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TAXATION-UNRELATED BUSINESS INCOME-EIGHTH CIRCUIT DIS-
REGARDS COMPETITIVE-NONCOMPETITIVE DISTINCTION IN TAXING
BINGO GAMES-Clarence LaBelle Post No. 217, VFW v. United
States, 580 F.2d 270 (8th Cir. 1978).

INTRODUCTION

In Clarence LaBelle Post No. 217, VFW v. United States,' the
Eighth Circuit Court of Appeals held that the unrelated business
income tax imposed by sections 511 through 513 of the Internal
Revenue Code 2 was not limited to trades or businesses which com-
pete with taxpaying enterprises.3 In 1950 Congress promulgated
the predecessor sections to sections 511 through 5134 to remedy in-
equities in the tax laws brought about by tax-exempt organizations
operating tax-free businesses which were in competition with pri-
vately-owned, taxpaying businesses. 5 In Clarence LaBelle, how-
ever, the Eighth Circuit's holding refused to favorably entertain
the taxpayer's argument that only tax exempt organizations re-
ceiving an unfair competitive advantage were subject to taxation
under section 511. Congress later took note of the decision in Clar-
ence LaBelle in amending section 513. The purpose of this article
is to explore the background and the implications of the Clarence
LaBelle decision and the subsequent amendment.

FACTS AND HOLDING

Clarence LaBelle Post No. 217 Veterans of Foreign Wars
("VFW") was a Minnesota organization exempt from federal in-
come taxation under section 501(c)(4)6 of the Internal Revenue

1. 580 F.2d 270 (8th Cir. 1978).
2. I.R.C. § 511-513.
3. 580 F.2d at 274.
4. See Revenue Act of 1950, ch. 994, §§ 301, 331, 64 Stat. 947, 957 (now I.R.C.

§§ 511-513). See also Eaton, Charitable Foundations and Related Matters Under the
1950 Revenue Act; 37 VA. L. REV. 1, 3 (1951); Finkelstein, Tax Exempt Charitable
Corporations: Revenue Act of 1950, 50 MICH. L. REV. 427, 429 (1952); Hilinski, Some
Comments on the Revenue Act of 1950, 99 U. PA. L. REV. 610, 624 (1951); Latcham,
Private Charitable Foundations: Some Tax and Policy Implications, 98 U. PA. L.
REV. 617, 630-31 (1950); Lowndes, The Revenue Act of1950, 29 N.C.L. REV. 111, 131
(1951); Comment, Revenue Act of 1950-A Summary, 12 U. Prrr. L. REV. 275, 280
(1951); Comment, Colleges, Charities, and the Revenue Act of1950, 60 YALE L.J. 851,
853 (1951) [hereinafter cited as Colleges & Charities].

5. See notes 42-43 and accompanying text infra.
6. 580 F.2d at 271. Section 501(c) (4) expressly exempts
[Ic]ivic leagues or organizations not organized for profit but operated exclu-
sively for the promotion of social welfare, or local associations of employ-
ees, the membership of which is limited to the employees of a designated
person or persons in a particular municipality, and the net earnings of
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Code. The VFW post had conducted public bingo games twice
weekly since 1969 under a Minnesota state law permitting non-
profit organizations to conduct bingo games.7 The Commissioner
of the Internal Revenue Service ("IRS") treated the bingo game as
an "unrelated trade or business" within the meaning of section
513 8 and taxed the profits under section 511. 9

In the refund suit10 the taxpayer argued that the purpose be-
hind section 511 was to reach only those organizations which were
in competition with taxpaying enterprises." Under Minnesota law

which are devoted exclusively to charitable, educational, or recreational
purposes.

I.R.C. § 501(c) (4).
7. 580 F.2d at 271. See MINN. STAT. ANN. § 349.01-03 (West 1972) (repealed

1976). These provisions were repealed in 1976 and new statutes governing bingo
games were enacted. See MINN. STAT. ANN. §§ 349.11-.23 (West 1976).

8. I.R.C. § 513 provides in pertinent part:
(a) The term "unrelated trade or business" means, in the case of any or-
ganization subject to the tax imposed by § 511, any trade or business the
conduct of which is not substantially related (aside from the need of such
organization for income or funds or the use it makes of the profits derived)
to the exercise or performance by such organization of its charitable, edu-
cational, or other purpose or function constituting the basis for its exemp-
tion under § 501 (or, in the case of an organization described in section
511(a) (2) (B), to the exercise or performance of any purpose or function
described in § 501(c) (3), except that such term does not include any trade
or business-

(1) in which substantially all the work in carrying on such trade or
business is performed for the organization without compensation; or

(2) which is carried on, in the case of an organization described in
section 501(c) (3) or, in the case of a college or university described in sec-
tion 511(a) (2) (B), by the organization primarily for the convenience of its
members, students, patients, officers, or employees, or in the case of a local
association of employees described in section 501(c) (4) organized before
May 27, 1969, which is the selling by the organization of items of work-re-
lated clothes and equipment and items normally sold through vending ma-
chines, through food dispensing facilities, or by snack bars, for the
convenience of its members at their usual places of employment; or

(3) which is the selling of merchandise substantially all of which has
been received by the organization as gifts or contributions.

Id.
9. 580 F.2d at 271. I.R.C. § 511 provides in part:
There is hereby imposed for each taxable year on the unrelated business
taxable income (as defined in section 512) of every organization described
in paragraph (2) a normal tax and a surtax computed as provided in section
11. In making such computation for purposes of this section, the term "tax-
able income" as used in section 11 shall be read as "unrelated business
taxable income."

. . The taxes imposed by paragraph (1) shall apply in the case of any
organization (other than a trust described in subsection (b) or an organiza-
tion described in section 501(c)(1)) which is exempt, except as provided in
this part or part II (relating to private foundations), from taxation under
this subtitle by reason of section 501(a).

