leased new dorm space in the past three years, 
or do you have plans on the drawing board to do so?

Does your school file Form 990?

Does your school have a baseball team?

Have you attended one of CapinCrouse’s monthly tax webcasts? 

Did you report unrelated business income on Form 990, Part I, Line 7a?

Were bookstore sales reported on Form 990, Part VIII, Line 10?

Were investment management fees enumerated at Form 990, Part IX, Line 11f?

Did you have an “audit committee”?

Did you engage in lobbying activities?

Do you maintain works of art/historical treasures?

Do you have an outstanding tax-exempt bond issue?
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EXECUTIVE SUMMARY

2012 Higher Education Tax Reporting Trends Project Survey

How many certified public accountants does your school 
employ in the Finance/Accounting Office?

Schools with at least one CPA on staff:

Our reason for asking this question was mainly related to 
continuing education requirements. Through CapinCrouse’s 
Monthly Tax Webcast (an online webinar generally presented 
at 1:00 p.m. Eastern on the last Thursday of each month), we 
encounter hundreds of CPAs who need Continuing Professional 
Education (CPE) credits. This question was a census of sorts to 
help us ascertain the number of accounting team members at 
each school who might be interested in CPE credits.

Have you completed an intentional unrelated business 
activities (UBIT) assessment in the past three years?

As you will readily note in this year’s edition, unrelated business 
activities are a huge focus for the IRS – and the general public – 
these days. (See “What Is the IRS Up To?” and “UBIT: Yesterday... 
and Tomorrow” later in this publication.) Over the past several 
years we’ve conducted on-site Unrelated Business Income Tax 
(UBIT) Overviews at many colleges and universities. In the wake 
of increased IRS scrutiny — and as we await the final report of 
the College & University Compliance Project — it would behoove 
every institution to engage in a UBIT review, whether you use an 
outside firm or your internal audit function.

Has your institution received any gifts of land in the past 
two years? 

Land gifts appear to be returning to fashion. We’ve seen an 
uptick in donations of undeveloped land and conservation 
easements in the past few years. Higher education institutions 
need to be wary of complicated reporting rules and the potential 
tax consequences of this type of gift. Form 990, Schedule M 
requires the disclosure of the number of gifts, the value reported 
in your books and records, and the valuation method. It’s also 
likely that an appraisal will be required. The IRS has released a 
new auditor’s guide for use in examinations of organizations that 
receive and maintain conservation easement gifts. 

Do you produce a magazine or periodical at least annually?

Most of the 2012 Tax Reporting Trends survey respondents 
publish some type of periodical at least once per year. By 
“periodical,” we’re looking beyond event programs to slick, 
colorful publications that look like something you’d find on a 
magazine rack next to Time or Business Week. Our respondents’ 
periodicals ran the gamut from literary collections to sports 
information guides, alumni magazines, and campus information 
updates. 

If your publications contain ads (and in most cases even 
“sponsorships”), you likely need to include the revenues and 
expenses related to these publications on Form 990-T, Schedule 
J. Note that this reporting will require your team to break out 
direct periodical advertising revenues and expenses as well as 
“circulation” income and expenses. 
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Does anyone on your accounting team regularly attend a 
national higher education conference?

We attend these conferences and get a great deal from them. In 
addition to excellent opportunities for networking, most conferences 
offer significant CPE opportunities. (See the question above 
regarding CPAs and Continuing Professional Education.) In this 
query, we were interested in cataloging the number of respondents 
who also made it to these events. Overall, 85.7% attend at least one 
conference each year. Among our respondents, the most-attended 
event was the Association of Business Administrators of Christian 
Colleges (ABACC) Annual Conference. This is usually held every 
February and features issues of interest to accounting personnel.

Have you constructed or leased new dorm space in the past 
three years, or do you have plans on the drawing board to do so?

We viewed this question as a bellwether statistic for our micro-
economy of higher education institutions. There were some 
interesting comments on this issue. Some of the responding 
institutions do not have residential students, so the data is 
somewhat skewed. It is an interesting trend to watch, however. 
The next step would be to examine what types of financing (capital 
campaign, tax-exempt bonds, taxable bonds, conventional 
financing, etc.) were used for these expansions. Ultimately, it 
looks like this bellwether is indicating a positive trend.

Does your school file Form 990?

In the past we’ve looked up Form 990s for the respondents in 
our survey. This year we decided to ask if they file. Among all 
our respondents, 83.2% file Form 990, with 92.3% of Category A, 
83.1% of Category B, and 74.6% of Category C institutions filing. 

If your institution does not file Form 990, you should closely 
monitor the IRS’s postings and rulings in this arena. We remain 
concerned that colleges and universities that do not file may one 
day have a rude awakening. If you do file, we urge you to take 
steps to ensure you are producing an “A+” product. You never 
know who might be looking!

Does your school have a baseball team?

This particular question garnered a great deal of feedback, and 
we made it the theme of this year’s Tax Reporting Trends Project. 
First, baseball can bring opportunities for UBIT, from signs in the 
outfield to field rentals, ads in programs, and summer camps. 
Second, several of the larger schools that responded are required 
to periodically complete NCAA “agreed-upon procedures” 
reports, and there has been some cross-communication from 
the NCAA on these requirements. Finally, this question opened 
the door for some great stories and questions regarding how 
accounting teams handle various sports issues. Overall, 49.8% 
of participating institutions fielded a baseball team.

Have you attended one of CapinCrouse’s monthly tax webcasts?

As you may surmise, this question is very near and dear to our 
hearts. We were somewhat surprised to find that just about 
half of the Tax Reporting Trends respondents (53.1%) had not 
yet attended one of our monthly, informational, and free CPE 
webcasts. They are missing out on the fun and we quickly sent 
invitations to try and correct this! 

