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Trust (T), a tax-exenpt voluntary enpl oyees
beneficiary association described in sec. 501(c)(9),
|. R C., set aside for each year at issue a certain
anount of investnent incone to provide for the paynent
of reasonabl e costs of adm nistration directly con-
nected with providing for the paynment of health care
benefits (amount of investnent inconme at issue).

Held: In determning for each year at issue the
unrel at ed busi ness taxable incone (UBTlI) of T under
sec. 512(a)(3)(A), I.R C, the anmpbunt of investnent

inconme at issue is subject to the limtation prescribed
by sec. 512(a)(3)(E)(i), I.RC  Held, further, in
calculating for each year at issue the limtation
prescribed by sec. 512(a)(3)(E)(i), I.R C, the anopunt
of assets that T set aside to provide for the paynent
of health care benefits, including reasonabl e costs of
adm nistration directly connected with providing for

t he paynent of such benefits, is not to be reduced by
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t he amount of the reserve described in sec.
419A(c)(2)(A), I.R C, for post-retirenment nedi cal
benefits. Held, further, because of the limtation
prescri bed by sec. 512(a)(3)(E)(i), I.RC, in deter-
m ning for each year at issue the UBTI of T under sec.
512(a)(3)(A), I.R C, the anount of investnment incone
at issue may not be excluded as exenpt function incone.

M chael T. Cunmins and Robert K. O son, for petitioner.

Mark L. Hulse, for respondent.

OPI NI O\t

CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in the Federal inconme tax (tax) of The Sherwin-WIIians

Conpany Enpl oyee Health Plan Trust (Trust):

Year Defi ci ency
1991 $489, 941
1992 339, 924

The issues for decision are:
(1) In determning for each year at issue the unrelated
busi ness taxable income (UBTI) of the Trust under section

512(a)(3)(A),% is the anpbunt of investnent inconme that the Trust

Unl ess ot herwi se indicated, our Opinion pertains to 1991
and 1992, the years at issue.

2All section references are to the Internal Revenue Code
(Code) in effect for the years at issue. Al Rule references are
to the Tax Court Rules of Practice and Procedure.
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set aside® to provide for the paynent of reasonable costs of
admnistration directly connected with providing for the paynent
of health care benefits subject to the limtation prescribed by
section 512(a)(3)(E)(i)? W hold that it is.

(2) In calculating for each year at issue the limtation
prescribed by section 512(a)(3)(E)(i), is the amount of assets
that the Trust set aside to provide for the paynment of health
care benefits, including reasonable costs of adm nistration
directly connected with providing for the paynent of such bene-
fits, to be reduced by the amount of the reserve described in
section 419A(c)(2)(A) for post-retirenent nmedical benefits
(reserve for post-retirenent nedical benefits)? W hold that it
s not.

Backgr ound

This case was submtted fully stipulated. The facts that
have been stipul ated are so found except as stated herein.

At the tinme of the filing of the petition, the Trust’s
address was in care of its trustee, Key Trust Conpany of Chio,
N.A. (Trustee), in Ceveland, Onio.

On Decenber 30, 1987, The Sherwin-WIIlianms Conpany (Sherw n-
Wl lians) established the Trust to fund health care benefits for

participants in The Sherwin-WIllians health care plan (Sherw n-

SAIl references herein to an anount set aside are to an
anount set aside within the nmeaning of sec. 512(a)(3)(B)
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WIllians health care plan participants). On Septenber 27, 1988,
t he Comm ssioner of Internal Revenue determ ned that the Trust
was exenpt fromtax because it qualified as a voluntary enpl oy-
ees’ beneficiary association described in section 501(c)(9). The
Trust maintained that qualification during the years at issue.
(We shall refer to a tax-exenpt voluntary enpl oyees’ beneficiary
associ ation described in section 501(c)(9) as a VEBA.)
The Trust agreenent establishing the Trust provided in
pertinent part:
8.2 Paynent of Benefits. * * * Any Trust Fund incone
not used in the year in which it was earned to
provide life, sickness, accident or other benefits
described in Section 501(c)(9) of the Code and the
regul ati ons thereunder or to pay reasonabl e adm n-
istrative costs associated with the delivery of
t hose benefits shall be set aside to provide for
t he paynent of the benefits and benefit costs
described in Section 512(a)(3)(B)(ii) of the Code

and limted by Section 512(a)(3)(E) of the Code in
the imedi ately follow ng year. * * *

The Trust derived its incone from (1) nmenber contributions
from Sherwin-WIllianms and Sherwin-W Il lianms health care plan
participants and (2) investnent incone. The Trust set aside, and
subsequent |y expended, incone to provide for the paynent of
health care benefits and reasonabl e costs of adm nistration
directly connected with providing for the paynent of such bene-
fits. The amounts of incone that the Trust set aside to provide
for the paynent of reasonable costs of adm nistration directly

connected with providing for the paynent of health care benefits
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equal ed $1, 580, 455 for 1991 and $1, 853,529 for 1992.%

The amobunts of assets that the Trust set aside as of the
cl ose of the years at issue to provide for the paynent of health
care benefits and reasonable costs of adm nistration directly
connected with providing for the paynent of such benefits were
$41, 975, 366 and $45, 637, 659, respectively.