Id.
10. The taxpayer sought a refund of $12,153.31 paid in taxes for the fiscal years

ending June 30, 1971 through June 30, 1974. 580 F.2d at 271.
11. Id.
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only tax-exempt nonprofit organizations could operate bingo
games in that state.12 The taxpayer contended that it was not in
competition with any taxpaying enterprises, and that, therefore,
the income from the bingo games should not have been taxed.13

The Commissioner argued first that the tax on unrelated busi-
ness income was not limited to competitive businesses. 14 Alterna-
tively, it argued that the bingo games competed not only with other
forms of entertainment but also possibly with bingo games con-
ducted by nonprofit corporations not exempt from federal taxa-
tion.

15

The United States District Court for the District of Minnesota
granted a summary judgment in favor of the taxpayer.16 The
Eighth Circuit Court of Appeals reversed, holding that the unre-
lated business income tax is not limited to competitive busi-
nesses,17 and remanded the case for further proceedings' 8

consistent with its opinion.

BACKGROUND

The precept that charitable and religious organizations, as well
as nonprofit associations, should be free from taxation is deeply
rooted in our society.19 "The broadness of this concept has been

12. See MINN. STAT. ANN. § 349.03(1) (a) (West 1972) (repealed 1976).
13. 580 F.2d at 271.
14. Id. at 271-72.
15. Id. at 272. The court stated:
In the alternative, it [Commissioner] argues that taxpayer's bingo games
compete with other forms of entertainment and possibly could compete
with bingo games conducted by nonprofit corporations that are not exempt
from federal taxes. We need not reach the latter argument for we hold that
the tax on unrelated business income is not limited to income earned by a
trade or business that operates in competition with taxpaying entities.

Id.
16. Id. at 270-71.
17. Id. at 274.
18. Id. The case was remanded to the district court for further proceedings on

other defenses presented by the taxpayer. Id. at 274-75.
19. Bittker & Rahdert, The Exemption of Nonprofit Organizations from Federal

Income Taxation, 85 YALE L.J. 299 (1976). The authors therein stated:
The practice of exempting charitable and religious organizations, mutual
benefit groups, and a variety of other nonprofit associations from federal
income taxation has persisted with surprising consistency despite minor
variations in coverage, for many years. With roots reaching back to the
British Statute of Charitable Uses of 1601 and to early state constitutional
provisions, most of today's exemptions from income taxation date from the
Revenue Act of 1894 and were reenacted in the corporation income tax of
1909 and the Revenue Act of 1913.

Id. at 301. See also Blackwell, The Charitable Corporation and the Charitable Trust,
24 WASH. U.L.Q. 1 (1938); Reiling, Federal Taxation: What Is a Charitable Organi-
zation?, 44 A.B.A.J. 525, 527 (1958).
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reflected in the reluctance of Congress and the courts to place limi-
tations upon the activities of foundations which would detract
from their exempt purposes. '20 The underlying justification for
such an exemption has so long been taken for granted that it is
seldom articulated.21 The federal income tax exemption for chari-
table organizations can be said to be based upon "the theory that
the government [and society] is compensated for loss of revenue
by its relief from the financial burden which would otherwise have
to be met by appropriations from public funds and by the benefits
resulting from the promotion of the general welfare. '22

The charitable exemption was originally included in the Reve-
nue Act of 189423 and reenacted in the corporation income tax of
190924 and the Revenue Act of 1913.25 This exemption included cor-
porations, companies or associations "organized and conducted
solely for charitable, religious, or educational purposes. ' 26

The scope of the exempting clause was first established in
Trinidad v. Sagrada Orden de Predicadores.27 The government
challenged the tax-exempt status of a Phillippine religious order
on the ground that it was not operated exclusively for the purpose
included in the act because it derived income from trade in wine,
chocolate, and other articles. 28 In upholding the organization's ex-
emption, the Court held that the exempting clause "recognize [d]
that a corporation may be organized and operated exclusively for
religous, charitable, scientific or educational purposes, and yet
have a net income. [The statute] says nothing about the source of
the income, but makes the destination the ultimate test of exemp-
tion. '29 While the Court actually held that a charitable organiza-
tion may derive income from dividends, rents and interest without

20. Sugarman & Pomeroy, Business Income of Exempt Organizations, 46 VA. L.
REv. 424, 425 (1960).

21. See Bittker & Rahdert, supra note 19, at 301.
22. Sugarman & Pomeroy, supra note 20, at 426.
23. Revenue Act of 1894, ch. 349, § 32, 28 Stat. 509, 556 (1894). This act was held

unconstitutional in Pollock v. Farmers' Loan & Trust Co., 158 U.S. 601, 637 (1895), but
the exemptions originally included in the Act were subsequently included in the
Acts of 1909 and 1913. Bittker & Rahdert, supra note 19, at 301.

24. Act of 1909, ch. 6, § 38, 36 Stat. 112-13 (now I.R.C. § 501).
25. Act of 1913, ch. 16, § 2(G), 38 Stat. 172 (now I.R.C. § 501). See also Bittker &

Rahdert, supra note 19, at 301.
26. Act of 1894, ch. 349, § 32, 28 Stat. 509, 556 (now I.R.C. § 501).
27. 263 U.S. 578, 581-82 (1924). See Colleges & Charities, supra note 4, at 853.
28. 263 U.S. at 581. The Order obtained approximately 92% of its income from

rents, dividends, and interest. About half of its remaining income was derived from
occasional sales of wine, chocolate and other articles "purchased and supplied for
use in its churches, missions, parsonages, schools, and other subordinate agencies."
Id. at 580.

29. Id. at 581 (emphasis added).
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losing its exempt status, 30 the decision may also be broadly read as
authority for the proposition that the exemption extends to chari-
table organizations which operate ordinary commercial enter-
prises.31 Subsequently, courts have interpreted Trinidad's
destination of income test to mean that an otherwise exempt or-
ganization "does not lose its right to exemption regardless of the
extent of its business activities. 32

Following Trinidad, the destination of income test was subse-
quently expanded in the circuits, 33 receiving its most explicit state-
ment in Roche's Beach, Inc. v. Commissioner.34 In Roche's Beach, a
concededly tax-exempt organization was the sole owner of a bath-
ing beach corporation, the profits of which the government at-
tempted to tax, charging that the corporation did not come within
the protection of the exemption clause.35 Although the tax com-
missioner held that the foundation itself was exempt as a charita-
ble organization, the feeder corporation 36 was denied exemption
on the ground that the corporate charter was determinative of the
organization's purpose and that the charter of the feeder corpora-
tion in question omitted any mention of a charitable purpose.37

The Second Circuit Court of Appeals held that the corporation
did not come within the statutory exemption for feeder corpora-
tions because the operation of a bathing beach business "was
broader than merely hold [ing] title to property and collect [ing] in-
come therefrom, '38 but it found that the feeder corporation was en-
titled to an exemption as a charitable organization. 39 The court

30. Id. at 582.
31. Latchman, supra note 4, at 632; Colleges & Charities, supra note 4, at 853-54.
32. Colleges & Charities, supra note 4, at 854. See also Sand Springs Home v.

