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OP1 NI ON

This appeal is made pursuant to section 256661/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Building Industry
Associ ation of Superior California against proposed
assessnments of additional franchise tax in the anounts of
$1,397.97 and $755.46 for the income years 1978 and 1979,
respectively.

I7 onress ornerw se specified, all section references
are t0 sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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_ The question presented by this appeal is whether
i ncone from appellant's insurance activities was unre-
| ated business taxable incone.

Appellant is a tax-exenpt trade associatijon
nmost of whose menbers are small businesses. Appellant's
eneral purpose "is to pronote 'greater devel opnent,
now edge and efficiency in the conduct of the bU|Id|nH
as

industry.'"  (App. Br. atlzk} To this end, appellant
comm ttees dealing with building code changes, consuner
affairs, and legislation. It al'so sponsors safety pro-

rams for its menbers and hone tours and products shows

or the public. Goup insurance prograns are al so
provided for nembers; it is these insurance prograns
whi ch have given rise to the present controversy.

_ Appel | ant maintains group medical, hospitaliza-
tion, dental, and |ife insurance prograns for its menbers
and their enployees. A separate board of trustees adn n-
isters these plans. Master policies for these plans are
witten by an independent insurance agent, but aPpeIIant
apparently wites all individual policies. One tull-tine
enpl oyee of appellant enrolls nenbers, handl es questi ons,
col l ects and ﬁays over the premuns to.the insurance
brokers, and handles all claims. Appellant-receives a
monthly fee of $3.50 from each policyhol der to cover its
adm niSstrative costs in connection with this insurance.

In 1979, appellant received gross fees of $20,133, or 3.7
percent of gross income, and in 1978, $40,279, or 8.6
percent of gross incone.

Appel I ant al so_negotiated a master policy for
roup worker's conpensation insurance with Continent al
nsurance Company (Continental). Individual policies

however, were witten by independent agents chosen: by

each policyhol der. Appellant apparently only publicized
and endorsed this insurance, servicing of the policies
beln? handl ed by Continental and the independent agents.
Appellant receives 5 percent of all dividends, plus al
dividends forfeited by businesses which ceased Dbeing .
aﬁpellant's menbers, for its services in connection with
this insurance. Appellant's share of dividends was

$11,211 in 1978 and $29,452 in 1979,

Respondent determ ned that appellant's incone
from these insurance programs, |ess associated expenses,
was taxabl e as unrel ated business taxable income. The
net revenues fromall insurance activities which
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respondent contends are taxable totaled $15,533 in 1978
and $29,452 in 1979.

The "unrel ated business taxable incone" of an
exenpt organi zation_is subject to both state and federa
taxation. = (Rev. & Tax. Code, § 23731, I.R C § 511.)
"Unrel ated business taxable income" nmeans the gross
i ncome of an organization froman unrelated trade or
busi ness which it regularly carries on, less the deduc-
tions dlrectI¥ connected With the conduct of the trade or
busi ness. ev. & Tax. Code, § 23732, subd. (a)(l); _
|.R C. § 512(a)(l).) An "unrelated trade or business" is
a trade or business the conduct of which is not substan-
tially related to the exercise or performance by an
exenpt organi zation of the functions or purpose which

ualifies it for exenption, (Rev. & Tax. Code, § 23734.)

he federal regulations, which also apply to the state
statutes (Cal. Admn. Code, tit. 18, reg. 26422), state
that income of an exenpt organization is unrelated

busi ness taxable incone if: ™ (1) the incone is from trade
or busi ness; (ZL the trade or business is regularly
carried on by the organization; and (3) the conduct of
the trade or business is. not substantlally rel ated. (other
t han through the production of funds) to the organiza-
tion's performance of its exenpt functions. (Treas. Reg.
§ 1.513-1(a).)