The Trust’s account |imt, as defined in section 419A(c),
for its qualified asset account, as defined in section 419A(a),
was $64, 615, 936° for 1991 and $84, 192,933 for 1992. The forego-
ing account limts for 1991 and 1992 included $53, 313, 236 and
$71, 602, 395, respectively, attributable to a reserve for post-
retirement nedical benefits.

The Trust filed Fornms 990, Return of Organization Exenpt
From I ncone Tax (Form 990), and Fornms 990-T, Exenpt Organi zation
Busi ness I ncome Tax Return (Form 990-T), in which it reported as

unr el at ed busi ness i ncome $1, 851, 399 and $1, 155, 793 of i nvest nment

“The costs for 1992 ($1,853,529) were paid first fromin-
vestnent incone for that year.

The parties stipulated that the Trust’s account limt for
1991, as defined in sec. 419A(c), was $65, 652,991. However, that
stipulation is contrary to the record in this case. The record
establ i shes, and we have found, that that account limt was
$64, 615,936. W may, and we shall in this instance, disregard a
stipul ation between the parties where the stipulation is clearly
contrary to the facts established by the record. See Cal - Mai ne
Foods, Inc. v. Comm ssioner, 93 T.C 181, 195 (1989).
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inconme for 1991 and 1992, respectively.® Inits Forns 990-T for
1991 and 1992, the Trust clainmed as deductions directly connected
wth its unrelated business incone (1) “Conpensation of officers,
directors, and trustees” in the amunts of $1, 456,954 and
$1,618, 779, respectively, and (2) “OQher deductions” in the
amounts of $156, 084 and $287, 450, respectively. O the foregoing
total deductions clainmed in the Trust’s Forns 990-T for 1991 and
1992, $1,580, 455 and $1, 853,529, respectively, constitute reason-
abl e costs of admnistration directly connected with providing
for the paynent of health care benefits for which the Trust set
aside incone within the neaning of section 512(a)(3)(B).’

The instructions to Forns 990-T stated in pertinent part:

Sections 501(c)(7), (9), (17), and (20) organiza-
tions will not be taxed on incone set aside for:

1. Religious, charitable, scientific, literary, or
educati onal purposes, or for the prevention of cruelty
to children or animals;

2. The paynent of life, sick, accident, or other
benefits by a section 501(c)(9), (17), or (20) organi-
zation. The anount allowed as a set-aside nay not
exceed a limt determ ned using section 419A.  See
sections 419A and 512(a)(3)(E) for details;

3. Reasonabl e adm nistration costs directly con-
nected with 1 and 2 above.

6The Trust reported in Forns 990 additional investnent
i ncome of $232,202 and $405, 095 for 1991 and 1992, respectively,
whi ch the Trust did not treat as unrel ated business incone in
those fornms or in Forns 990-T for those years.

'See supra note 4.
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In the notice of deficiency (notice) issued to the Trust,
respondent determned that, in calculating its UBTI, the Trust
erroneously deducted in Fornms 990-T for 1991 and 1992
(1) $1,424,371 and $1, 588, 555, respectively, as “Conpensation of
officers, directors, and trustees” and (2) $156, 084 and $264, 974,
respectively, as “Qther deductions”. Respondent nade those
determ nati ons because the Trust failed to establish that those
di sal | oned anounts constitute expenses directly related to, and
therefore deductible from its investnent incone that it reported
as unrel ated business inconme in Fornms 990-T (i.e., $1,851,399 for
1991 and $1, 155, 793 for 1992).%

Di scussi on

On brief, the Trustee abandons the position that the Trust
took in Fornms 990-T for 1991 and 1992 that, in calculating its
UBTI, it is entitled to deduct fromunrel ated busi ness gross
i ncone (1) “Conpensation of officers, directors, and trustees” in
t he amounts of $1, 456, 954 and $1, 618, 779, respectively, and
(2) “Other deductions” in the amounts of $156, 084 and $287, 450,
respectively. Instead, the Trustee argues on brief that

$1, 580, 455 of the Trust’s inconme for 1991° and $1, 853,529 of the

8Respondent made no determ nations in the notice regarding
the anobunts of unrel ated business incone that the Trust reported
in Forms 990-T for the years at issue.

The Trustee nmakes no argunent about the bal ance of the
i nvestnent inconme (i.e., $270,944) that the Trust reported as
(continued. . .)
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Trust’s inconme for 1992%° constitute exenpt function incone, as
defined in section 512(a)(3)(B), and that such anmounts of incone
are excluded fromthe calculation of its UBTI under section
512(a)(3)(A). It is respondent’s position that, because of the
limtation prescribed by section 512(a)(3)(E) (i), the anpbunts of
i nvestnment inconme that the Trust reported as unrel at ed busi ness
incone in Forns 990-T for the years at issue are not excluded

fromthe calculation of the Trust’s UBTI.! Petitioner bears the

°C...continued)
unrel ated business incone inits Form990-T for 1991. W find
that petitioner has failed to show that such remai ni ng anount of
i nvestnent inconme for 1991 (1) constitutes exenpt function
i ncone, as defined in sec. 512(a)(3)(B), or (2) otherwise is not
subject to the tax on UBTI inposed by sec. 511(a).