Commissioner, 6 B.T.A. 198, 214-15 (1927); Unity School of Christianity, 4 B.T.A. 61,
67-68 (1926).

33. See Willingham v. Home Oil Mill, 181 F.2d 9,10 (5th Cir. 1950); Commis-
sioner v. Orton, 173 F.2d 483, 486 (6th Cir. 1949); United States v. Pickwick Elec.
Membership Corp., 158 F.2d 272, 277 (6th Cir. 1946); Howard Univ. v. District of Co-
lumbia, 155 F.2d 10, 12 (D.C. Cir. 1946); Commissioner v. Chicago Graphic Arts
Fed'n, Inc., 128 F.2d 424, 426-27 (7th Cir. 1942).

34. 96 F.2d 776, 778 (2d Cir. 1938), noted in Note, 52 HARV. L. REV. 163 (1938).
35. 96 F.2d at 776.
36. A feeder corporation is one which is operated for profit by an exempt or-

ganization and transfers the profits to that organization. See Colleges & Charities,
supra note 4, at 861-65.

37. In Roche's Beach the charter of the feeder corporation gave it power to con-
duct a variety of businesses, but did not mention the charitable purpose which it
was to serve. 96 F.2d at 778-79.

38. Id. at 777.
39. Id. at 779. The court stated: "In our opinion the petitioner is entitled to

exemption under section 103(6) unless it must be held that this subdivision applies
only to a corporation which directly dispenses charity and excludes one which
merely produces income for a charity administered by another tax exempt organi-
zation." Id. at 778.
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stated: "No reason is apparent to us why Congress should wish to
deny exemption to a corporation organized and operated exclu-
sively to feed a charitable purpose when it undoubtedly grants it if
the corporation itself administers the charity. '40

The doctrine established by Roche's Beach spread through the
circuits 4 1 and led to widespread abuses by exempt organizations
through feeder corporations.42 The most widely known case in-
volving such an acquisition was C.F. Mueller Co. v.
Commissioner.43 In Mueller, New York University School of Law
acquired, through purchases made by a group of its benefactors, all
of the outstanding stock of the Mueller Company, 44 thus giving it
control over the largest noodle manufacturer in the country. The
Third Circuit Court of Appeals, following the doctrine of Roche's
Beach and the Trinidad destination of income test, held that all

40. Id. at 779. The court also said: "A corporation formed to dispense charity
which does not actually engage in charitable undertakings itself but distributes its
income to institutions organized and operated exclusively for the purposes named
in subdivision (6) of section 231 is exempt from taxation under said section." Id.
(quoting the Income Tax Bureau in I.T. 1945, III-1 C.B. 173 (1923)). The court noted
that § 103(6) of the Revenue Act of 1928 is practically identical to § 231(6) of the Act
of 1921, 42 Stat. 253. Id.

41. See Home Oil Mill v. Willingham, 181 F.2d 9,10 (5th Cir. 1950); Commis-
sioner v. Orton, 173 F.2d 483, 486 (6th Cir. 1949); Debbs Memorial Radio Fund, Inc. v.
Commissioner, 148 F.2d 948, 951-52 (2d Cir. 1945).

42. One commentator has noted:
Where the foundation idea is subjected to abuse, then naturally the

dangers are just that much greater. In the first place, if abuse is too wide-
spread, the legislators may be stimulated to enact corrective measures
which could easily redound to the detriment of bona fide foundations. This
may very well be the situation, for example, with regard to charities engag-
ing in business activities. Moreover, in the second place, the guilty parties
may find themselves the uncomfortable objects of a Congressional investi-
gation.

Eaton, Charitable Foundations, Tax Avoidance and Business Expediency (pt. 2), 35
VA. L. REV. 987, 1036 (1949). See Comment, The Macaroni Monopoly: The Develop-
ing Concept of Unrelated Business Income of Exempt Organizations, 81 HARV. L.
REV. 1280, 1281 (1968) [hereinafter cited as Macaroni Monopoly]; Note, Private
Charitable Foundations: Some Tax and Policy Implications, 98 U. PA. L. REV. 696,

696 (1950); Note, The Use of Charitable Foundations for Avoidance of Taxes, 34 VA.
L. REV. 182, 183 (1948); Comment, The Modern Philanthropic Foundation: A Cri-
tique and a Proposal, 59 YALE L.J. 477, 492-97 (1950).

43. 190 F.2d 120 (3d Cir. 1950). See Note, Revenue Act of 1950, 29 N.C.L. REV.
202, 204 (1951). In addition to Mueller, there "include [d] the Ramsey Corporation, a
manufacturer of piston rings, the American Limoges China Company, and the
Howes Leather Company." Colleges & Charities, supra note 4, at 851. For a discus-
sion of the abuses which brought about this problem, see the authorities cited in
note 42 supra.

44. 190 F.2d at 121. The transaction was partially financed through the group's
contribution of a down payment. The balance of the purchase price was in the form
of a bank loan, to be repaid from the company's future profits. Macaroni Monopoly,
supra note 42, at 1281.
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profits derived by the company were exempt from taxation.45 Al-
though Mueller differed only in scale from Roche's Beach,46 the dif-
ference, as far as Congress was concerned, was enough to provide
a concrete reason for an exception to the traditional exemption.47

In 1950 congressional concern over the problem led to the enact-
ment of an exception to the previously unlimited exemption.

