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P, a tax-exenpt agricultural organization, engaged
in activities to pronote the use of agricultural
cooperatives anong farners. In 1934, P formed L, a
statew de cooperative. In 1949, P and L entered into a
witten contract, whereby P agreed to perform
educati onal and pronotional activities on behalf of L
in exchange for a fee. Pursuant to the contract, P
performed activities to pronote cooperatives in general
and L specifically.

In 1985, L nerged into another cooperative. In
connection wwth the nmerger, P and L formally term nated
their contractual relationship pursuant to a witten
term nation agreenent. The term nation agreenent
cont ai ned a nonsponsorshi p and nonconpetition cl ause,
wher eby P agreed not to sponsor or pronpbte a conpeting
cooperative on an exclusive basis. |In consideration
for the nonsponsorshi p and nonconpetition agreenent, P
recei ved $2, 064, 500.



Hel d: The fees received by P pursuant to its
service contract with L were substantially related to
its tax-exenpt purpose and, therefore, did not
constitute unrel ated busi ness taxable incone.

Held, further: P s fulfillnment of the
nonsponsor shi p and nonconpetition clause did not
constitute a trade or business as defined by sec. 5183,
|. R C; therefore, the paynent did not constitute
unrel ated busi ness taxable incone taxable to P under
sec. 511(a), |I.R C

Janmes R King, M chael Dubetz, Jr., and Todd S. Swatsler,

for petitioner.

Robert D. Kaiser, for respondent.

RUVE, Judge: Respondent determ ned deficiencies in
petitioner’s Federal incone tax in the anmbunts of $1, 107,505 and
$40, 192 for the taxable periods endi ng August 31, 1985, and
August 31, 1986, respectively.

After concessions, the issues for decision are: (1) Wether
the $292,617 received by petitioner pursuant to its service
contract with Landmark, Inc., during the taxable year ending
August 31, 1985, constituted unrel ated busi ness taxabl e i ncone;
(2) whether a |unp-sum paynent made by Landmark, Inc., to
petitioner pursuant to the ternms of a nonsponsorship and
nonconpetition clause contained in their 1985 term nation
agreenent constituted unrel ated business taxable inconme; and (3)

whet her interest should be conputed under the provisions of
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section 6621(c),! dealing with | arge corporate underpaynents, for

t he taxabl e period endi ng August 31, 1985.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and attached exhibits are incorporated
herein by this reference. At the tine the petition was fil ed,
petitioner’s principal place of business was in Col unbus, OChio.

Petitioner is the Chio Farm Bureau Federation, Inc., a
nonprofit agricultural organization exenpt from Federal incone
tax under section 501(c)(5). Petitioner was forned in 1919 as an
uni ncor por ated associ ati on and subsequently incorporated under
Ohio | aw on Novenber 27, 1931. Petitioner is a statew de
federation of |ocal county farm bureaus (county bureaus).
I ndi vidual farnmers are not nenbers of petitioner. |nstead,
farmers (or other persons fulfilling certain eligibility
requi renents) are nenbers of the county bureaus, which, in turn,
are nmenbers of petitioner.

Petitioner’s stated purpose was generally to aid and assi st
in the betternent of the conditions and wel fare of those engaged
in agriculture. Mre specifically, petitioner engaged in

activities to educate Ohio farners and to pronote agricul tural

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable period in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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cooperatives and cooperative activity anong Ohio farnmers. An
agricultural cooperative is a business organization in which the
menbers, who are generally individual farnmers, are both owners of
the organi zation and its custoners. The farner-owners sel
products to, and purchase products and supplies from the
cooperative. A farnmer’s ownership interest in the cooperative is
determ ned by the anpunt of business he or she does with the
cooperative. Petitioner has historically encouraged farners to
j oin cooperatives, pointing out the benefits of ownership, the
availability of products or services that may not otherw se be
available to farnmers, and the focus on keeping farners’ needs and
interests primary. |In fact, petitioner was the founder or
sponsor of nost of the agricultural cooperatives in Ohio.