0n brief, the Trustee acknow edges that for 1992 not only
its investnment inconme but also certain of its other inconme was
set aside, and subsequently expended, for $1, 853,529 of reason-
abl e costs of admnistration directly connected with providing
for the paynent of health care benefits. The Trustee further
acknow edges that it reported in Form 990-T for 1992 only
$1, 155,793 of its investnent income for that year as unrel ated
busi ness i ncone. Respondent made no determ nation in the notice
that the Trust’s remaining investnent inconme for 1992 (i.e.,
$405, 095), which the Trust did not treat as unrel ated busi ness
inconme in Form 990 and Form 990-T for that year, should be
included in calculating the Trust’s UBTI for that year. W
conclude that the only anmount of the Trust’s incone for 1992 that
is at issue in this case is $1, 155,793 of investnment income that
the Trust reported as unrel ated business incone in Form 990 and
Form 990-T for that year. Qur references hereinafter to the
anount at issue for 1992 shall be to the correct anmount at issue
for 1992, and not to the anount (i.e., $1,853,529) that the
Trustee clains on brief is at issue for that year.

1Respondent al so advances argunents on brief as to why
respondent’s determinations in the notice should be sustai ned.
However, as noted above, the Trustee no | onger contests those
(continued. . .)
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burden of establishing that its position is correct. See Rule

142(a); Welch v. Helvering, 290 U S. 111, 115 (1933).

Bef ore addressing the issues presented, we set forth the
pertinent statutory provisions inplicated by those issues.!?
Al t hough section 501(a) exenpts a VEBA fromtax, section 501(b)
subjects a tax-exenpt VEBA to tax to the extent provided in
sections 511 through 515 relating to the tax on UBTI. Section
511(a) inposes a tax for each taxable year on the UBTI of a VEBA,
as defined in section 512.

Section 512(a)(1) provides the follow ng general definition
of UBTI:

(1) General rule.—Except as otherw se provided in

this subsection, the term “unrel ated busi ness taxable

i ncone” nmeans the gross incone derived by any organi za-

tion fromany unrel ated trade or business (as defined

in section 513) regularly carried on by it, less the

deductions allowed by this chapter which are directly

connected with the carrying on of such trade or busi-

ness, both conmputed with the nodifications provided in

subsection (b).

Section 512(a)(3) provides the follow ng special rules in
defining the UBTI of a VEBA described in section 501(c)(9):

(3) Special rules applicable to organi zations

described in paragraph (7), (9), (17), or (20) of
section 501(c).--

(... continued)
det erm nati ons.

2Al t hough the statutory provisions set forth bel ow apply
not only to a VEBA but also to certain other organizations, our
di scussion generally is limted to the application of those
provi sions to a VEBA
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(A) General rule.—1In the case of an organi -
zation described in paragraph (7), (9), (17), or
(20) of section 501(c), the term “unrel ated busi -
ness taxabl e income” neans the gross inconme (ex-
cludi ng any exenpt function incone), less the
deductions allowed by this chapter which are di-
rectly connected with the production of the gross
i ncome (excluding exenpt function incone) * * *,

(B) Exenpt function income.—- For purposes of
subpar agraph (A), the term “exenpt function in-
cone” neans the gross incone from dues, fees,
charges, or simlar anpounts paid by nenbers of the
organi zati on as consideration for providing such
menbers or their dependents or guests goods, fa-
cilities, or services in furtherance of the pur-
poses constituting the basis for the exenption of
t he organi zation to which such incone is paid.
Such term al so neans all income (other than an
anount equal to the gross incone derived from any
unrel ated trade or business regularly carried on
by such organi zati on conputed as if the organiza-
tion were subject to paragraph (1)), which is set
asi de—

(1) for a purpose specified in section
170(c)(4), or

(i1) in the case of an organi zation
described in paragraph (9) * * * of section
501(c), to provide for the paynent of life,
sick, accident, or other benefits,

i ncl udi ng reasonabl e costs of adm nistration di-
rectly connected with a purpose described in
clause (i) or (ii). If during the taxable year,
an anmount which is attributable to i nconme so set
aside is used for a purpose other than that de-
scribed in clause (i) or (ii), such anmount shal
be included, under subparagraph (A), in unrelated
busi ness taxable inconme for the taxable year.

* * * * * * *

(E) Limtation on anmount of setaside in the
case of organi zations described in paragraph (9)
* * * of section 501(c).--
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(1) I'n general.—1n the case of any
organi zati on descri bed in paragraph (9) * * *
of section 501(c), a set-aside for any pur-
pose specified in clause (ii) of subparagraph
(B) may be taken into account under subpara-
graph (B) only to the extent that such set-
asi de does not result in an anount of assets
set aside for such purpose in excess of the
account limt determ ned under section 419A
(without regard to subsection (f)(6) thereof)
for the taxable year (not taking into account
any reserve described in section
419A(c) (2)(A) for post-retirenment nedi cal
benefits).