THE REVENUE REVISION OF 1950

In 1950 Congress enacted "the only important statutory limita-
tion upon the tax-free status of exempt organizations," 48 namely,
the unrelated business income tax.49 Congress' purpose for impos-
ing such a tax was twofold: (1) to eliminate unfair competition be-
tween tax-free exempt organizations and taxed organizations, and
(2) to slow the drain of federal tax revenues.5 0

Congressional concern over unfair competition was well
founded. Businesses run by tax-exempt organizations, thus free
from the burden of federal income taxes, would be in a position to
significantly undercut competing businesses, possibly even to
drive them out of business. 5' This loophole also became the target
of Presidential concern. In a message to the Congress, President
Truman stated:

Some tax loopholes have also been developed through the
abuse of the tax exemption accorded educational and
charitable organizations. It has properly been the policy
of the Federal Government since the beginning of the in-

45. 190 F.2d at 121-23.
.46. Macaroni Monopoly, supra note 42, at 1281.

47. See Hearings on Revenue Revision of 1950 Before the House Comm. on Ways
and Means, 81st Cong., 2d Sess. 579-80 (1950); H.R. REP. No. 2319, 81st Cong., 2d
Sess. 36 (1950), reprinted in 1950-2 C.B. 380, 381; S. REP. No. 2375, 81st Cong., 2d Sess.
28 (1950), reprinted in 1950-2 C.B. 380, 381. See also Bittker & Rahdert, supra note
19, at 318; Sugarman & Pomeroy, supra note 20, at 428; Macaroni Monopoly, supra
note 42, at 1281; Comment, Taxation: Unrelated Business Income Tax (Sections 511-
513) and the 1967 Regulations, 33 Mo. L. REV. 230, 231 (1963) [hereinafter cited as
Unrelated Business Income Tax]; Colleges & Charities, supra note 4, at 851.

48. Macaroni Monopoly, supra note 42, at 1280.
49. See Revenue Act of 1950, ch. 994, § 301, 331, 64 Stat. 947, 957 (now I.R.C.

§§ 501-514).
50. See 6 MERTENS, THE LAW OF FEDERAL INCOME TAXATION § 34.14a, at 85 (J.

Doheny ed. 1978); J. STANLEY & R. KILCULLEN, FEDERAL INCOME TAX LAw 246-47 (6th
ed. 1974); Bittker & Rahdert, supra note 19, at 320; Webster, Unrelated Business In-
come Tax, 48 TAXES 844, 844 (1970). See also 96 CONG. REC. 769, 771 (1950) (Presi-
dent's Message to Congress); S. REP. No. 2375, 81st Cong., 2d Sess.-, reprinted in
[ 1950] U.S. CODE CONG. & AD. NEWS 3053, 3081; Weithorn & Liles, Unrelated Business
Income Tax: Changes Affecting Journal Advertising Revenues, 45 TAXES 791, 793
(1967).

51. For a discussion of how this might be done, see Macaroni Monopoly, supra
note 42, at 1281.
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come tax to encourage the development of these organiza-
tions. That policy should not be changed. But the few
glaring abuses of the tax-exemption privilege should be
stopped.

52

As President Truman noted, to do so would yield additional reve-
nue and help reduce inequities in the tax system. 53

While the impetus for the unrelated business income tax
stemmed mainly from the concern over unfair competition, an an-
cillary motive furthered passage of the bill, that of raising reve-
nues. The House Ways and Means Committee viewed the revenue
act containing the tax as a means of replacing the revenue lost
through the reduction of the war excise taxes imposed during
World War II.54 The need for increased revenue was compounded
by the advent of the Korean War, causing the Senate to convert the
charitable bill "into a bill to raise revenues. ' ' 5

With the passage of the Revenue Act of 1950, the unrelated

52. 96 CONG. REc. 769, 771 (1950) (President's Message To Congress).
53. Id.
54. See Clarence LaBelle Post No. 217, VFW v. United States, 580 F.2d 270, 272

(8th Cir. 1978). The majority stated:
The legislative history of the Revenue Act of 1950 indicates, however,

that Congress enacted these provisions not only to eliminate a form of un-
fair competition, but also to raise revenue. When President Truman
presented his 1950 tax proposal to Congress, he stressed the importance of
economic growth. Eliminating the loophole that 'developed through the
abuse of the tax exemption accorded educational and charitable organiza-
tions' would, he stated, yield additional revenue as well as reduce inequi-
ties in the tax system. The House Ways and Means Committee viewed the
bill as one designed to reduce the war excise taxes imposed during World
War II and replace the resulting lost revenue by closing loopholes and im-
posing additional taxes. By the time the bill had reached the Senate the
Korean War had begun, and the need for additional revenue was even
greater. The Senate converted the bill passed by the House 'into a bill to
raise revenues.' Thus, although Congress enacted sections 511-513 to elimi-
nate a form of unfair competition, that goal existed only as a part of a larger
goal of raising revenue.

Id.
The House Ways and Means Committee stated in its report on the Revenue Act

of 1950:
The bill provides for substantial reductions in war excise taxes

amounting to approximately $1,010 million and contains provisions which
make up for the loss of revenue resulting from the excise tax reduc-
tions. ...

The major items accounting for the additional revenue are withholding
on dividends, the changes in the tax treatment of charitable and educa-
tional institutions ....

H.R. REP. No. 2313, 81st Cong., 2d Sess.-, reprinted in 1950-2 C.B. 380-81.
55. The Senate report stated: "Military action in Korea coupled with substan-

tial increases in defense and related expenditures has made it necessary to convert
the excise tax reduction bill passed by the House in June of this year into a bill to
raise revenues." S. REP. No. 2375, 81st Cong., 2d Sess.--, reprinted in 1950-2 C.B. 484
and 119501 U.S. CODE CONG. & AD. NEWS 3053.
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business income of charitable, educational and religious organiza-
tions became subject to taxation.5 6 The Code required that before
a tax can be imposed on any exempt organization, three prerequi-
sites must be met: 1) there must be a trade or business; 2) that
trade or business must be regularly carried on; and 3) the activity
must be substantially related to the organization's tax-exempt pur-
pose.