In 1934, petitioner fornmed an Chio agricultural cooperative
by the nanme of the Chio Farm Bureau Cooperative Association, Inc.
The nane was | ater changed to Landmark, Inc. (Landmark).

Landmark was a regi onal cooperative organization. As such, it
did not generally sell products to or purchase products from

i ndividual farnmers. Instead, |ocal Landmark cooperatives or
affiliated organizations (local Landmarks) purchased fromor sold
to individual farners.

Fromthe tinme of Landmark’s formation until Decenber 5,

1981, petitioner held a controlling interest in Landmark’ s voting
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common stock and al so held sone preferred shares.? Petitioner
and Landmark shared common managenent until 1955. During the
taxabl e year in issue, petitioner and Landmark shared office
space pursuant to a contract dated Decenber 5, 1981, between
petitioner and LandmarKk.

During the year in issue, |ocal Landmarks were | ocated
t hroughout the State of Chio, making Landnark the only regional
cooperative in Chio that had local affiliates |ocated throughout
the State. Landmark, as the regional organization, dealt
principally with petitioner, rather than with the county bureaus.
The | ocal Landmarks worked with the county bureaus throughout the
State in a simlar nutual and cooperative manner. Most of the
farmers who were nenbers of the county bureaus were al so nmenbers
of the | ocal Landmarks.

On Novenber 15, 1949, petitioner and Landmark (then known as
t he Farm Bureau Cooperative Association, Inc.) entered into a
witten service contract, whereby petitioner agreed to "perform
services on behalf of * * * [Landmark] in the fields of
educati on, pronotion, organization, publicity and public
relations for the purpose of aiding in the purchasing and
mar keting activities of * * * [Landmark]." Specifically,

petitioner agreed to (1) dissemnate information to Chio farners

2Petitioner continued to hold Landmark preferred shares
until such shares were exchanged for Countrymark stock pursuant
to a merger in 1985. See infra p. 9.
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W th respect to economic and social conditions, results of
agricultural research, nethods of producing, marketing, and
selling agricultural products, and nethods for financing
agricultural operations; (2) provide education, including
education for the purpose of pronoting the nmarketing and sal e of
agricultural products handl ed by Landmark; (3) make avail able to
Landmark its mailing list; (4) maintain a publicity departnent to
encour age the handling of Landmark nmerchandi se; (5) publish
advertisenents of Landmark (at standard advertising rates) and
news itens about Landmark (as offered and agreed upon) inits
news publication; (6) maintain a public relations program
relating to farm cooperatives; and (7) pronote research in
agricultural fields and cooperatives generally. 1In consideration
of the performance of these services by petitioner, Landmark
agreed to pay the sumof 1/4 of 1 percent of its purchasing

vol une and 1/16 of 1 percent of its marketing vol une.

The Novenber 15, 1949, contract represented the first
witten agreenent between the parties; however, the working
relationship nenorialized in the agreenent actually predated the
witing. The witten service contract was anended on January 1,
1980, and again on Decenber 5, 1981. The only material change
made by these anmendnents was in the calculation of the fee to be
paid to petitioner. The 1980 anendnent changed the anmount of the
fee to a percentage of Landmark’s gross margin, and the 1981

amendnent changed the anobunt to correspond to a fixed paynent
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schedule. The 1981 anendnent was in effect during the taxable
year in issue.

Pursuant to the service contract, petitioner engaged in
various types of educational progranms, which directly or
indirectly pronoted cooperatives. For exanple, petitioner
conducted youth canps, where cooperatives and cooperative issues
were explained, and children were given the opportunity to
operate a small-scale cooperative. Petitioner also conducted
conferences for young couples dedicated to farmng. These
conferences were jointly sponsored wth Landmark and i ncl uded
di scussi on about cooperatives. In addition, petitioner sponsored
advi sory council neetings, in which small, voluntary groups of
farmers gathered to discuss farmtopics. Petitioner would
suggest topics for discussion at these neetings, including
cooperative issues in general and assessnent of the perfornance
of the | ocal cooperative organi zations.