The Trust as a VEBA that is funded by, inter alia, enployer
contributions is subject to sections 419' and 419A. Section
419A(a) provides:

SEC. 419A. QUALI FI ED ASSET ACCOUNT; LI M TATI ON ON
ADDI TI ONS TO ACCOUNT.

(a) General Rule.— For purposes of this subpart
and section 512, the term“qualified asset account”

means any account consisting of assets set aside to
provi de for the paynment of--

* * * * * * *
(2) nedical benefits * * *
Section 419A(c) inposes an account limt on the Trust’s

qual i fied asset account, as defined in section 419A(a). Section

13Sec. 419 prescribes rules governing the deductibility of
contributions paid or accrued by an enployer to a welfare benefit
fund. The anmpbunt of such a deduction allowable under sec. 419 is
determ ned by reference to, inter alia, any addition to a quali -
fied asset account determ ned under sec. 419A(b). Sec. 419A(Db)
provides that no addition to any qualified asset account may be
taken into account for purposes of sec. 419 to the extent such
addition results in the anount in such account exceeding the
account limt, as defined in sec. 419A(c).



419A(c) provides:

SEC. 419A. QUALI FI ED ASSET ACCOUNT; LI M TATI ON ON
ADDI TI ONS TO ACCOUNT.

(c) Account Limt.—For purposes of this section—

(1) I'n general.— Except as otherw se provided in
this subsection, the account |imt for any qualified
asset account for any taxable year is the anpunt rea-
sonably and actuarially necessary to fund-—-

(A) clainms incurred but unpaid (as of the

cl ose of such taxable year) for benefits referred

to in subsection (a), and

(B) admnistrative costs with respect to such
cl ai ns.

(2) Additional reserve for post-retirenent nedica

and life insurance benefits.— The account limt for any

taxabl e year may i nclude a reserve funded over the

working lives of the covered enpl oyees and actuarially

determ ned on a | evel basis (using assunptions that are

reasonable in the aggregate) as necessary for—
(A) post-retirement nedical benefits to be
provided to covered enpl oyees (determ ned on the
basis of current nedical costs) * * *

We turn nowto the initial dispute between the parties over
whether, in determning for each year at issue the Trust’'s UBTI
under section 512(a)(3)(A), the amount of investnent incone at
i ssue that the Trust set aside (i.e., $1,580,455 for 1991 and
$1, 155, 793 for 19924 to provide for the paynent of reasonable
costs of admnistration directly connected with providing for the
paynment of health care benefits is subject to the limtation

prescribed by section 512(a)(3)(E)(i). It is the position of the

14See supra notes 4, 8, and 10.
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Trustee that that amount of investnent inconme for each year at
issue is not subject to that limtation. That position rests
upon the contentions of the Trustee that the plain | anguage of
section 512(a)(3)(B) identifies four independent sources or
conponents of exenpt function incone and that one of those
sources or conponents of exenpt function incone is reasonable
costs of admnistration directly connected with a purpose de-
scribed in section 512(a)(3)(B)(i) or (ii). The Trustee posits
that the four sources of exenpt function inconme identified by
section 512(a)(3)(B) are:

(1) anounts paid by nenbers of the association as
consideration for goods, facilities, or services;

(2) anpbunts set aside for a charitable purpose;

(3) anpunts set aside for the paynent of life, sick
accident, or other benefits; and

(4) reasonable costs of admnistration directly con-
nected with conponents 2 and 3.

According to the Trustee, “It is apparent fromthe plain | anguage
of the statute [section 512(a)(3)(B)] that reasonabl e costs of
adm ni stration are an i ndependent basis of Exenpt Function
| ncone.”

Proceeding fromits prem ses that reasonabl e costs of
adm nistration directly connected with a purpose described in
section 512(a)(3)(B)(i) or (ii) are one of the four independent
sources or conponents of exenpt function inconme under section

512(a)(3)(B), the Trustee argues that the limtation in section
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512(a)(3)(E) (i) is “plainly restricted to only set-asides for the
paynent of benefits described in |I.R C. 8512(a)(3)(B)(ii), and
thus, its application does not extend to Exenpt Function |ncone
arising frommenber contributions, set-asides for charitable
pur poses, or admnistrative costs.”

Respondent counters that reasonable costs of adm nistration
directly connected with a purpose described in section
512(a)(3)(B)(i) or (ii) do not constitute an independent source
or conponent of exenpt function inconme under section
512(a)(3)(B). In support of that position, respondent argues:

It is clear the statute [section 512(a)(3)(B)] is
witten so that the reasonable cost of adm nistration
phrase did not have to be witten twice, that is once
after clause (i) and again after clause (ii). This is
a common drafting techni que used throughout the Inter-
nal Revenue Code. * * *

Anot her way of describing exenpt function income
is incone set-aside [sic] for a purpose specified in
section 170(c)(4) including adm nistrative costs di-
rectly connected with this purpose or, in the case of
an organi zation described in paragraph (9), (17), or
(20) of section 501(c), to provide for the paynent of
life, sick, accident, or other benefits, including
reasonabl e costs of admnistration directly connected
with this purpose. This is the clear nmeaning of this
section [512(a)(3)(B)]. Accordingly, admnistrative
costs are a part of the benefit costs which may be set-
aside [sic] under clauses (i) and (ii) of I.RC. 8
512(a)(3)(B), not a separate conponent thereof.