We offer these webcasts on the final Thursday of most months, 
with some adjustments around holidays. To learn more, visit  
www.capincrouse.com and select “View upcoming webcasts.”
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FORM 990: REVIEW OF DATA

Of the 209 respondents in this year’s Tax Reporting Trends survey, 
174 (or 83.2%) noted that they filed Form 990 with the IRS. By 
category, the numbers were:

 Category A:  60 filers (92.3%)
 Category B:  64 filers (83.1%)
 Category C:  50 filers (74.6%)

Note that in our 2011 survey, the percentage of filers was lower 
both overall and in each category. Among all participants in 
2011, 75.5% filed Form 990, with Category A at 89.8%, Category 
B at 78.7%, and Category C at 59.3%.

As we reviewed Form 990 data this year, we looked at the 
following items:

• Did the institution report unrelated business income on Form 
990, Part I, Line 7a?

• Were bookstore sales reported on Form 990, Part VIII, Line 10?
• Were investment management fees enumerated at Form 

990, Part IX, Line 11f?
• Was there an “audit committee” within the board?
• Did the institution engage in lobbying activities?
• Does the institution maintain works of art or historical 

treasures?
• Is there an outstanding tax-exempt bond issue?

Reporting Unrelated Business Income on Form 990, Part I, 
Line 7

The IRS would tell you that any activity that produces gross 
unrelated business income of more than $1,000 should be 
reported on Form 990-T each year. Historically, most of us have 
taken the stand that if an activity fails to show a profit year after 
year, it is generally not considered a trade or business — and thus 
not a “UBIT-producing” activity. According to the IRS, that may 
not be the case in the future, however. (See “UBIT: Yesterday... 
and Tomorrow” later in this publication.)

Interestingly, the Form 990 instructions do not include instructions 
for Line 7a, which asks for “Total unrelated business revenue 
from Part VIII, column (C), line 12.” Clearly the number entered on 
Line 7a flows from the bottom of Part VIII, but the real instructions 
are given at Form 990, Part V, Line 3a, which asks, “Did the 
organization have unrelated business gross income of $1,000 or 
more during the year?” Woe be unto those who check “Yes” there 
but do not enter an amount on Part I, Line 7a. 

The instructions at Part V, Line 3a refer you to Publication 598 
and the glossary. The Form 990 glossary defines unrelated 
business income as “income from an unrelated trade or business 
as defined in section 513.” And it further defines unrelated trade 
or business as, “Any trade or business, the conduct of which is 
not substantially related to the exercise or performance by the 
organization of its charitable, educational, or other purpose or 
function constituting the basis for its exemption. See Pub. 598 
and the instructions for Form 990-T for a discussion of what is an 
unrelated trade or business.” Still think this form is easy?

Discerning when we should report unrelated business activities 
on Form 990-T continues to be a muddy proposition, and it is 

only getting muddier. For this survey, we noted that 63.3% of 
Category A, 34.4% of Category B, and only 14.0% of Category 
C institutions reported unrelated business income on Form 990, 
Part I, Line 7a. This area is likely to receive much attention over 
the next few years. The IRS’s College & University Compliance 
Project (CUCP) final report is due later in 2012. The report is 
expected to say a lot about the UBIT arena — and litigation will 
likely follow. Stay tuned.

Reporting Bookstore Sales on Form 990, Part VIII, Line 10

The issue here is whether to report bookstore sales together with 
cost of goods sold on this line, or to report them separately. This 
is really a judgment call. The instructions to this line do read in 
part: “Sales of inventory items reportable on line 10a are sales of 
items donated to the organization, that the organization makes to 
sell to others, or that it buys for resale…” 

Among the 2012 Tax Reporting Trends participants, the following 
percentages reported these items together:

 Category A:  20.0%
 Category B:  37.5%
 Category C:  20.0%

As seen from these statistics, in most cases higher education 
institutions elect to report bookstore sales revenue on Form 990, 
Part VIII, Line 2 as program service revenue. They then report 
the associated expenses, including inventory costs, on Form 
990, Part IX (Statement of Functional Expenses). There are some 
skeptics who like to mutter that this is an attempt to increase 
a university’s program service expenses percentage. That is 
easily refuted, however, because in most cases the percentage 
changes are minimal.

Ultimately, the instructions for Form 990, Part VIII, Line 2 (program 
service revenue) provide insight into how to report these sales. In 
a section titled “Sales of inventory items by hospitals, colleges, 
and universities,” the instructions state: 

Books and records maintained according to generally 
accepted accounting principles for hospitals, colleges, and 
universities are more specialized than books and records 
maintained according to those accounting principles for 
other types of organizations that file Form 990. Accordingly, 
hospitals, colleges, and universities can report, as program 
service revenue on line 2, sales of inventory items otherwise 
reportable on line 10a. In that event, enter the applicable 
cost of goods sold as program service expense in column 
(B) of Part IX. No other organizations should report sales of 
inventory items on line 2. 

As noted earlier, this is really a judgment call. Notice our emphasis 
on “can report” above.

Reporting Investment Management Fees on Form 990,  
Part IX, Line 11f

Among our survey respondents, 33.9% of those who filed Form 
990 included an amount on this line. By category, 43.3% of 
Category A respondents included an amount, 37.5% of Category 
B, and 18.0% of Category C. Please be aware that the IRS has 
repeatedly stated that it will be looking at Part IX, Line 11a through 
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11g, and may assess penalties for failure to file a complete and 
accurate return if lines are left blank when it is obvious that 
amounts should be included. For instance, if you show significant 
income at Form 990, Part VIII, Lines 3 or 7, or both, and leave the 
line blank, you may have an issue.