57

DEFINING TRADE OR BUSINESS

In defining a trade or business under section 513 Congress
originally intended the term to have the same meaning as it had
elsewhere in the Code.58 While there is no clear definition of 'trade
or business' under the Code, the criteria commonly applied in such
determinations includes whether the enterprise is engaged in for
profit, how regularly it is carried on, and whether it involves some-
thing more than a single transaction.5 9 However, in 1967, the regu-
lation changes resulted in a broader interpretation of that
definition.

60

From 1967 through 1975 the regulation interpreting section
51361 indicated that, generally, any income producing activity of an
exempt organization, provided it could be considered a 'trade or

56. Id. at 457 [1950] U.S. CODE CONG. & AD. NEWS at 3078. The unrelated busi-
ness income of these organizations was taxable under §§ 421-424 of the Act and
were later recodified to §§ 511-514 of the Internal Revenue Code of 1954. 6 MERTENS,
supra note 50, at 85, 103 n.3.

57. I.R.C. § 513. See Webster, supra note 50, at 844. See also 6 MERTENS, supra
note 50, at 86-88.

58. S. REP. No. 2375, 81st Cong., 2d Sess.-, reprinted in 1950-2 C.B. 559 and
[1950] U.S. CODE CONG. & AD. NEWS 3053, 3165. The Senate Report states: "As used
in this section the term 'trade or business' has the same meaning as it has else-
where in the Code." Id.

59. See Weithorn & Liles, supra note 50, at 798-804. See also 4A MERTENS,

supra note 50, § 25.08 at 31-40.
60. See Weithorn & Liles, supra note 50, at 799; Unrelated Business Income Tax,

supra note 47, at 237. See also Treas. Reg. § 1.513-1(b), T.D. 6939, 1968-1 C.B. 274.
61. Treas. Reg. § 1.513-1(b), T.D. 6939, 1968-1 C.B. 274. The regulation provides:

The primary objective of adoption of the unrelated business income tax
was to eliminate a source of unfair cQmpetition by placing the unrelated
business activities of certain exempt organizations upon the same tax basis
as the nonexempt business endeavors with which they compete. In gen-
eral, any activity of a section 511 organization which is carried on for the
production of income and which otherwise possesses the characteristics re-
quired to constitute 'trade or business' within the meaning of section
162-and which, in addition, is not substantially related to the performance
of exempt functions-presents sufficient likelihood of unfair competition to
be within the policy of the tax. Accordingly, for the purposes of section 513
the term 'trade or business' has the same meaning it has in section 162, and
generally includes any activity carried on for the production of income from
the sale of goods or performance of services.

19791 TAXA TION 1359



CREIGHTON LAW REVIEW

business' under section 162 and proved substantially unrelated to
the exempt purpose, was taxable due to the high likelihood of un-
fair competition.

62

In 1976 the Treasury Department sought to further clarify the
intent of section 513, through a change in the regulation interpret-
ing it. This regulation change noted that where an activity lacks
the characteristics of a trade or business under section 162, the un-
related business income tax is inapplicable since the organization
does not effectively compete with taxable organizations. 63

TRADE OR BUSINESS REGULARLY CARRIED ON

Prior to the 1967 regulation changes, a trade or business was
considered to be regularly carried on when it "was conducted with
sufficient consistency to indicate a continuing purpose to derive in-
come. '64 The 1967 regulation changes extended that definition by
considering "the frequency, continuity, and the manner with
which the activities are conducted ... in light of the purpose of
placing an exempt organization's business activities upon the
same tax basis as the nonexempt business endeavors with which
they compete. '65 The changes thus shifted the emphasis from the
consistency with which a trade or business is operated to the re-
semblance which it bears to a commercial enterprise.66

TRADE OR BUSINESS SUBSTANTIALLY UNRELATED

The original test for determining whether or not a trade or

62. Id. Thus, according to the language of the regulation the test of whether an
activity is taxable under § 511 consists of two parts: 1) the activity must fall within
the ambit of the § 162 definition of trade or business; and 2) it must be substantially
unrelated to the tax-exempt purpose of the organization.

63. Treas. Reg. § 1.513-1(b), T.D. 7392, 1976-1 C.B. 168. In 1976, the following ad-
dition was made after the first sentence of the regulation:

On the other hand, where an activity does not possess the characteris-
tics of a trade or business within the meaning of section 162, such as when
an organization sends out low-cost articles incidental to the solicitation of
charitable contributions, the unrelated business income tax does not apply
since the organization is not in competition with taxable organizations.

Id. It could be argued that the addition of this language adds a third element to the
test articulated at note 62. The new language suggests that for purposes of § 513 the
§ 162 definition of trade or business turns on whether or not the activity is in compe-
tition with taxable organizations.

64. Unrelated Business Income Tax, supra note 47, at 234.
65. Treas. Reg. § 1.513-1(c), T.D. 6939, 1968-1 C.B. 274.
66. See Unrelated Business Income Tax, supra note 47, at 237, 246. Treas. Reg.

§ 1.513-1(c), T.D. 6939, 1968-1 C.B. 274 also states: "[Flor example, specific business
activities of an exempt organization will ordinarily be deemed to be 'regularly car-
ried on' if they manifest a frequency and continuity, and are pursued in a manner,
generally similar to comparable commercial activities of nonexempt organizations."
Id. See Weithorn & Liles, supra note 50, at 800.
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business was substantially unrelated to an organization's exempt
purpose was whether the principal purpose of the trade or busi-
ness was to further the purpose which formed the basis of the or-
ganization's exemption.67 Some examples of what the IRS
considered substantially unrelated prior to 1967 included: a busi-
ness league managing health and welfare plans for a fee;68 a labor
organization conducting bingo games; 69 an agricultural association
operating a radio station and a cinder block plant;70 and an agricul-
tural association operating a restaurant, bar and cocktail lounge
for members.

7 '

The changes in the 1967 regulation, 72 however, focused not on
the principal purpose of the business activity, but rather on
whether or not there existed a "causal relationship between the
conduct of the business activities and the achievement of exempt
purposes. ' 73 Thus under the current regulations, the Commis-

67. Unrelated Business Income Tax, supra note 47, at 235. See Weithorn &
Liles, supra note 50, at 801-07.

68. Rev. Rul. 66-151, 1966-1 C.B. 152. The revenue ruling provides: "The man-
agement of health and welfare plans under the circumstances described, including
the performance of the services connected therewith, constitutes a business not
substantially related to the functions forming the basis for the exemption of the
organization." Id.