Petitioner al so engaged in various public relations
activities to pronote cooperatives pursuant to the service
contract. For exanple, C. WIIliam Swank, petitioner’s executive
vi ce president and chief executive officer, and other staff
menbers of petitioner frequently spoke about cooperative issues
to farmer groups, university groups and cl asses, and service
clubs. Moreover, petitioner’s primary publication, the Buckeye
Farm News, included frequent editorial discussions about

cooperative ideas in general and about Landmark in particul ar.
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Petitioner made editorial space available to Landmark, so that it
could include its own di scourse on cooperatives as well as
di scussions of its general business. Petitioner also invited
representatives from Landmark and ot her cooperative organi zations
to speak about cooperative issues at its farm bureau neetings.

In addition, pursuant to the service contract, petitioner
undertook various |legislative efforts in cooperation with
Landmark. On several occasions, they were successful in securing
passage of |egislation beneficial to Chio farners.

In conducting its activities pursuant to the service
contract, petitioner continuously enphasized the cooperative form
of doing business. |In this connection, petitioner would often
menti on Landmark specifically and permt Landmark representatives
to communicate with petitioner’s nenbers through editorials in
t he Buckeye Farm News and through appearances at youth canps and
other neetings. Petitioner would also refer its nenbers to
Landmark. The nature of petitioner’s activities under the
service contract did not materially change fromthe tine the
contract was executed in 1949 until the time it was termnated in
1985.

Petitioner had a simlar service agreenent wth another,
much smal | er agricultural cooperative, known as the Chio
Agricul tural Marketing Association. This agreenent served
significantly fewer people and generated nuch smaller fees than

did petitioner’s service contract with LandmarK.
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I n 1985, Landmark nerged into another agricultural
cooperative, the Chio Farners Gain and Supply Association, Inc.
(Ghio Farmers). The nanme of the surviving entity was changed to
Countrymark. Prior to the nerger, Landmark had cooperative
facilities throughout the State of Chio, whereas OChio Farners’
activities were limted to northwest Chio. The two cooperative
organi zati ons were conpetitive to the extent that Landmark
operated facilities in northwest Chio; however, Chio Farners
coexi sted with Landmark in only about 15 percent of the counties
in Chio. The nerger elimnated nost of the cooperative
conpetition in Chio.

In connection with the merger, petitioner’s relationship
wi th Landmark was formally term nated pursuant to a witten
term nation agreenent, dated February 20, 1985. The preanble to
t he agreenent contained the follow ng recital:

[ Petitioner] and Landmark have had a cl ose wor ki ng

rel ati onship since 1934. Until 1955, they shared

common managenent. Thereafter, the close relationship

conti nued under a service/sponsorship agreenent

providing for [petitioner] to performa wi de variety of

services in the pronotion and advancenent of LandmarKk,

its products and services. During the duration of the

relationship [petitioner] has been privy to many of

Landmar k’ s busi ness plans and prograns, its trade

secrets, custoner lists of its nenbers, price lists and

ot her confidential trade practices and has pronoted,

excl usively, the Landmark system and its products and

servi ces.

Under the term nation agreenent, petitioner and Landmark agreed,

anong other things, to termnate their service contract. The
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term nation agreenent al so contai ned a nonsponsorshi p and

nonconpetition provision, which provided in pertinent part:

Section 5. Non-Sponsorshi p/ Non- Conpetition.
[Petitioner], for and upon receipt of the consideration
specified in Section 6.2 below, agrees that for a
period of three (3) years fromthe Effective Date that
(except for the benefit of Landmark or its successors)
it will not participate in the ownershi p, managenent,
operation, control, or sponsorship of any agri-business
enterprise engaged in grain marketing, feed
manufacturing, fertilizer manufacturing or
di stribution, or farmchem cal or petrol eum
distribution at the "regi onal cooperative level" * * *
nor wll it, at the regional or l|ocal |evel * * *
during such three year period, within the State of
Chi o, sponsor or pronote, on an exclusive basis, a
specific conpeting enterprise or products or services
of the type and character described above. Nothing
herein shall be construed to prohibit or prevent
[ petitioner’s] support for and pronotion of
cooperatives and their products and services on a non-
excl usive basis within the agri-business conmunity;
pronotion of and education of the public about
agriculture, its needs and concerns; the conduct of any
prograns or activities which [petitioner] now conducts
*