The instructions to Form 990, Part IX, Line 11f read: “Enter amounts 
for investment counseling and portfolio management. Monthly 
account service fees are considered portfolio management 
expenses, and must be reported here. Do not include transaction 
costs such as brokerage fees and commissions, which are 
considered sales expenses and are included on Part VIII, line 
7b.” Be advised.

Does Your Institution Have an Audit Committee?

The data for this survey question was taken from a review of 
“yes” answers to Form 990, Part XII, Line 2c, which asks: “…does 
the organization have a committee that assumes responsibility 
for oversight of the audit, review, or compilation of its financial 
statements and selection of an independent accountant?” We 
consider this to be an important distinctive for higher education 
institutions — and the IRS apparently does as well. By category, 
the percentage of respondents answering “yes” were:

 Category A:   98.3%
 Category B:   96.9%
 Category C:   72.0%

If your institution is in the small minority that has not yet set up 
an “audit committee” within your board, it is time to consider this 
move. We are available to consult with and assist you in this. 

Did You Engage in Lobbying Activities?

To many, this is a loaded question. Many CPAs seem allergic 
to lobbying, to the detriment of not-for-profit organizations. Don’t 
fall into the trap of confusing lobbying with “electioneering” or 
campaign intervention. Lobbying is not a prohibited activity for 
your college or university! It can be a very positive undertaking 
and can lead to engaging and strengthening donor relationships. 
(See “A Brief History of Lobbying” later in this report.)

In our review of Form 990s, we looked at Part IV, Line 4, which 
asks, “Did the organization engage in lobbying activities, or have 
a section 501(h) election in effect during the tax year?” A “yes” 
answer would require your institution to file Schedule C, Part 
II. Somewhat shockingly — to us, anyway — 0.0% of schools 
in Category C answered yes to this question. Category A was 
at only 15.0% and Category B at 9.4%, working out to 8.6% of 
overall respondents engaged in lobbying. Hmmm.

Do You Maintain Works of Art or Historical Treasures?

The impetus for this survey question was the deluge of questions 
we received from universities after our May 2012 Monthly Tax 
Webcast that dealt, in part, with “art.” (It was the “A” in “C.A.V.E.” 
— conservation easements, art, vehicles, equities, and other 
non-cash gifts — but that’s another story.) 

Schedule D to Form 990 is called “Supplemental Financial 
Statements,” and it is designed to provide further data about an 
organization’s balance sheet (“summarized” at Form 990, Part X). 

But there are a few areas on Schedule D that many seem to rush 
past, especially Part II on Conservation Easements and Part III 
on Maintaining Collections of Art, Historical Treasures, or Other 
Similar Assets. One reason this section can be easy to miss is 
that under SFAS 116 (ASC 958), an institution can elect not to 
report these types of assets in its revenue statement and balance 
sheet. In many cases this can be a wise and thrifty decision, as 
you may not have to obtain a costly appraisal each year. And 
although this election should be specified in the footnotes to the 
audited financial statements, the footnotes are getting so thick 
this might be overlooked.

Our main reason for raising this issue is that it is not just relevant in the 
year you receive a gift of art collections, historical treasures, or similar 
items. (Note that in the year of receipt of this type of contribution you 
will likely have to report the details on Schedule M and on Form 990, 
Part VIII, Line 1g.) You also must provide information for years in 
which you “held” these types of assets. Schedule D, Part III, Line 3 
(at the top of Page 2) asks the organization to use its “acquisition, 
accession, and other records” to “check any of the following that 
are a significant use of its collection items.” The check boxes 
include “Public exhibition,” “Scholarly research,” “Preservation for 
future generations,” “Loan or exchange programs,” and “Other 
(specify).” Then, Schedule D, Part III, Line 4 instructs you to “Provide 
a description of the organization’s collections and explain how they 
further the organization’s exempt purpose in Part XIV,” the Schedule 
Supplement Information section.

Here are the Form 990 glossary definitions for your information 
and processing:

Works of art – Include paintings, sculptures, prints, drawings, 
ceramics, antiques, decorative arts, textiles, carpets, silver, 
photography, film, video, installation and multimedia arts, rare 
books and manuscripts, historical memorabilia, and other similar 
objects. Art does not include collectibles. (Emphasis ours.)

Historical treasure – A building, structure, area, or property 
(real or personal) with recognized cultural, aesthetic, or 
historical value that is significant in the history, architecture, 
archeology, or culture of a country, state, or city.

Among all the respondents in our survey who file Form 990, 25.9% 
filled out Schedule D, Part III. We’ve visited many campuses 
in the past year and have seen portraits, bronze statuary, and 
similar items at more than one quarter of them. The categories 
broke down as follows:

 Category A:  40.0%
 Category B:  29.7%
 Category C:  4.0%

Do You Have an Outstanding Tax-exempt Bond Issue?

Overall, 45.4% of our Form 990-filing respondents had tax-
exempt bonds outstanding and were required to file Schedule 
K. Category A schools were at 78.3%, Category B at 46.9%, and 
Category C at only 4.0%. 

This area is under increased scrutiny from the IRS, which conducted 
a compliance project on re-issues in 2011 - 2012. We are awaiting 
that report. More information, including articles and periodic 
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webinars, can be found in the Tax Exempt Bond Community section 
of the IRS website at http://www.irs.gov/Tax-Exempt-Bonds.