We first address the prem ses of the Trustee’s position
under section 512(a)(3)(E)(i), nanmely, its contentions that the
pl ai n | anguage of section 512(a)(3)(B) identifies four sources or

conponents of exenpt function incone and that one of those
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sources or conponents of exenpt function incone is reasonable
costs of admnistration directly connected with a purpose de-
scribed in section 512(a)(3)(B)(i) or (ii). Wiile we agree with
the Trustee that the | anguage of section 512(a)(3)(B) is unanbig-
uous, we conclude that the plain | anguage of section 512(a)(3)(B)
rejects the Trustee’ s contentions.

Section 512(a)(3)(B) unanbi guously defines the term *exenpt
function inconme” to nmean gross inconme fromtwo sources only.

Mor eover, section 512(a)(3)(B) plainly does not treat reasonable
costs of admnistration directly connected with a purpose de-
scribed in section 512(a)(3)(B)(i) or (ii) as incone or as a
source or conponent of incorme.

The first source of gross incone fromwhich exenpt function
income may be derived is specified in the first sentence of
section 512(a)(3)(B) as “gross incone from dues, fees, charges,
or simlar anmounts paid by nenbers of the organization”. How
ever, in order to qualify as exenpt function incone, such gross
i ncone specified in the first sentence of section 512(a)(3)(B)
must be paid by the organi zation’s nenbers “as consideration for
provi di ng such nenbers or their dependents or guests goods,
facilities, or services in furtherance of the purposes constitut-
ing the basis for the exenption of the organization to which such
incone is paid.”

The second source of gross inconme fromwhich exenpt function
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i nconme may be derived is specified in the second sentence of
section 512(a)(3)(B) as all other incone (except an anount equal
to the gross incone derived fromany unrel ated trade or
busi ness?® regularly carried on by such organi zati on and conput ed
as if the organization were subject to section 512(a)(1)). (For
conveni ence, we shall sonetimes refer to the second source of
exenpt function income specified in the second sentence of
section 512(a)(3)(B) as non-nenber incone.) However, in order to
qualify as exenpt function incone, such non-nenber incone speci-
fied in the second sentence of section 512(a)(3)(B) nust be set
aside for a purpose described in section 512(a)(3)(B)(i) or (ii),
i ncl udi ng reasonabl e costs of adm nistration directly connected
wi th any such purpose.

The phrase that appears at the end of the second sentence of
section 512(a)(3)(B), i.e., “including reasonable costs of
adm nistration directly connected with a purpose described in
clause (i) or (ii)”, unanbiguously pertains to and nodifies both
section 512(a)(3)(B)(i) and (ii). That phrase plainly treats
non- menber incone (1) set aside to provide for the paynent of
reasonabl e costs of admnistration directly connected with a

pur pose described in section 512(a)(3)(B)(i) as set aside for a

15Sec. 513(a) defines the term“unrelated trade or business”
to mean, in general, any trade or business of the tax-exenpt
organi zati on the conduct of which is not substantially related to
the exercise or performance by such organi zation of its exenpt
pur poses.
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pur pose described in that section and (2) set aside to provide
for the paynent of reasonable costs of adm nistration directly
connected with a purpose described in section 512(a)(3)(B)(ii) as
set aside for a purpose described in that section.?®

To support its position that reasonable costs of adm nistra-
tion directly connected with a purpose described in section
512(a)(3)(B) (i) or (ii) qualify as one of the four i ndependent
sources or conponents of exenpt function income under section
512(a)(3)(B), the Trustee relies not only on the | anguage of
section 512(a)(3)(B), but also on the follow ng statenent in Phi

Delta Theta Fraternity v. Conm ssioner, 887 F.2d 1302, 1307 (6th

Cr. 1989), affg. 90 T.C. 1033 (1988): *“Section 512(a)(3)(B)
however, does all ow reasonabl e costs actually spent in adm nis-
tering a tax-exenpt activity to be included in ‘exenpt function
incone.”” We find the Trustee’s reliance on that statenment to be

m spl aced. The United States Court of Appeals for the Sixth

®\W¢ need not resort to the legislative history of sec.
512(a)(3)(B) to determ ne the neaning of the phrase in question
t hat appears at the end of the second sentence of that section.
That is because the terns of that statutory provision are unam
bi guous, and there are no exceptional circunstances warranting
our turning to that legislative history for guidance. See
Burlington N. R R Co. v. lahoma Tax Conmmm., 481 U.S. 454, 461
(1987); FEernandez v. Conmm ssioner, 114 T.C. 324, 329-330 (2000).
Nonet hel ess, it is noteworthy that, consistent with its plain
| anguage, the legislative history of sec. 512(a)(3)(B) provides
that income will be treated as set aside for benefits specified
in that section where it is set aside and used not only for the
paynment of those benefits but also for the paynent of reasonable
costs of adm nistration of providing those benefits. See S
Rept. 91-552 (1969), at 72, 1969-3 C B. 470.
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Circuit (Court of Appeals), the Court to which an appeal in the
instant case would normally lie, did not decide in Phi Delta

