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Indiana University Retirement Community, Inc. v. Commissioner, 92 T. C.
891 (1989)

Interest  expense  incurred  by  a  tax-exempt  private  foundation  on  debt  used  to
generate investment income is deductible in calculating net investment income.

Summary

Indiana University Retirement Community, Inc. , a tax-exempt private foundation,
issued municipal bonds to finance the construction of a retirement community. The
foundation invested the bond proceeds during construction and earned significant
investment income. The issue before the U. S. Tax Court was whether the interest
paid on the bonds could be deducted from the foundation’s gross investment income
to calculate its net investment income. The court held that the interest expense was
deductible because it was an ordinary and necessary expense directly related to the
production  of  investment  income,  reversing  the  Commissioner’s  position  and
allowing the foundation to avoid excise tax on its net investment income.

Facts

In 1977, Indiana University Retirement Community, Inc. was incorporated as a not-
for-profit corporation in Indiana. The foundation issued $16 million in municipal
bonds  to  finance  the  construction  of  a  retirement  community  in  Bloomington,
Indiana. During construction in 1982 and 1983, the foundation invested the bond
proceeds  and  earned  $1,125,278  and  $226,505  in  dividends  and  interest,
respectively, and $18,200 in capital gains in 1983. The foundation paid $1,348,447
in 1982 and $1,634,530 in 1983 in interest on the bonds. The bond prospectus
indicated that the funds were to be used for construction, interest payments, and
other project-related expenses.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the foundation’s
excise tax for 1982 and 1983, disallowing the deduction of interest expense from
gross investment income. The foundation filed a petition with the U. S. Tax Court,
which heard the case and issued its opinion on May 8, 1989, ruling in favor of the
foundation.

Issue(s)

1. Whether the interest expense paid by the foundation on the debt underlying the
municipal bonds is deductible from its gross investment income in computing net
investment income under section 4940(c)(3)(A) of the Internal Revenue Code.

Holding

1. Yes, because the interest expense was an ordinary and necessary expense paid or
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incurred for the production or collection of gross investment income, as the bond
proceeds were invested to  generate income which was used to  meet  the bond
obligations.

Court’s Reasoning

The court applied section 4940(c)(3)(A) of the Internal Revenue Code, which allows
deductions for ordinary and necessary expenses related to the production of gross
investment  income.  The  foundation’s  interest  expense  was  directly  tied  to  the
investment of bond proceeds, which were the source of the foundation’s investment
income. The court distinguished this case from previous rulings like Julia R.  &
Estelle L. Foundation v. Commissioner and Rev. Rul. 74-579, where no such nexus
existed between the borrowed funds and investment income. The court rejected the
Commissioner’s argument based on United States v. Gilmore, stating that the origin
and character of the interest expense was the production of investment income, not
merely the foundation’s exempt purpose. The court emphasized that the investment
income was essential to the foundation’s ability to meet its debt obligations, thus
establishing a direct connection between the interest expense and the investment
income.

Practical Implications

This decision allows tax-exempt private foundations to deduct interest expenses
from investment income when the borrowed funds are invested to generate income.
It provides clarity on the deductibility of expenses under section 4940(c)(3)(A) and
encourages  foundations  to  manage  their  finances  more  effectively  during
construction  or  other  capital-intensive  projects.  The  ruling  may  influence  how
foundations structure their  financing and investment  strategies  to  minimize tax
liabilities. Subsequent cases have cited this decision in analyzing the nexus between
expenses and income for tax-exempt entities, reinforcing its significance in the area
of tax law related to private foundations.