69. Rev. Rul. 59-330, 1959-2 C.B. 153.
[t] he conducting of bingo games by the instant organization constitutes the
carrying on of a trade or business; that by reason of the semi-weekly con-
duct of such games the business is regularly carried on; and that the con-
duct of the bingo games for profit is patently unrelated to the basis for
exemption of the organization, other than through the accrual of earnings
to help defray expenses.

Id.
70. Rev. Rul. 55-676, 1955-2 C.B. 261.

A trade or business is considered related if operated primarily as an
integral part of the educational program of the university, but is considered
unrelated if operated in substantially the same manner as a commercial
operation .... [TIhe radio station and the cinder block plant, which are
conducted in a manner similar to commercial undertakings, .... [consti-
tute] unrelated businesses as defined in section 513.

Id.
71. Rev. Rul. 60-86, 1960-1 C.B. 198.
[TIhe activities in question are not operated primarily as a part of the or-
ganization's agricultural programs but for the convenience and enjoyment
of its members and to provide a source of income in carrying out its func-
tions in the furtherance of the purposes for which it was formed .... [TJ he
operation of the club facilities constitute the carrying on of an unrelated
trade or business. ...

Id.
72. Treas. Reg. §§ 1.513-1, -2, T.D. 6939, 1968-1 C.B. 274.
73. Unrelated Business Income Tax, supra note 47, at 238. See also Treas. Reg.

§ 1.513(d) (2), T.D. 6939, 1968-1 C.B. 274, which provides:
Trade or business is 'related' to exempt purposes, in the relevant sense,
only where the conduct of the business activities has a causal relationship
to the achievement of exempt purposes (other than through the production
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sioner found a sufficient relationship to the organization's purpose
to exempt the following operations: where an exempt organization
operated a retail grocery as part of its therapeutic program for
emotionally disturbed adolescents;74 where a halfway house oper-
ated by an exempt organization also operated a furniture shop to
provide employment for its residents; 75 where an exempt museum
sold greeting card reproductions of art works.76

ANALYSIS

The Eighth Circuit Court of Appeals saw the primary issue in
Clarence LaBelle as one of definition; that is, whether noncompeti-
tive businesses operated by exempt organizations fall within the
ambit of the term "any trade or business" as stated in section 513. 77

Reading section 513 literally, the court concluded that the lan-
guage of the statute did not limit its application solely to competi-
tive businesses operated by tax-exempt organizations.78 While it

of income); and it is "substantially related," for purposes of section 513,
only if the causal relationship is a substantial one.

Id.
74. Rev. Rul. 76-94, 1976-1 C.B. 171.
"[T] he grocery store operated by this organization is almost fully staffed by
the adolescent residents, and thus is operated on a scale no larger than is
reasonably necessary for organization's training and rehabilitation pro-
gram.

Accordingly, the organization's operation of the grocery store contrib-
utes importantly to the organization's charitable program and is not unre-
lated trade or business under section 513 of the Code.

Id. at 172.
75. Rev. Rul. 75-472, 1975-2 C.B. 208. "The activities described above serve to

promote the health of the individual and improve his capabilities and thus further
charitable and educational purposes. Accordingly, the organization is operated ex-
clusively for charitable and educational purposes and thus qualifies for exemp-
tion. . . ." Id.

76. Rev. Rul. 73-104, 1973-1 C.B. 263. "The fact that the cards are promoted and
sold in a clearly commercial manner at a profit and in competition with commercial
greeting card publishers does not alter the fact of the activity's relatedness to the
museum's exempt purpose." Id.

77. 580 F.2d at 272-74. The court stated: "The language of the statute does not
limit this new source of revenue to only those unrelated trades or businesses that
compete with taxpaying entities, for the term is defined as 'any trade or business'
unrelated to the exempt purpose of the organization." Id. at 272. Neither the ques-
tion of whether the trade or business was regularly carried on nor that of whether a
substantial relationship existed was at issue in this case. Id. at 271-72.

78. Id. at 274. In a concurring opinion, Judge Lay reasoned:
The legislative history reveals the primary purpose for the adoption of

the unrelated business income tax was to eliminate a source of unfair com-
petition by exempt organizations. Nonetheless the critical question under
the statute is not the question of unfair competition, but whether the activ-
ity constitutes an unrelated 'trade or business'. If it does, then the Treas-
ury Regulations state that this finding constitutes 'sufficient likelihood of
unfair competition, to be within the policy of the tax.

Id. at 275 (Lay, J., concurring).
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would appear that such a reading would have been sufficient to
support the court's holding, the court further noted that the legisla-
tive history of the law supported its decision.7 9 In examining the
legislative history of the unrelated business income tax, the court
pointed out that the 1950 congressional goal of eliminating unfair
competition "existed only as part of a larger goal of raising reve-
nue."80 This, read in conjunction with a definition of section 162
that is broad enough to include noncompetitive businesses,81 sup-
ported a strict reading of the statute requiring noncompetitive
businesses to be taxed under section 511.

Judge Schatz reasoned in his dissent that inherent limitations
in section 513 made it applicable only to competitive businesses. 82

His argument was based on a fundamentally different interpreta-
tion of the legislative history of section 513. While acknowledging
the dual purpose behind the unrelated business income tax, he
noted83 that before the bill was passed by the Senate certain
changes were made which "substantially decreased the projected
revenue. '84 Judge Schatz urged that the objective of raising reve-
nue was of minimal importance in interpreting the intent of Con-
gress, and that in construing section 513 it should not be allowed to
overshadow the primary purpose of eliminating unfair competi-
tion.

85

The court secondly addressed the VFW's contention that a re-
cent amendment to section 513 demonstrated the continuing vital-
ity of congressional intent that the statute be applied only to

79. Id. at 272.
80. Id.
81. See 4A MERTENS, supra note 50, § 25.08 at 32-33.
82. 580 F.2d at 277 (Schatz, J., dissenting).
83. Id. at 276 (Schatz, J., dissenting).
84. Id. at 277 (Schatz, J., dissenting).
85. Id. at 276-77 (Schatz, J., dissenting). Judge Schatz stated:

The majority points to various passages in the Senate and House Re-
ports to the effect that the Revenue Act of 1950 was intended to raise reve-
nues as a substitute for the War Excise Taxes being repealed and as a
means of supporting additional defense spending. While it is undoubtedly
true that the Revenue Act as a whole was designed to raise revenue, the
Senate Report states:

'The bulk of the additional revenue provided under the [Senate] bill
will come from the imposition of higher corporate and individual income-
tax rates."