Theta Fraternity the issues under section 512(a)(3) that are

presented here.'” Moreover, the foregoing statenent in Ph

Delta Theta Fraternity on which the Trustee relies in the instant

case is dictum Finally, even if the statenent in Phi Delta

Theta Fraternity were not dictum we do not find that that

The taxpayer in Phi Delta Theta Fraternity v. Conm s-
sioner, 887 F.2d 1302 (6th Gr. 1989), affg. 90 T.C. 1033 (1988),
was a national college fraternity (fraternity) that was exenpt
fromtax as an organi zation described in sec. 501(c)(7). The
ultimate i ssue before the Court of Appeal s was whether the
i nvestnment inconme of the fraternity qualified as exenpt function
i ncone for purposes of sec. 512(a)(3)(A and (B). 1In resolving
that issue, the Court considered two questions: (1) Whether
there was a proper set aside by the fraternity within the nmeani ng
of sec. 512(a)(3)(B); and (2) even if there was no proper set
aside within the neaning of that section, whether the fraternity
spent incone on exenpt purposes, and, if it did, whether that
income therefore qualified as exenpt function inconme. Although
t hose questions are not presented here, it is noteworthy that in
resol ving those matters the Court of Appeals in Phi Delta Theta
Fraternity quoted portions of sec. 512(a)(3)(B) as applicable to
the sec. 501(c)(7) fraternity involved in that case, as foll ows:

Such term [ exempt function incone] al so neans al
incone * * * which is set aside—-

(i) for a purpose specified in section 170(c) (4)
* * * jncluding reasonabl e costs of adm nistration
directly connected with a purpose described in clause

(i) or (ii). * * *

Phi Delta Theta Fraternity v. Conm ssioner, supra at 1305. Thus,
the Court of Appeals recognized in Phi Delta Theta Fraternity
that the phrase “including reasonable costs of adm nistration
directly connected with a purpose described in clause (i) or
(1i)” does not stand al one, but pertains to and nodifies sec.
512(a)(3)(B)(i) as well as sec. 512(a)(3)(B)(ii).
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statenent supports the Trustee's position here that one of the
four independent sources or conponents of exenpt function incone
under section 512(a)(3)(B) is reasonable costs of adm nistration
directly connected with a purpose described in section
512(a)(3)(B) (i) or (ii).

In further support of its position that reasonable costs of
adm nistration directly connected with a purpose described in
section 512(a)(3)(B)(i) or (ii) qualify as one of the four
i ndependent sources or conponents of exenpt function inconme under
section 512(a)(3)(B), the Trustee relies on the instructions to
Forms 990-T for the years at issue. Those instructions provided
in pertinent part:

Sections 501(c)(7), (9), (17), and (20) organiza-
tions will not be taxed on incone set aside for:

1. Religious, charitable, scientific, literary, or
educati onal purposes, or for the prevention of cruelty
to children or animals;

2. The paynent of life, sick, accident, or other
benefits by a section 501(c)(9), (17), or (20) organi-
zation. The anobunt allowed as a set-aside nay not
exceed a limt determ ned using section 419A.  See
sections 419A and 512(a)(3)(E) for details;

3. Reasonabl e adm nistration costs directly con-
nected with 1 and 2 above.

We acknow edge that the foregoing instructions to Forns 990-
T are not as clearly stated as section 512(a)(3)(B) is. Nonethe-
|l ess, we find those instructions to be consistent wwth the plain

| anguage of section 512(a)(3)(B). W have held that section



- 20 -
512(a)(3)(B) plainly treats non-nenber incone set aside for
reasonabl e costs of admnistration directly connected (1) with a
pur pose described in section 512(a)(B)(3)(i) as set aside for a
pur pose described in that section and (2) with a purpose de-
scribed in section 512(a)(3)(B)(ii) as set aside for a purpose
described in that section.

In any event, we are not bound by the instructions to Forns
990-T for the years at issue. The authoritative sources of tax
| aw are statutes, regul ations, and judicial decisions, and not
informal instructions published by the Internal Revenue Service.

See Casa de La Jolla Park, Inc. v. Conmm ssioner, 94 T.C. 384, 396

(1990). We find the Trustee’s reliance on the instructions to
Forms 990-T for the years at issue to be m spl aced.

We hold that section 512(a)(3)(B) treats non-nenber incone
set aside to provide for the paynent of reasonable costs of
adm nistration directly connected with a purpose described in
section 512(a)(3)(B)(ii) as non-nenber incone set aside for a
pur pose described in section 512(a)(3(B)(ii).