* *

In consideration for the covenants contained in this provision,
petitioner received $2, 064, 500.3

Since entering the term nation agreenent on February 20,
1985, petitioner has continued to conduct educational,

pronotional, and other activities with respect to agricultural

3Petitioner received an additional $633, 600 under the
term nation agreenent in consideration for certain rights to
addi tional preferred stock of Landmark and for petitioner’s
assignment of all its voting rights in Landmark to a voting trust
provided for in the term nation agreenent. This paynent is not
in issue.
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and ot her cooperatives. Petitioner has al so afforded sone
visibility to Countrymark, the nerged entity, by nmentioning it in
t he Buckeye Farm News and permtting Countrymark representatives

to appear at petitioner’s youth canps and annual neetings.

OPI NI ON

The parties agree that petitioner is a "Labor, agricultural,
or horticultural™ organi zation exenpt fromtax pursuant to
section 501(c)(5). Such organizations are described in the
regul ations as those that (1) have no net earnings inuring to the
benefit of any nenber and (2) have as their objects the
betternment of the conditions of those engaged in agricultural
pursuits, the inprovenent of the grade of their products, and the
devel opnment of a higher degree of efficiency in their
occupations. Sec. 1.501(c)(5)-1, Incone Tax Regs.

Not wi t hst andi ng this general exenption fromtaxation,
section 511(a) inposes a tax on the "unrel ated busi ness taxabl e
i ncone"” (UBTI) of section 501(c)(5) organizations. UBTI is
defined in section 512(a)(1) as "the gross incone derived by any
organi zation fromany unrel ated trade or business (as defined in
section 513) regularly carried on by it, |less the deductions
* * * which are directly connected with the carrying on of such
trade or business". Section 513(a), in turn, defines "unrel ated
trade or business" as "any trade or business the conduct of which

is not substantially related * * * to the exercise or perfornmance
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by such organi zation of its charitable, educational, or other
purpose or function constituting the basis for its exenption".

The regul ati ons and the case | aw have delineated the three
el ements necessary for income froman activity to be UBTI: (1)
The activity fromwhich the incone is derived is a trade or
busi ness, (2) the trade or business is regularly carried on by
t he organi zation, and (3) the conduct of the trade or business is
not substantially related to the organi zation’ s tax-exenpt
pur pose, other than through the need for or use of the funds it

produces. United States v. Anerican Bar Endowrent, 477 U.S. 105,

110 (1986); National Water Well Association v. Comm ssioner, 92

T.C. 75, 83 (1989); sec. 1.513-1(a), Incone Tax Regs. UBTI

exists only if all three elenents are found. Veterans of Foreign

Wars, Mch. v. Conm ssioner, 89 T.C. 7, 19-20 (1987). Petitioner

bears the burden of proving that one or nore of the elenents

above is lacking. Rule 142(a).

Paynents Under the Service Agreenent

The first issue we nmust decide is whether the $292,617
received by petitioner during 1985 pursuant to its service
agreenent with Landmark constituted UBTI. There appears to be no
di spute that the services perforned by petitioner pursuant to the
service agreenent constituted a trade or business and were
regularly carried on. Thus, the focus of our discussion is

l[imted to whether or not petitioner’s performance of those
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services was substantially related to its tax-exenpt purpose as
an agricultural organi zation under section 501(c)(5).

For a substantial relationship to exist, the activity that
produces the inconme “nmust contribute inportantly to the
acconplishnent of * * * [the organi zation’s exenpt] purposes.”
Sec. 1.513-1(d)(2), Inconme Tax Regs. The regqgul ations describe
the type of relationship that qualifies as substantial:

Trade or business is “related” to exenpt purposes, in

the relevant sense, only where the conduct of the

busi ness activities has causal relationship to the

achi evenment of exenpt purposes (other than through the

production of inconme); and it is “substantially

related,” for purposes of section 513, only if the

causal relationship is a substantial one. * * * [Sec.