The big issue with tax-exempt bond issues is post-issuance 
compliance. In most cases this boils down to the areas covered by 
Schedule K, Parts II, III, and IV: proceeds, private business use, 
and arbitrage. In addition, you should know what to expect if the 
IRS chooses your organization for a tax-exempt bond issue audit. 
We provide an overview of these items in the “Tax-exempt Bonds: 
The Minimum You Should Know” section later in this report.

WHAT IS THE IRS UP TO?

College & University Compliance Project

The IRS continues to put the finishing touches on more than 30 
college and university audits that resulted from questionnaires 
in the 400-school CUCP program. The Service has tentatively 
committed to bringing us the much-anticipated final report on 
this project by the end of 2012. We will provide commentary 
when the report is released. 

In conversations with several of the universities being audited, we 
have heard about a few of the areas that may be highlighted in 
the final report. It should be chock-full of information! First of all, a 
few of the schools intimated that the IRS adjusted their Form 990-
T tax bills by applying the Service’s mythical “hobby-loss” rules to 
activities that historically showed losses. Ultimately, this involved 
allowing expenses only to the extent of income for given activities 
and obliterating net operating losses from these activities for 
years under audit. (This generally appears to be three years.) 
This has caused significant UBIT bills at some schools. There 
also has been some “sword fighting” with the IRS over whether 
some previously reported activities were actually related to the 
universities’ exempt purpose. 

Next, it appears that the IRS is attempting to disallow ministers’ 
housing allowances to some of the staff and faculty of at least 
one school. We’ve also seen attempts of this nature at missions 
organizations and Christian camps during the summer of 2012. 

Finally, the IRS has been focusing on worker classification issues 
(independent contractor vs. employee). In one example, the 
Service is attempting to reclassify “game day security” workers 
(generally off-duty law enforcement officers) who are paid by a 
university to provide added security at home football games. 
The IRS is attempting to classify these workers as employees. 
We will know more about these and many other issues when the 
CUCP final report is released in coming months.

Charitable Contributions: Receipting and Appraisals

The IRS and the Tax Courts have been on the warpath of late 
with respect to charitable receipting and the intricacies involved 
in the gift appraisal rules. In what appear to be rather nit-picky 
rulings, donors have been denied significant contribution 
deductions due to legal technicalities.

One donor, for example, “self-appraised” millions of dollars worth of 
donated real estate. Even though the Tax Court noted that the donor 
appeared to have undervalued the property, he was denied the 
deduction because of the Form 8283 instructions. In an even more 

compelling case, a couple gave significant amounts to their church 
in a given tax year and the church provided an “annual statement” 
that showed gift dates and amounts for the year. The church’s annual 
statement failed to include required wording clearly noting that no 
goods and/or services were received by the donors, however. The 
IRS denied the deduction and the Tax Court concurred.

This is an excellent issue to bring to the attention of your 
institution’s Foundation or Development Team, or both. Now is 
also a great time to review your Gift Acceptance Policies and the 
instructions to Forms 8283 and 8282, and ensure that all required 
wording is included on your donor receipts.

House Ways and Means Oversight Subcommittee Public 
Charity Hearings

House Ways and Means Oversight Subcommittee hearings on 
501(c)(3) issues were held in Washington, D.C. on July 25. Several 
witnesses testified on issues ranging from Form 990 to political 
matters and unrelated business activities. The list of witnesses 
and prepared testimonies can be found at http://waysandmeans.
house.gov/Calendar/EventSingle.aspx?EventID=303617.

We felt that readers would be most interested in part of the 
question and answer session between the committee and Steven 
T. Miller, IRS Deputy Commissioner for Services and Enforcement. 
The exchange below provides great insight into what the IRS may 
be thinking in terms of future compliance projects. 

Here is part of what Mr. Miller had to say. Note especially his 
thoughts on the complexities of colleges and universities and 
UBIT challenges.

Chairman: [Now I’d like to] look at some of the compliance 
challenges with regard to unrelated business income tax. The 
unrelated business income tax rules are an ongoing source of 
confusion and certainly a challenge from a compliance standpoint. 
Can you describe for the committee the types of compliance 
challenges the IRS faces with enforcing UBIT and how the 
redesigned Form 990 addresses some of those concerns? 

Miller: So this is probably less about the redesign than 
it is about general rules here. We have several problems 
and issues in addressing the Form 990-T, which is actually 
the form that gets used here. There are three generalized 
requirements for what is unrelated and it starts with, is it 
regularly carried on? Is it a trade or business? These are the 
sort of things we sort of can deal with. The third one is, is it 
substantially related? That is a remarkably difficult and soft 
sort of issue to deal with. Is it related to have a gift shop sell 
postcards of things that are in the museum that is attached 
next to it? These are the sorts of issues we actually have to 
parse through in dealing with that particular issue.

Other issues also exist in the area. A key issue is exactly 
what expenses are taken against the unrelated business 
income, especially where there are indirect expenses being 
taken? Those are things that are very hard, I think, for the 
taxpayer to do and very hard for us to do as well. Those 
would be the two things that are mainly our issue. What is 
substantially related and how do you deal with expenses, in 
particular, indirect expenses? 
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TAX-EXEMPT BONDS: THE MINIMUM YOU 
SHOULD KNOW

The IRS continues to pile on requirements and expectations 
with regard to the tax-exempt bond (TEB) arena. As mentioned 
earlier, the Tax Exempt Bond Community section of the IRS 
website (www.irs.gov/Tax-Exempt-Bonds) has a great deal of 
valuable information for institutions that file Form 990 and have 
outstanding tax-exempt bond issues. In our Tax Reporting Trends 
survey, 45.4% of respondents who file Form 990 had outstanding 
tax-exempt bond issues.