The Trustee's contentions that section 512(a)(3)(B) identi-
fies four independent sources or conponents of exenpt function
i ncone and that one of those sources or conponents is reasonable
costs of admnistration directly connected with a purpose de-
scribed in section 512(a)(3)(B)(i) or (ii) constitute the pre-

m ses on which the Trustee constructs its argunment that non-
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menber investnment incone set aside by the Trust for the paynent
of reasonabl e costs of adm nistration directly connected with a
pur pose described in section 512(a)(3)(B)(ii) is not subject to
the limtation prescribed by section 512(a)(3)(E)(i). W have
rejected those contentions, and therefore those prem ses are not
valid. W further reject the Trustee’s argunent that the limta-
tion prescribed by section 512(a)(3)(E)(i) does not apply to the
non- menber investnment income at issue that the Trust set aside to
provide for the paynent of reasonable costs of adm nistration
directly connected with a purpose described in section
512(a)(3)(B)(ii).1s

As a VEBA described in section 501(c)(9), a set-aside by the
Trust of non-nenber inconme for a purpose described in section
512(a)(3)(B)(ii) is to be taken into account as exenpt function

i ncone under section 512(a)(3)(B) only to the extent that such

8t is noteworthy that the Trust agreenent establishing the
Trust provided that such costs are subject to the limtation
prescribed by sec. 512(a)(3)(E)(i). That Trust agreenment pro-
vided in pertinent part:

8.2 Paynent of Benefits. * * * Any Trust Fund incone
not used in the year in which it was earned to
provide life, sickness, accident or other benefits
described in Section 501(c)(9) of the Code and the
regul ations thereunder or to pay reasonable adm n-
istrative costs associated with the delivery of
t hose benefits shall be set aside to provide for
the paynent of the benefits and benefit costs
described in Section 512(a)(3)(B)(ii) of the Code
and limted by Section 512(a)(3)(E) of the Code in
the imediately following year. * * * [Enphasis
added. ]
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set aside does not exceed the limtation prescribed by section
512(a)(3)(E)(i). See sec. 512(a)(3)(E)(i). W have held that
the plain | anguage of section 512(a)(3)(B) treats non-nmenber
i ncone set aside to provide for the paynent of reasonable costs
of admnistration directly connected wth a purpose described in
section 512(a)(3)(B)(ii) as set aside for a purpose described in
that section. W further hold that “a set-aside for any purpose
specified in clause (ii) of subparagraph (B)” of section
512(a)(3) to which the limtation prescribed by section
512(a)(3)(E) (i) applies is a set-aside to provide for the paynent
of life, sick, accident, or other benefits and reasonabl e costs
of adm nistration directly connected with providing for the
paynment of such benefits. W also hold that the limtation
prescribed by section 512(a)(3)(E)(i) applies to the anmounts of
non- menber inconme at issue that the Trust set aside to provide
for the paynent of reasonable costs of admi nistration directly
connected with providing for the paynent of health care benefits.
The Trustee advances an alternative argunent in the event
that the Court were to hold, as we have, that the limtation
prescribed by section 512(a)(3)(E)(i) applies to the anmounts of
non- menber inconme at issue. According to the Trustee’'s alterna-
tive argunment, in calculating for each year at issue the limta-
tion prescribed by section 512(a)(3)(E)(i), the plain | anguage of

that section requires that not only the Trust’s account [imt
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det erm ned under section 419A, but al so the ampbunt of assets set
aside by the Trust, be reduced by the anount of the reserve for
post-retirenment nedical benefits described in section
419A(c) (2) (A).

The parties agree that (1) the Trust’'s respective account
l[imts, determ ned under section 419A(c), were $64, 615, 936 and
$84, 192,933 for 1991 and 1992; (2) those account limts for those
years included $53, 313,236 and $71, 602, 395, respectively, attrib-
utable to a reserve for post-retirement nedical benefits; (3) the
anounts of assets that the Trust set aside (i.e., the total asset
bal ances reported by the Trust in Forns 990) for 1991 and 1992
were $41, 975, 366 and $45, 637, 659, respectively; and (4) (a) for
1991 $7, 342, 383 and $34, 632,983 of the amount of assets so set
aside were allocable to (i) incurred but unpaid health benefit
clains and reasonable costs directly connected with such cl ai ns
and (ii) the reserve for post-retirenent nedical benefits,
respectively, and (b) for 1992 $6, 824, 833 and $38, 812, 826 of the
anount of assets so set aside were allocable to (i) incurred but
unpai d health benefit clains and reasonable costs directly
connected with such clains and (ii) the reserve for post-retire-
ment nedi cal benefits, respectively. |If the limtation pre-
scri bed by section 512(a)(3)(E)(i) were to be calculated in the
manner advocated by the Trustee, the anount of assets set aside

by the Trust as of the close of each year at issue would not
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exceed that limtation. |In that event, the anount of investnent
income at issue that the Trust set aside to provide for the
paynment of reasonable costs of adm nistration directly connected
with providing for the paynent of health care benefits would
constitute exenpt function income that is excluded under section
512(a)(3)(A) fromthe calculation of the Trust’'s UBTI

It is the position of respondent that, in calculating for
each year at issue the limtation prescribed by section
512(a)(3)(E) (i), only the account Iimt determ ned under section
419A, and not the anmobunt of assets set aside by the Trust, nust
be reduced by the reserve for post-retirenment nedical benefits
described in section 419A(c)(2)(A).