Table I, accompanying Senate Report 2375, strongly supports this state-
ment and indicates that the Senate bill substantially decreased the pro-
jected revenue generated by changes in treatment of tax-exempt
institutions. Thus it seems that consideration of revenue-raising aspects of
the Revenue Act of 1950 ought not to detract from the specific reforms ad-
dressed to tax loopholes being used by tax-exempt organizations.

Id. (Schatz, J., dissenting) (citations omitted).
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competitive businesses. 86 The taxpayer cited the 1976 amendment
to section 513 and its legislative history87 as evincing an intent on
the part of Congress that the application of the statute be limited
to competitive businesses. 88 The amendment to section 513 con-
tained in the Tax Reform Act of 1976 added subsection 513(d)
which expressly excluded two types of noncompetitive businesses
from the term "unrelated trade or business"-horseracing at
county fairs and renting display space at trade shows.89 Arguably,
Congress, by exempting those two types of noncompetitive busi-
nesses from taxation demonstrated that it wished to tax only com-
petitive unrelated businesses.90 The court rejected that reasoning
and held that although the activities excepted by the 1976 amend-
ment were of a noncompetitive nature, the legislative history of the
amendment also indicated that the primary reason for exempting
those businesses was that they were considered "related" to the
tax-exempt purposes of the organization and therefore not taxable
as unrelated income.91 The majority also articulated the view that
while in 1950 Congress may not have anticipated the confusion re-
garding the competitive-noncompetitive distinction which later be-
came apparent in interpretations of section 513, the 1976
amendment indicated congressional awareness of the problem and
that, had Congress so chosen, it could have created a general ex-
ception for noncompetitive businesses. 92

The majority neglected to consider that the legislative history
of both the 1976 amendment 93 and an earlier amendment con-
tained in the Tax Reform Act of 196994 could be interpreted as evi-
dencing Congress' continuing intent to tax only unrelated
competitive businesses.

The amendment to section 513(c) contained in the Tax Reform

86. Id. at 273. The tax, while designed to eliminate unfair competition between
such businesses, was equally one of many measures incorporated into a bill to raise
revenues. Id. at 272. However, as the dissent argued, the bill which received final
approval contributed less revenue than the proposed bill. Id. at 276 (Schatz, J., dis-
senting).

87. Tax Reform Act of 1976, Pub. L. No. 94-455, 90 Stat. 1520, 1716 (now I.R.C.
§ 513).

88. 580 F.2d at 273.
89. I.R.C. § 513(d).
90. 580 F.2d at 279-80 (Schatz, J., dissenting).
91. Id. at 273.
92. Id. The majority saw the 1976 Amendment as indicative of congressional

awareness of the problem and interpreted Congress' subsequent silence on the
subject as an acquiescence in the strict application of the statute. Id.

93. See Judge Schatz's dissent where he discussed the Tax Reform Act of 1976.
Id. at 280 n.4 (Schatz, J., dissenting).

94. Tax Reform Act of 1969, Pub. L. No. 91-172, 83 Stat. 487 (now I.R.C. § 513).
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Act of 196995 specifically addressed advertising, the sale of goods,
and the performance of services, stating that such activities could
still be considered trades or businesses despite the fact that they
were carried on within a larger group of activities that were unre-
lated to the exempt purpose of the organization. 96 Yet both the
House and Senate committee reports regarding the bill indicate
that the elimination of competition was the motivating force be-
hind the bill.97 Furthermore, the amendment contained in the Tax
Reform Act of 1976, because it removed certain noncompetitive
businesses from the reach of the statute, could be viewed as sup-
porting the vitality of the competitive-noncompetitive distinction.
With regard to the 1969 amendment, Judge Schatz stated that the
contention that "the passage of this section manifested a congres-
sional intent to tax such trades or businesses, regardless of
whether such activities competed with taxpaying endeavors, is not
borne out by the legislative history underlying this section. '98

The court further supported its expansion of section 511 by in-
terpreting the Treasury Regulations for that section.99 The court
noted that both the pre-1975 and the 1976 versions'00 of the regula-
tion contained references to competition but dismissed them as
merely explanations of why an activity that lacks a commercial ori-
entation should not be considered a trade or business under sec-
tion 162.101 The relevant language of that regulation reads:

95. I.R.C. § 513(c) provides:
For purposes of this section, the term "trade or business" includes any ac-
tivity which is carried on for the production of income from the sale of
goods or the performance of services. For purposes of the preceding sen-
tence, an activity does not lose identity as a trade or business merely be-
cause it is carried on within a larger aggregate of similar activities or within
a larger complex of other endeavors which may, or may not, be related to
the exempt purposes of the organization. Where an activity carried on for
profit constitutes an unrelated trade or business, no part of such trade or
business shall be excluded from such classification merely because it does
not result in profit.

Id.
96. Id. The dissent noted that none were applicable to bingo games. 580 F.2d

at 279 (Schatz, J., dissenting).
97. See H.R. REP. No. 91-413, 91st Cong. 2d Sess.-,reprinted in [19691 U.S.

CODE CONG. & AD. NEWS 1624, 1695; S. REP. No. 91-552, 91st Cong. 2d Sess. -, re-
printed in [1969] U.S. CODE CONG. & AD. NEWS 2027, 2096.

98. 580 F.2d at 279 (Schatz, J., dissenting).
99. See Treas. Reg. § 1.513-1(b), T.D. 6939, 1968-1 C.B. 274.