1.513-1(d)(2), Income Tax Regs.]

The substantial relationship requirenment focuses upon the manner

in which the tax-exenpt organi zation conducts its activities.

United States v. Anerican Coll ege of Physicians, 475 U S. 834,

848- 849 (1986).

I n cases invol ving business | eagues, courts have identified
two factual elenments that are inportant to the substanti al
rel ationship determnation: (1) Wiether the activities in
guestion are “unique” to the organization s tax-exenpt function,
and (2) whether the activities benefit the common busi ness
interest of an organi zation’s nmenbership or the industry as a
whol e and not just nmenmbers in their individual capacities.

Prof essional Ins. Agents of Mch. v. Conm ssioner, 726 F.2d 1097,
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1103 (6th Gr. 1984), affg. 78 T.C. 246 (1982); Louisiana Credit

Union League v. United States, 693 F. 2d 525, 535 (5th Gr

1982) . 4

Wth respect to the uni queness test, it has been stated
t hat :

Such services as educational and training prograns,
| egi slative | obbying, and institutional advertising
clearly satisfy this unigqueness test, because they
advance the purposes of the * * * [organization] as an

entity initself. It is the institutional ends that
must be served if the activity is to be deened
substantially related. Educational, |egislative, and

advertising services are peculiarly suitable activities
for a business | eague because they further the common
busi ness interest that unites the association’s
menbers. * * * JLouisiana Credit Union League V.
United States, supra at 535; see also Professional Ins.
Agents of Mch. v. Conm ssioner, supra at 1103.]

Petitioner’s stated purpose was generally to aid and assi st
in the betternent of the conditions and wel fare of those engaged
in agriculture. The affidavit upon which petitioner’s tax
exenpti on was based defined petitioner’s purposes to include “the
sponsorship of * * * Purchasing and Marketing cooperatives”. The
primary thrust of petitioner’s activities under the service
contract was to educate Chio farners about agricul tural

cooperatives in general, and Landmark specifically, and to

“While the cases cited deal with business | eagues under sec.
501(c)(6), which are associations of persons having common
busi ness interests, we have stated that this substanti al
relationship analysis is relevant for purposes of sec. 501(c)(5)
agricultural organizations as well. California Thoroughbred
Breeders Association v. Conm ssioner, T.C Menp. 1989-342.
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pronote cooperative activity anong the farnmers. Petitioner
believed that the use of cooperatives was beneficial to farners,
as evidenced by its historical involvenent in the cooperative
nmovenent in Chio. W think that petitioner is in a unique
position to performthe activities under the service contract
given its distinctive relationship wwth OCiio farners, and we find
the activities to be unique to petitioner’s tax-exenpt function.

In evaluating the relationship between the activities and
t he purposes of an agricultural organization, the capacity in
whi ch benefits are received by the organi zation’s nenbers is as
i nportant as the unique character of the organization’s
activities. For a substantial relationship to exist, the
benefits flowing fromthe organization’s activities nust inure to

the nmenbers as a group, rather than as individuals. Professional

Ins. Agents of Mch. v. Conm ssioner, supra at 1103-1104;

Loui siana Credit Union Leaqgue v. United States, supra at 535-536.

Several factors are relevant in determ ning whether an activity
operates primarily to benefit individual nenbers: (1) Wether
fees charged are directly proportionate to benefits received; (2)
whet her participationis limted to nenbers and, thus, is of no
benefit to nonnenbers in the industry; and (3) whether the
service provided is one comonly provided by for-profit entities.

Illinois Association of Professional Ins. Agents v. Conmni Ssioner,

801 F.2d 987, 993 (7th Gr. 1986), affg. T.C Menp. 1985-105;

Carolinas Farm & Power Equip. Dealers v. United States, 699 F. 2d




167, 171 (4th Cr. 1983).