We have a few concerns in this area. First, it appears that many 
colleges are not aware of all the recordkeeping requirements for 
501(c)(3) bonds. This could become a significant problem if your 
institution is selected for an IRS TEB examination. Next, many 
schools have checked the “No” box on Schedule K, Part III, Line 7, 
which asks, “Has the organization adopted management practices 
and procedures to ensure the post-issuance compliance of its tax-
exempt bond liabilities?” Similarly, we speak to numerous colleges 
and universities that do not have a methodology in place to track 
“private business use,” which is 5% — or potentially less.

Keeping Records and Dealing with a Potential Audit

During the course of an examination, IRS TEB agents will request 
all material records and information necessary to support the 
compliance of a tax-exempt bond issue with the pertinent sections 
of the Internal Revenue Code. Ultimately, the Tax Exempt Bond 
group of the IRS recommends that issuers and other parties to 
tax-exempt bond transactions review Section 6001 of the Code 
and the corresponding Income Tax Regulations in consultation 
with their counsel.

With regard to record retention, your organization should have 
codicils in your Record Retention and Destruction policy (Form 990, 
Part VI, Line 14) that cover tax-exempt bond issue records. One of 
the first questions about this is always, “How long should we keep 
these records?” Section 1.6001-1(e) of the Regulations provides 
that “records should be retained for so long as the contents thereof 
are material in the administration of any internal revenue law.” 

Basically, for a tax-exempt bond transaction the information 
contained in certain records supports the exclusion from gross 
income taken at the bondholder level for both past and future tax 
years. Throughout the rest of this section, we’ve quoted from the Tax 
Exempt Bond Community section of the IRS website, with emphasis 
added to highlight key points. The IRS notes that:

… as long as the bondholders are excluding from gross 
income the interest received on account of their ownership of 
the tax-exempt bonds, certain bond records will be material. 
Similarly, in a conduit financing the information contained 
in the bond records is necessary to support the interest 
deduction taken by the conduit borrower for both past and 
future tax years for its payment of interest on the bonds.

To support these tax positions, material records should 
generally be kept for as long as the bonds are outstanding, 
plus 3 years after the final redemption date of the bonds. This 
rule is consistent with the specific record retention requirements 
under section 1.148-5(d)(6)(iii)(E) of the arbitrage regulations. 

One of the FAQs (frequently asked questions) noted on the 
website is: “What are the basic records that should be retained?” 
Here is the IRS’s answer to that query:

Although the required records to be retained depend on the 
transaction and the requirements imposed by the Code and 
the regulations, records common to most tax-exempt bond 
transactions include:

• Basic records relating to the bond transaction (including 
the trust indenture, loan agreements, and bond counsel 
opinion);

• Documentation evidencing expenditure of bond proceeds;
• Documentation evidencing use of bond-financed 

property by public and private sources (i.e., copies of 
management contracts and research agreements);

• Documentation evidencing all sources of payment or 
security for the bonds; and

• Documentation pertaining to any investment of bond 
proceeds (including the purchase and sale of securities, 
SLGs subscriptions, yield calculations for each class 
of investments, actual investment income received 
the investment of proceeds, guaranteed investment 
contracts, and rebate calculations).

The IRS notes that this list is very general and highlights only 
the basic records typically material to many types of tax-
exempt bond financings. “Each transaction is unique and 
may, accordingly, have other records that are material to the 
requirements applicable to that financing,” the Service says. 
“The decision as to whether any particular record is material 
must be made on a case-by-case basis and could take into 
account a number of factors, including, for instance, the various 
expenditure exceptions.”

In the Tax Exempt Bond Community section of its website, the IRS 
also writes that:

All records should be kept in a manner that ensures their 
complete access to the IRS for so long as they are material. 
While this is typically accomplished through the maintenance of 
hard copies, taxpayers may keep their records in an electronic 
format if certain requirements are satisfied.

Another FAQ inquires, “What happens if records aren’t maintained?” 
The answer provided could be devastating to a higher education 
institution that has failed to maintain proper records: 

During the course of an examination, TEB agents will request 
material records and information in order to determine whether 
a tax-exempt bond transaction meets the requirements of 
the Code and regulations. If these records have not been 
maintained, then the issuer, conduit borrower or other party may 
have difficulty demonstrating compliance with all federal tax law 
requirements applicable to that transaction. A determination of 
noncompliance by the IRS with respect to a bond issue can 
have various outcomes, including a determination that the 
interest paid on the bonds should be treated as taxable, that 
additional arbitrage rebate may be owed, or that the conduit 
borrower is not entitled to certain deductions. 

Additionally, a conduit borrower who fails to keep adequate 
records may also be subject to an accuracy-related penalty 
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under section 6662 of the Code on the underpayment of tax 
attributable to any denied deductions. Section 6662 of the 
Code imposes a penalty on any portion of an underpayment 
of tax required to be shown on a return that is attributable to 
one of several factors, including negligence or disregard of 
rules or regulations. Section 1.6662-3(b)(1) of the Regulations 
provides that negligence includes any failure by the taxpayer 
to keep adequate books and records or to substantiate items 
properly. Under section 6662(a) of the Code, the penalty is 
equal to 20 percent of the portion of the underpayment of tax 
attributable to the negligence. Section 6664(c)(1) provides an 
exception to the imposition of accuracy-related penalties if 
the taxpayer shows that there was reasonable cause for the 
underpayment and that the taxpayer acted in good faith. 