_ Appel | ant contends that the income fromits

I nsurance' activities was not unrelated' business taxable
incone under the test of the regulations. It argues that
the activities (1) did not anount to a trade or business
because aF?eIIant had "no power over the possible finan-
cial result” (ApP..Br. at 2) and it did not have "signif-
icant" amounts of inconme fromits activities as compared
to the income received by organizations in cases cited by
respondent; (2) the activities were not regularly carried
on for a profit; and (3? the activities were subStan-
tially related to aPPeI_ant's.exenpt.functlons of "pronot -
i ng know edge and e |C|en%¥ in the industry and among
its nmenbership ..." (App. Br. at 2% and the "establish-
ment of harnonious and equitable relations between

enpl oyers and enpl oyees. ..." (App. Br. at 3.)

Respondent relies primarily on two United
States Courts of Appeals cases. In both Carolinas Farm &
Power Equi pnent Dealers v. United States (699 r.2d 16/
(4Th Or1. 1983)), and , _
v. Conmi ssioner (726 r.2d 1097 (6th Cir. 1984)), i nsurance
prem um rebates received as fees for pronDtlonaf and
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admnistrative services provided by tax-exenpt organiza-
tions in connection with group insurance prograns which
t hey provided or endorsed were held to be unrel ated

busi ness taxable income under the provisions of Regula-
tion section 1.513-1.

_ V¥ Dbelieve that apBeI!ant's I nsurance activi -
ties constituted a trade or busjness under the pertinent
statutes and regulations. Section 23734a states that,

for purposes of section 23734, "trade or business" means
any activity carried on for the production of income from
the sale of goods orthe performance of services. Sec-
tion 513(c) of the Internal Revenue Code contains the
same definition for federal tax purposes. Both the divi-
dends received fromthe insurance conpany and the adm n-

I strative fees received frommenbers were amounts received
by appellant for services which it provided. Appellant
aﬁparently used the profits for its own purpose?,rgther
than refunding any anounts to its menbers. W Tind that

t hese insurance activities were "carried on for the pro-
duction of income from... the performance of services,"
gnd, t herefore, -appellant was engaged in a trade or

usi ness.

_ It is to us beyond question that these activi-
ties were regularly carried on. Appellant had one full-
time enployee who handl ed the group medical insurance
program and there is noallegation that its pronotion and
endorsement of the worker's conpensation insurance plan
was not ongoing and continuous.

W also believe that these activities were not
substantially related to appellant's exenpt purposes.
Treasury Regul ation section 1.513-I(d?(2) requires that an
activity bear a substantial causal relationship or
contribute inportantly to the achievenent of the organi-
zation's exenpt purposes in order to be considered
substantially related. The performance of services which
benefit indi'vidual nenbers rather than the menbers as a
group or the industry as a whole has been held to be not
substantially related for exenpt purposes. (Professiona
Ins. Agents of Mchigan v. Comm ssioner, supra, 726 r.2d

at 1105; Carolinas Farm and Power E?UIQnEnt Deal ers v.

United States, SEPra, F.2d at , Loul Siana Credit

Union League v. United States, 693 F.2d 525, 536 (5th
r. 1982).)

_ Al t hough there nay_have been some group benefit
in appellant's insurance activities, It was, at best,
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tangential. The insurance activities were clearly

designed to benefit the individual nenbers who elected to
use the ﬁrograns and to generate revenue for the appel -
lant. Theréefore, appellant's iInsurance activities were

not substantially related to appellant's exenpt functions.

~ Because all three requirenents of TreasurY
Regul ation section 1.513-1(a) are met, we nust conclude
t hat respondent properly determ ned that apPeIIantis

i ncome frominsurance activities was unrel ated business
taxabl e income. Respondent's action, therefore, nust be
sust ai ned.
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ORDER

Pursuant to the views expressed in thedopi ni on
of the board on file in this proceeding, and 9000 cause
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Reyenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Building Industry Association of Superior
Cal i fornia agai nst proposed assessnments of additional
franchise tax in the amounts of $1,397.97 and $755.46 for

the incone years 1978 and 1979, respectively, be and the
sane i s hereby sustained.

Done at Sacramento, California, this 4th day
of February , 1986, by th.e State Board of Equalization,
with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chai rman
Conway H; Collis , Menber
Wlliam M Bennett , Menber
Ernest gJ. Dronenburg, Jr. , Menber
Wl t er Harvey* , Member

*For Kenneth Cory, per Covernnent Code section 7.9
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