In the present case, the only fees paid to petitioner by its
menbers were menbership dues. The benefits that petitioner’s
menbers mght receive frompetitioner’s educational, pronotional,
and | obbying activities perforned pursuant to the service
contract could turn out to be negligible, or they could far
out wei gh the anount of their dues. The benefits were not
directly proportional to the anmpbunt of the fees paid. Moreover,
petitioner’s activities in | obbying for and pronoting cooperative
activity would benefit the entire agricultural industry, not just
its nmenbers, and it is a service not commonly provided by for-
profit entities.

Respondent argues that, pursuant to the service contract,
petitioner agreed to pronpote exclusively Landmark and its
products and services, and that the manner in which petitioner
conducted its activities was primarily for the commercial benefit
of Landmark, rather than for the purposes underlying petitioner’s

exenption. Respondent cites Illinois Association of Professional

Ins. Agents v. Commi ssioner, supra and National Water Well

Association v. Conm ssioner, 92 T.C. at 97-98, to support her

ar gunent .

In Illinois Association of Professional Ins. Agents V.

Commi ssi oner, supra, the Court of Appeals for the Seventh Circuit

held that the manner in which the taxpayer, a business | eague

exenpt under section 501(c)(6), conducted its errors and
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om ssions insurance activities indicated that the activities were
not substantially related to the taxpayer’s exenpt purpose. The
court based its determ nation on the fact that the taxpayer
endorsed a particular errors and om ssions programin a nmanner

t hat provi ded conveni ent marketing, advertising, and

adm nistrative services to the insurance conpany and that
generated incone for the taxpayer rather than educating the

t axpayer’s nenbers, serving the public interest, or nerely

advi sing of the need for such coverage. |lllinois Association of

Prof essional Ins. Agents v. Conm ssioner, supra at 995. The

court further noted that the program benefited the individual
menbers in direct proportion to the fees they paid, rather than
benefiting the nmenbers as a group. I|d.

Simlarly, in National Water WI| Association v.

Commi ssi oner, supra, this Court held that the taxpayer’s

endor senent and sponsorship of a particular industry casualty

i nsurance programwas not substantially related to its exenpt
purpose. In so holding, we noted that had the taxpayer intended
to educate and advise its nenbers of the need for casualty

i ndustry insurance, it would have advised its nenbers of various
types of insurance fromwhich its nmenbers could select. National

VWater Well Association v. Conmni ssioner, supra at 98. Mbr eover,

only those individuals who paid prem uns received insurance under
the industry casualty insurance program therefore, the nenbers

were not benefited as a group. 1d. at 98-99.
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W find these cases to be distinguishable fromthe instant
case, because petitioner did educate its nenbers and pronote the
use of cooperatives in general. Unlike the pronotion of a
particul ar commercial insurance program petitioner’s pronotion
of Landmark was uniquely related to its exenpt purpose. Most
Chio farners who were nenbers of county bureaus were al so nenbers
of | ocal Landmark cooperatives. Landmark was the only statew de
regi onal agricultural cooperative in Chio and was regularly held
up by petitioner as the exenplar of the successful cooperative.
| ndeed, the only other regional agricultural cooperative, Chio
Farmers, coexisted with Landmark in only about 15 percent of the
counties in Chio. Petitioner’s pronotion of Landmark was thus
done in conjunction with its pronotion of cooperatives in
general . Indeed, petitioner continued to pronote cooperatives
after it termnated its relationship with Landmark, and
petitioner often singled out Countrymark, the newy nmerged
st at ewi de cooperative. Mireover, unlike the cases above, the
benefits received by petitioner’s nenbers were not directly
proportional to the amount of the fees paid, and the nenbers

benefited as a group frompetitioner’s activities.

Paynents under the Nonsponsorship O ause

I n determ ni ng whet her the paynent nmade by Landmark to
petitioner pursuant to the ternms of the nonsponsorship and

nonconpetition clause contained in their 1985 term nation
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agreenent constituted UBTI, we nust first deci de whether the
i ncome was derived froma trade or business.