Form 990, Schedule K, Part III, Line 7

Schedule K is so involved that it may seem strange to focus on 
one line of the form, but this is an area of much concern for the 
higher education arena. Note that the “title” of Part III is “Private 
Business Use.” The Form 990 glossary defines this as: 

For purposes of Schedule K (Form 990), Supplemental 
Information on Tax-Exempt Bonds, use by the organization 
or another 501(c)(3) organization in an unrelated trade or 
business. Private business use also generally includes any 
use by a nongovernmental person other than a section 
501(c)(3) organization unless otherwise permitted through an 
exception or safe harbor provided under the regulations or a 
revenue procedure.

The question at Line 7 asks, “Has the organization adopted 
management practices and procedures to ensure the post-
issuance compliance of its tax-exempt bond liabilities?” The 
instructions go on to state:

Check “Yes” or “No” to indicate whether the organization has 
adopted management practices and procedures to ensure 
post-issuance compliance of its tax-exempt bond liabilities. 
For this purpose, post-issuance compliance includes 
restrictions on private use, arbitrage compliance and other 
applicable tax law. Answer this question only with respect to 
the 12-month period used to report on the bond issue. 

Has your school intentionally discussed this requirement? Have you 
“adopted management practices and procedures” in this area?

At the end of the day, if you have outstanding tax-exempt bond 
issues, you should carefully review Schedule K (Form 990), Parts 
II, III, and IV, and consult with your tax advisors to build a “work 
plan” that tracks:

1. Whether you have Form 8038-series reporting issues; 
2. Any private business use (many times this includes floor 

plans of facilities); and 
3. Any “arbitrage” reporting.

A BRIEF HISTORY OF LOBBYING

Many CPAs appear to lack a thorough understanding of lobbying. 
As noted earlier, we have been known to say in workshops that 
most CPAs are allergic to lobbying — to the absolute detriment 
of their clients. 

The IRS does not prohibit lobbying by 501(c)(3) organizations. In 
fact, they encourage it, within limits. Too much lobbying, like too 
much chocolate, may not be good for you. A general rule of thumb 
is that lobbying is limited to 5% of an organization’s gross revenue. 
This is not a bright-line number, however, as the actual wording 
from section 501(c)(3) is “…no substantial part of the activities…”

To keep this brief, we want to start with three points:

1. Lobbying can be a great tool for your Development Team to 
use in connecting with constituents

2. Generally, colleges and universities should not make a 
section 501(h) election

3. With the IRS and Congress on the warpath with regard to 
the higher education sector, you can and should consider 
lobbying to protect your interests

Now before we begin with a little bit of history, let us make one 
clarification. Do not confuse lobbying with “electioneering” or 
campaign intervention — which is prohibited by Internal Revenue 
Code section 501(c)(3). For guidance on electioneering,  review 
Revenue Ruling 2007-41. This provides 21 situations that 
exemplify what public charities can and cannot do with respect 
to political candidates and campaigns.

“Lobbying Activities” are defined in the Form 990 glossary as:

All activities intended to influence foreign, national, state, 
or local legislation. Such activities include direct lobbying 
(attempting to influence the legislators) and grassroots 
lobbying (attempting to influence legislation by influencing 
the general public).

Future Men’s dorm/baseball complex at Cornerstone University
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In the 1930s, a public charity engaged in lobbying and ultimately 
lost its exempt status because of an inherent prohibition in 
section 501(c)(3) as it stood then. Congress “fixed” this in 1934 
by amending our favorite code section to include the wording: 
“…no substantial part of the activities of which is carrying on 
propaganda, or otherwise attempting to influence legislation, 
(except as otherwise provided in subsection (h))…”

Section 501(h) was added in the 1970s, with final regulations 
promulgated in 1990. This section instituted a four-year calculation 
with precise, defined percentages that allows charities to monitor 
the limits to their “substantial parts” of lobbying expenditures. At 
the top levels, charities can expend 5% of their gross revenues, 
not to exceed $1 million. Organizations not making the 501(h) 
election do not have these limits, but also forego the certainty 
provided by making the election on Form 5768.

There are basically two types of lobbying: direct lobbying and 
grassroots lobbying. To keep things simple, direct lobbying 
involves communicating directly with a legislator or government 
official who may vote on potential legislation, while grassroots 
lobbying involves inciting the public to call or march on 
Washington (or the state capitol, or city hall, etc.).

Direct lobbying refers to specific legislation and reflects a view 
on that legislation. Grassroots lobbying generally involves those 
two items, but also contains a “call to action.” This might involve 
asking people to contact legislators; providing legislators’ contact 
information; providing a petition, template, or “tear-off” postcard to 
send to legislators; or specifically identifying legislators who stand 
on a particular side or are undecided on a piece of legislation.

As defined in the Form 990 glossary, “legislation:”

Includes action by Congress, any state legislature, any 
local council, or similar governing body about acts, bills, 
resolutions, or similar items, or action by the public in 
referenda, ballot initiatives, constitutional amendments or 
similar procedures. It does not include actions by executive, 
judicial, or administrative bodies.

As mentioned earlier, colleges and universities generally find 
it disadvantageous to make the 501(h) election. The election is 
effective at the beginning of the year Form 5768 is filed. The election 
may be revoked by filing another Form 5768. The revocation is 
effective at the beginning of the tax year following the year of filing. 
If you make this election, you need to break out your lobbying 
expenses by “direct” and “grassroots” in your accounting system.

Finally, lobbying activities are reported on Form 990, Part VI, Line 
4 and then on Schedule C, Part II. If your institution does not make 
a 501(h) election, you would complete Schedule C, Part IIB and 
indicate whether you attempted to influence foreign, national, 
state, or local legislation during the year. This includes any attempt 
to influence public opinion on a legislative matter or referendum 
through the use of volunteers, paid staff or management, media 
advertisements, mailings, publications, broadcasts, grants to other 
organizations, direct contact, rallies/demonstrations/seminars/
conventions/lectures, or “other activities.” Answer by checking “Yes” 
or “No” for each of these areas. You are then required to provide 
an amount for any “Yes” answers. Beginning with the 2011 Form 
990, you are also required to include a detailed description of each 
lobbying activity at Schedule C, Part IV (Supplement Information).