100. See notes 61-62 supra.
101. 580 F.2d at 274. The court stated:

Both versions of the regulation focus primarily on the commercial na-
ture of the activity. The references to competition serve merely to explain
reasons why an activity that lacks a commercial orientation should not be
considered a "trade or business" under either section 162 or section 513.
Under the regulation, competition alone does not determine whether an
unrelated trade or business should be taxed.
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[I]n general, any activity of a section 511 organization
which is carried on for the production of income and which
otherwise possesses the characteristics required to consti-
tute 'trade or business' within the meaning of section
162-and which, in addition, is not substantially related to
the performance of exempt functions-presents sufficient
likelihood of unfair competition to be within the policy of
the tax.102

The court also ignored a possible counter-argument that the
first sentence of the regulation indicated that the basic, and there-
fore controlling, policy of the act which the regulations were
designed to effect is the elimination of unfair competition between
exempt and non-exempt organizations. 10 3 It follows from this that
the application of the statute should conform to the strict interpre-
tation articulated by this basic policy rather than to the proposi-
tion that any trade or business as defined by section 162 is likely to
compete with taxpaying entities.104

Finally, the court relied on a Tax Court decision, Smith-Dodd
Businessman's Association v. Commissioner,10 5 as support for its
refusal to limit the definition of trade or business as well as its find-
ing that bingo games are not substantially related to the exempt
purposes of the organization. 10 6 In Smith-Dodd, the Tax Court in
defining unrelated trade or business held that "unfair competition
plays a relatively insignificant role in the application of the
amended unrelated business income tax.' '107 The Tax Court found
that the operation of a bingo game was substantially unrelated to
the organization's tax-exempt purpose and thus subject to the un-
related business income tax. 08

Id.
102. Treas. Reg. § 1.513-1(b), T.D. 6939, 1968-1 C.B. 274.
103. See 580 F.2d at 278 (Schatz, J., dissenting). "The primary objective of adop-

tion of the unrelated business income tax was to eliminate a source of unfair com-
petition by placing the unrelated business activities of certain exempt
organizations upon the same tax basis as the nonexempt business endeavors with
which they compete." Id. (Schatz, J., dissenting). See Treas. Reg. § 1.513-1(b), T.D.
6939, 1968-1 C.B. 274.

104. See 580 F.2d at 279 (Schatz, J., dissenting). The dissent adopted this argu-
ment, emphasizing that the language contained in the Treasury Regulations is
given further significance for the proposition that the "government cannot subse-
quently disregard its regulations or emphasize those aspects which, when read out
of context support a contrary conclusion." Id. (Schatz, J., dissenting) (citations
omitted).

105. 65 T.C. 620 (1975).
106. 580 F.2d at 273-74.
107. 65 T.C. at 624. The relevant facts of Smith-Dodd are identical to those at

issue in Clarence LaBelle.
108. Id. at 623. The dissent objected to the majority's reliance on Smith-Dodd
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CONGRESSIONAL RESPONSE

Subsequent to the Eighth Circuit's decision in Clarence
LaBelle, Congress amended section 513 to specifically exempt
bingo games from the term unrelated trade or business.10 9 That
amendment effectively overrules the specific holding of Clarence
LaBell, i.e., that bingo games operated by exempt organizations
fall within the ambit of section 513. The language of the committee
report states in unequivocal terms the intent of Congress:

In general, the unrelated business income tax was im-
posed to prevent tax-exempt organizations from having an
unfair competitive advantage over taxable businesses. In
situations where for-profit organizations are not carrying
on the same activity this basic rationale does not apply.

In order to ensure that tax-exempt organizations and
political organizations do not have a competitive advan-
tage over nonexempt organizations, the bill provides that
tax-exempt treatment is available only if bingo is not an
activity ordinarily carried out on a commercial basis. 110

The language of the statute also expressly excludes any bingo
games, "the conducting of which is not an activity ordinarily car-
ried out on a commercial basis."''

Although the language of section 513(f) is narrow in scope, the
intent behind it, as demonstrated by the committee report, sup-

primarily because the Tax Court refused to measure the applicability of the statute
by the legislative history. 580 F.2d at 277 (Schatz, J., dissenting).

109. In doing so Congress relied in part on the holding in Clarence LaBelle.
[1979] 5 FED. TAXES (CCH) 91,3253, at 37,410, 37,413 n.2. The relevant language
provides:

(f) Certain Bingo Games
(1) In General.-The term "unrelated trade or business" does not in-

clude any trade or business which consists of conducting bingo
games.

(2) Bingo Game Defined.-For purposes of paragraph (1), the term
"bingo game" means any game of bingo-
(A) of a type in which usually-

(i) the wagers are placed,
(ii) the winners are determined, and
(iii) the distribution of prizes or other property is made,

in the presence of all persons placing wagers in such
game,

(B) the conducting of which is not an activity ordinarily carried
out on a commercial basis, and

(C) the conducting of which does not violate any State or local
law.

Id. at 37,413.
110. Id. at 37,414.
111. Id. at 37,413.
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ports the continuing vitality of the competitive-noncompetitive dis-
tinction. However, it may not invalidate the reasoning of the court.

CONCLUSION

Clarence LaBelle presented the Eighth Circuit Court of Ap-
peals with a unique opportunity to discuss the importance of the
existence of competition in determining whether a trade or busi-
ness operated by an exempt organization is within the ambit of
section 513 of the Internal Revenue Code. The significance of Clar-
ence LaBelle lies in the court's refusal to limit the application of
section 513 to those trades or businesses in competition with pri-
vate enterprise despite the primary legislative purpose of the unre-
lated business income tax which was the elimination of unfair
competition by such trades or businesses. The court interpreted
the statutory language strictly, rejecting the contention that it be
read to give effect to what may be the primary legislative purpose.
Thus, the court expanded the class of persons subject to taxation
under section 511.

The amendment to section 513 subsequent to the Clarence
LaBelle decision overrules the specific holding of the case which
effectively subjected bingo games to taxation; yet the language of
the statute in conjunction with the accompanying committee re-
ports dramatically underscores a congressional intent that section
513 be applied with regard to the competitive-noncompetitive dis-
tinction. Unfortunately, Congress has yet to provide a broader
clarification of the importance of the competitive-noncompetitive
distinction in applying section 513, and until it does Clarence
LaBelle may persuade some courts to follow an equally strict in-
terpretation of the unrelated business income tax.

Mary C. Wickenkamp-'80
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