Section 513(c) defines the term*“trade or business” as any
activity that is carried on for the production of incone fromthe
sal e of goods or the performance of services. The regul ations
provide that, as a general rule, an activity that qualifies as a
trade or business under section 162 also qualifies as a trade or
busi ness under section 513. Sec. 1.513-1(b), Inconme Tax Regs.

In setting out the test for a trade or business under section

162, the Suprene Court has stated:

O course, not every incone-producing and profit-
maki ng endeavor constitutes a trade or business. The
income tax law, alnost fromthe begi nning, has
di stingui shed between a business or trade, on the one
hand, and “transactions entered into for profit but not
connected with . . . business or trade,” on the other.
See Revenue Act of 1916, § 5(a), Fifth, 39 Stat. 759.
Congress “distinqguished the broad range of incone or
profit producing activities fromthose satisfying the
narrow category of trade or business.” Wipple v.

Comm ssioner, 373 U S., at 197. W accept the fact
that to be engaged in a trade or business, the taxpayer
must be involved in the activity with continuity and
reqularity and that the taxpayer’s prinmary purpose for
engaging in the activity nust be for incone or profit.
A sporadic activity, a hobby, or an anusenent diversion
does not qualify. [Conm ssioner v. Goetzinger, 480
U S 23, 35 (1987); enphasis added. ]

Because the purpose of the unrel ated business incone tax was to
prevent tax-exenpt organizations fromunfairly conpeting with

busi nesses whose earnings were taxed, United States v. Anerican

Bar Endownent, 477 U.S. at 114, we have consi dered the potenti al
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for unfair conpetition as a factor in determ ning whether a trade

or busi ness exi sts. Nati onal Water Wl |l Association v.

Conmi ssioner, 92 T.C. at 86.

The question of whether nonconpetition under a covenant not
to conpete constitutes a trade or business appears to be an issue
of first inpression. Respondent argues that the determ native
factor is whether the activity was engaged in with an intent to
earn a profit, and the allocation of $2,064,500 to the
nonsponsor shi p and nonconpetition clause clearly shows
petitioner’s profit notive.

VWhile profit notive is an inportant factor in the trade or
busi ness anal ysis, the Suprene Court nade it clear that the |evel
of activity remains an inportant conponent of the trade or

busi ness standard. Conmi ssioner v. G oetzinger, supra at 35; see

al so Professional Ins. Agents of Mch. v. Comm ssioner, 726 F.2d

at 1102; National Water Well Association v. Conm Ssi oner, supra

at 84. W sinply do not think that a one-tinme agreenent not to
engage in certain activities constitutes the kind of continuous
and regular activity characteristic of a trade or business. Nor
does nonconpetition involve a “sale of goods” or “performance of
services” as set out in the definition of trade or business in
section 513(c). WMreover, we sinply do not see how an agreenent
not to conpete creates a potential for unfair conpetition with a
taxable entity.

W are aware that a negative covenant to refrain from



- 21 -
perform ng services has been held to be the equival ent of

affirmati ve personal services. Patterson v. Conm ssioner, 810

F.2d 562, 569 (6th Gr. 1987), affg. T.C. Meno. 1985-53; Sal vage

v. Conmm ssioner, 76 F.2d 112, 113-114 (2d Gr. 1935), affd. 297

U S 106 (1936); Cox v. Helvering, 71 F.2d 987, 988 (D.C. Cr

1934); Ulman v. Comm ssioner, 29 T.C 129, 139 (1957), affd. 264

F.2d 305 (2d Cir. 1959). However, this rule has been applied
only for purposes of determning that a paynent received for such
a covenant constitutes income to the recipient.® Such
application is appropriate given the exceedingly broad definition
of income. The definition of trade or business, on the other
hand, is nore narrow as noted by the Suprenme Court in