As the IRS and Congress progress toward actions that seem to 
be detrimental to colleges and universities, it may benefit you to 
confer with tax advisors to better understand lobbying activities 
and how they can benefit your institution in defending your 
positions, protecting your students, and potentially increasing 
your fundraising efforts. We suggest that you involve your 
Development Team in these discussions.

UBIT: YESTERDAY… AND TOMORROW

Unrelated business activities — and more specifically, unrelated 
business income tax (UBIT) — are big topics of discussion these 
days. Further, every time we turn on a TV or radio we seem to 
hear a lot about “fairness” with regard to the U.S. tax system. 
There’s the “Fair Tax,” and talk about how everyone needs to pay 
their “fair share” of taxes, and so on.

In our 2012 Tax Reporting Trends survey, only 38.5% of all 
respondents had completed an intentional UBIT assessment in 
the past three years. Frankly, given the times in which we live, 
every higher education institution should be conducting some 
type of UBIT assessment every year.

Going far back into U.S. tax history, in an 1878 case (University 
vs. People) the Supreme Court said: 

The purpose of a college or university is to give youth an 
education. The money which comes from the sale or rent 
of land dedicated to that object aids this purpose. Land so 
held and leased is held for school purposes, in the fullest and 
clearest sense.

Starting back then, exempt organizations took this as an 
apparent blessing from the Supreme Court and began to engage 
in commercial enterprises in earnest. Over time, however, cries 
of “unfair competition” resounded in Washington, D.C. and led 
to change.

The UBIT laws and concepts have generally been around since 1950, 
when Congress decided that it was not fair for exempt organizations 
to compete with for-profit businesses without paying taxes. Prior to 
1950, charities could conduct virtually any commercial business 
activity and sleep well at night, safe in the knowledge that the profits 
generated would not be taxed as long as the use of the funds was 
within the organization’s exempt purpose. The source of the funds 
was not the issue and did not affect their tax status. But outcry from 
the for-profit sector about unfair competition brought about needed 
change. The thought process was simple and, well, fair.

Historically, we’ve put activities through a three-part “succession” 
to determine whether they generate unrelated business income:

• Is the activity a trade or business?
• Is it regularly carried on?
• Is it related to the organization’s exempt purpose?

The Form 990 instructions define “unrelated trade or business” as:

Any trade or business, the conduct of which is not substantially 
related to the exercise or performance by the organization 
of its charitable, educational, or other purpose or function 
constituting the basis for its exemption. See Pub. 598 and 
the instructions for Form 990-T for a discussion of what is an 
unrelated trade or business. 
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Note that there are volumes and volumes of tax law and opinion 
on what constitutes each of these three “triggers” and what 
does not, and many of us have spent a great deal of time 
going over this. In the 2011 edition of Tax Reporting Trends we 
detailed a “TREESAP Hierarchy” for reviewing an institution’s 
UBIT exposure.

As we look to the future, the three-part succession is still in 
play, but more required analysis seems to be creeping into the 
conversation. In the ongoing College & University Compliance 
Project, the IRS appears poised to utilize its “hobby-loss rules” 
with regard to activities reported on Form 990-T. (Under these 
rules, the IRS presumes that an activity is carried on for profit if 
it makes a profit during at least three of the last five tax years, 
including the current year.) Ultimately, this will mean that for 
activities that show a loss at least three of five tax years, expenses 
will be allowed only to the extent of revenues for the activities. 
No losses that create net operating losses will be available from 
these activities.

Another concept that is getting a great deal of play in articles and 
in testimony before the House Ways and Means Subcommittee 
on Oversight is the concept of “commerciality.” This concept 
has been around for a long time. Commerciality has often been 
viewed as an IRS weapon, much like a “smart bomb” in old 
arcade video games. The IRS has used this weapon/tool in 
the past to rule that an activity is an unrelated business simply 
because the Service believes it has the attributes of a for-profit 
business and is competing with commercial businesses. As 
time unfolds, the process of having the IRS more involved in 
“commerciality” determinations seems certain, but it is a very 
uncertain concept.  

Here’s an example: A soup kitchen serves the hungry on a daily 
basis. The kitchen continually receives great compliments on its 
veggie bean soup. Leadership decides that they could bring in more 
funds (make more money) by setting up a division that manufactures 
bean soup for distribution to restaurants, groceries, and the public 
via the Internet, in addition to providing the product to the soup 
kitchen. Soon, the veggie bean soup becomes a popular product 
on a national basis. Two issues then arise. First, does conducting 
the “commercial” activity endanger the charity’s exempt status? 
Second, if not, are all or part of the “commercial” activities taxable?

There is a great deal of thought and opinion out there on the 
nebulous concept of how much commerciality is too much. 
You will hear opinions that put the level or amount of unrelated 
business income an organization can have before it is in danger 
of losing its exempt status at anywhere from 5% to 15% of gross 
revenues. For the most part, private colleges and universities 
have substantial revenues from related activities that are, in most 
cases, sufficient to make this a moot discussion. If your institution 
has commercial activities approaching a size and scope (in 
revenues and time spent) that may become problematic, one 
remedy is to spin those activities off into a for-profit subsidiary. 
Note that this would mean paying taxes on the corporate profits 
and that the higher education parent would need to be aware of 
the rules under Internal Revenue Code section 512(b)(13).  