Conmi ssioner v. Goetzinger, supra at 35. W, therefore, decline

to treat the absence of activity resulting froma covenant not to
conpete as equivalent to the affirmative performance of such
activity for purposes of applying the definition of a trade or
business in this context. Accordingly, we find that the paynent
made by Landmark to petitioner pursuant to the ternms of the

nonsponsor shi p and nonconpetition clause contained in their 1985

SSimlarly, in Schaefer v. Conmi ssioner, 105 T.C 227
(1995), we sustained a Treasury regul ation under which incone
froma covenant not to conpete is not considered “passive” incone
for purposes of sec. 469. |In Schaefer, we dealt only with the
validity of a regulation that specifically classified inconme from
a covenant not to conpete as nonpassive incone. W did not dea
with the nore narrow question of whether the inconme fromsuch a
covenant is derived froma trade or business regularly carried on
wi thin the neaning of the unrel ated busi ness incone tax, which
confronts us in the present case.
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term nation agreenent was not derived froma trade or business
and, therefore, does not constitute UBTI

For simlar reasons, we do not think that the nonsponsorship
and nonconpetition clause nmet the second requirenent for UBTI--
that the trade or business be “regularly carried on” by the
organi zation. The regul ati ons provi de gui dance in deciding
whet her an activity is regularly carried on within the neaning of
section 512:

regard nust be had to the frequency and continuity with

whi ch the activities productive of the incone are

conducted and the manner in which they are pursued.

This requirement nust be applied in light of the

pur pose of the unrel ated business incone tax to place

exenpt organi zation business activities upon the sane

tax basis as the nonexenpt business endeavors with
whi ch they conpete. * * *

Certain intermttent inconme producing activities occur
so infrequently that neither their recurrence nor the
manner of their conduct will cause themto be regarded
as trade or business reqularly carried on. For

exanpl e, income producing or fund raising activities

| asting only a short period of time will not ordinarily
be treated as regularly carried on if they recur only
occasionally or sporadically. * * * [Sec. 1.513-

1(c) (1), (2)(iii), Income Tax Regs.; enphasis added.]
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The nonsponsorshi p and nonconpetition clause was part of a
term nation agreenent entered into between petitioner and
Landmar k. Such a one-tine agreenent is clearly not the sort of
frequent and continuous activity contenpl ated by the regul ations.
Rather, it is a single, isolated event that occurred as a result
of the unique relationship between petitioner and LandmarKk.

Qur conclusion is consistent with anal ogous cases invol ving

sel f-enpl oynent taxes. In Newberry v. Conmm ssioner, 76 T.C 441,

444 (1981), the issue was whether the proceeds from business
interruption insurance that the taxpayer received after his store
was destroyed by fire constituted “gross incone derived by an

i ndi vidual fromany trade or business carried on by such

i ndi vidual” pursuant to section 1402(a). W held that the quoted
| anguage of section 1402(a) required a causal nexus between the

i nconme and actual business activity and that such a requirenment
had not been nmet.® The statutory |anguage in section 1402(a) is
quite simlar to the definition of unrel ated business incone in

section 512(a),’ and we believe that the rationale in Newberry v.

Conmmi ssi oner, supra, is equally applicable to the instant case.?®

6See also MIlligan v. Conmi ssioner, 38 F.3d 1094 (9th Gr
1994), revg. T.C. Meno. 1992-655.

'Sec. 512(a) defines “unrel ated busi ness i ncone” as “gross
i ncone derived by any organi zation fromany unrel ated trade or
business * * * regularly carried on by it”.

8See al so Barrett v. Conmi ssioner, 58 T.C. 284, 289 (1972),
wherein this Court noted: “Both parties agree that
(continued. . .)
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Accordingly, we hold that petitioner did not have UBTI

during the taxable year in issue.?®

Deci sion will be entered

under Rul e 155.

8. ..continued)
nonconpetition does not constitute the carrying on of a trade or
busi ness.”

°Because we have found that there was no underpaynent of
petitioner’s income tax, we need not address whether interest
shoul d be conputed under the provisions of sec. 6621(c), dealing
wi th |l arge corporate underpaynents.