In recent testimony before Congress, the case was made that 
it may be a good idea to get rid of the “relatedness test” for 
unrelated business activities. This would mean taxing all of an 
organization’s commercial activities, whether related or not. 
We would still have to sharpen the IRS’s skills in defining what 
activities are “commercial.”

Courtesy of Reinhardt University
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In his prepared testimony before the House Ways and Means 
Subcommittee on Oversight on July 25, 2012, Professor John 
Colombo of the University of Illinois College of Law made many 
compelling points about UBIT. In one of the several remedies he 
suggested, Professor Colombo stated: 

Taxing all commercial activities obviously would more 
completely protect the corporate tax base than the current 
system, since no commercial activity (even if it is “related”) 
would escape taxation. Second, taxing all commercial activity 
would promote economic efficiency, because charities could 
not earn a premium rate of return on a particular activity simply 
by avoiding the income tax that would otherwise be due. Under 
this proposed system, a charity presumably would choose to 
invest in a direct commercial activity only if the after-tax rate of 
return it could earn would be greater than the market rate on a 
diversified portfolio of investment assets — that is, the charity 
would have to make a decision that it could earn a premium rate 
of return by efficient operation of the commercial enterprise, 
and not just by avoiding taxes. It is likely, therefore, that if all 
commercial activity were taxed, charities would concentrate on 
commercial activities for which they enjoy some economies of 
scope with respect to either capital investments or employees 
or which had some other kind of synergy with their charitable 
programs, which in turn would also help curb empire-building 
tendencies and avoid managerial diversion issues. Finally, this 
approach would actually simplify the law — we would no longer 
rely on tortured interpretations of the phrase “substantially 
related” to determine if a commercial activity is taxable or not; 
and if all such activities are taxable, the “container” used to 
conduct them would be irrelevant.

Simplicity is great, but it seems we need to be very attuned to 
how Congress and the IRS may be positioning themselves in the 
UBIT arena — and how it will ultimately affect higher education 
institutions. The final report of the College & University Compliance 
Project will give us some insight, attending conferences with a 
focus on tax issues will give us more, and communicating with 
each other will allow us to stay on top of what the future may hold. 
Lobbying, anyone?

ADDITIONAL TAX CONSIDERATIONS

Tanning Bed Excise Tax: Do Your Activity Fees Need to be 
Partially Taxed?

Here we go again with one of our favorite tax items! Relying on 
guidance issued in connection with air transportation excise 
taxes, a Chief Counsel Advice (CCA) has concluded that 
enrollment and freeze fees are subject to the 10% excise tax on 
indoor tanning services. This could mean that if your institution 
receives payment for the use of indoor tanning facilities (such 
as through an activities fee or health center fee), you may need 
to review these excise tax rules, brought to you courtesy of the 
Affordable Care Act. It may also mean that you need to answer 
“Yes” on Form 990, Part V, Line 14a and pay the 10% indoor 
tanning excise taxes by filing Form 720. See Chief Counsel 
Advice 201226022 for more information. Now having said all 
that, we queried 60 of the 2012 Tax Reporting Trends participants 
about whether they had tanning beds on campus and got only 
one positive response — and a number of humorous answers!

Schedule L: Simplification and Education 

Many colleges are fearful that the mere requirement to report 
the existence of Schedule L transactions (transactions with 
interested parties) on Form 990 means that the transaction is 
improper and the involved individual should resign — a result 
that could deprive the organization of a valuable employee or 
board member.

In her prepared testimony before the House Ways and Means 
Subcommittee on Oversight, Attorney Eve Borenstein made a 
great case for simplifying and enlightening filers with regard to 
Schedule L (Form 990): 

It would be beneficial to the sector for the IRS to address this 
problem by providing educational materials explaining that the 
only obligation (from an exemption qualification perspective) 
that a filer has in disclosing the existence of non-independent 
directors, managers with “family” or “business” relationships, 
or Schedule L, Part IV reportable business transactions is 
to ensure that those insiders (or those connected to them) 
are not being privately benefited from their influence over 
the organization. The disclosures are there to focus attention 
on governors’ responsibility to protect the filer from uneven 
exchanges to the organization’s detriment and to ensure 
that transactions outside of the filer’s best interests are not 
undertaken. Practitioners attempt to communicate this point, 
but the voice that should speak on this subject so that the 
message is delivered uniformly and with authority is that of 
the IRS. This is an area where additional IRS educational 
outreach, rather than revision of the form, would do much to 
solve the problem.

She goes on to conclude, “Either the IRS should attempt to 
simplify the present definitions for Schedule L’s Parts III and IV, 
or it should provide flow-chart materials or similar tools in the 
Instructions to help demonstrate the numerous and complex 
reporting relationships encompassed in these Parts.” Does your 
institution have a good questionnaire for interested parties to 
determine whether or not reporting on any of the four parts of 
Schedule L is appropriate?

Summer Camps Run by Coaches

There are all types of potential UBIT issues with summer sports, 
music, and other camps. In most cases, camp operations run 
by outsiders under “lease” arrangements can be exempt under 
the rental income exclusion. Camps run through the university 
by staff members have been ruled as potentially generating 
unrelated business income — but may be related activities as an 
“integral part of the educational program of the college.”

One area that you should keep an eye on, however, involves 
“leasing” the facilities to your college’s coaches or other staff to 
conduct summer camps. Care should be taken to ensure that the 
rent and fees charged to the employee for use of facilities are set 
at fair market value. Otherwise, the difference between fair market 
value and the amount charged could be considered additional 
compensation to the coach, and could result in an excess benefit 
transaction and the associated penalties. Be aware.
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