Al t hough we have quoted section 512(a)(3)(E) (i) above, for
conveni ence we restate it here in addressing the contentions of
the parties with respect to the Trustee’s alternative argunent.
Section 512(a)(3)(E) (i) provides:

(E) Limtation on anmount of setaside in the case

of organi zations described in paragraph (9), (17), or

(20) of section 501(c).--

(1) I'n general.—1n the case of any organiza-
tion described in paragraph (9), (17), or (20) of
section 501(c), a set-aside for any purpose speci -
fied in clause (ii) of subparagraph (B) may be
taken into account under subparagraph (B) only to
the extent that such set-aside does not result in
an anount of assets set aside for such purpose in
excess of the account limt determ ned under sec-
tion 419A (without regard to subsection (f)(6)
thereof) for the taxable year (not taking into

account any reserve described in section
419A(c) (2)(A) for post-retirenment nedi cal bene-



fits).

We find the Trustee’'s interpretation of section
512(a)(3)(E) (i) (viz., the parenthetical phrase “(not taking into
account any reserve described in section 419A(c)(2)(A) for post-
retirenment nmedical benefits)” nodifies both “an anobunt of assets
set aside” and “the account |limt determ ned under section 419A”
referred to in section 512(a)(3)(E)(i)) to be a strained and
unreasonable interpretation. W reject that interpretation. W
concl ude that the parenthetical phrase appearing at the end of
section 512(a)(3)(E)(i), as reasonably and properly construed,
nodi fies only “the account |limt determ ned under section 419(A)”
referred to in section 512(a)(3)(E)(i). Qur construction is
supported by the tenporary regul ati ons under section
512(a)(3) (B (i).

Section 1.512(a)-5T, Q%A-3(a), Tenporary Incone Tax Regs.,
51 Fed. Reg. 4332 (Feb. 4, 1986), as anended by 51 Fed. Reg.
11303 (Apr. 2, 1986) (Q&A-3(a)), provides in pertinent part:

Q 3: \What anount of incone may a VEBA, SUB or
GLSO set aside for exenpt purposes?

A-3: (a) Pursuant to section 512(a)(3)(E)(i), the
anounts set aside in a VEBA, SUB, or G.SO (including a
VEBA, SUB, or (LSO that is part of a 10 or nore em
pl oyer plan, as defined in section 419A(f)(6)(B)) as of
the close of a taxable year of such VEBA SUB, or G.SO
to provide for the paynent of life, sick, accident, or
ot her benefits may not be taken into account for pur-
poses of determ ning “exenpt function inconme” to the
extent that such anounts exceed the qualified asset
account limt, determ ned under sections 419A(c) and
419A(f)(7), for such taxable year of the VEBA, SUB, or
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G.SO In calculating the qualified asset account limt
for this purpose, a reserve for post-retirenment nedica
benefits under section 419A(c)(2)(A) is not to be taken
into account. |[Enphasis added.]

QA-3(a) plainly provides that, for purposes of determ ning
the limtation prescribed by section 512(a)(3)(E) (i), a reserve
for post-retirenent nedical benefits described in section
419A(c)(2)(A) is not to be taken into account in “calculating the
qualified asset account limt”. Q8%A-3(a) does not indicate that,
for those purposes, such a reserve is not to be taken into
account in calculating the anount of assets set aside as of the
cl ose of a taxable year.

Qur interpretation regarding the parenthetical phrase
appearing at the end of section 512(a)(3)(E)(i) also is supported
by the General Explanation of the Revenue Provisions of the
Deficit Reduction Act of 1984 that was prepared by the Staff of
the Joint Commttee on Internal Revenue Taxation (General Expl a-
nation). Congress enacted section 512(a)(3)(E)(i) into the Code
as part of the Deficit Reduction Act of 1984. See Deficit
Reduction Act of 1984, Pub. L. 98-369, sec. 511(b), 98 Stat. 860.
The General Explanation provides in pertinent part with respect
to section 512(a)(3)(E)(1):

The [Deficit Reduction] Act [of 1984] provides a
specific annual |imt on the anmount of incone of a tax-
exenpt VEBA * * * that may be considered a perm ssible
set aside. Under the Act, the anobunt of such an orga-
ni zation’s incone for a year that nay be consi dered set

asi de as exenpt function income is generally not to
increase the total anount that is set aside to an
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anmount in excess of the account limt for the taxable
year determ ned under the deduction limts provided by
the Act (sec. 419A(c) and (f)). The limt on the set-
aside is intended to apply to nore-than-10-enpl oyer

VEBAs whi ch are exenpt fromthe deduction limtations.

* * %

In general, the rules applicable in conmputing the
account limt under the deduction rules [section 419],
such as the special reserve limts for collectively
bar gai ned plans, also are applicable in determ ning the
set-aside allowed for purposes of the unrel ated busi -
ness incone tax. However, for purposes of determ ning
the limt on the set aside, the account limt is not to
include any anmbunt with respect to reserves to provide
post-retirenent nedical benefits. The limt on the
anount set aside as exenpt function incone does not
include a reserve for post-retirenent nedical benefits
because, in view of the advance deductions provided to
enpl oyers for these benefits, it was determ ned that
the all owance of such a tax-exenpt reserve would pro-

vi de an unnecessary tax incentive wth respect to these
benefits. [Footnote ref. omtted; enphasis added.]

Staff of Joint Comm on Taxation, General Explanation of the
Revenue Provisions of the Deficit Reduction Act of 1984, at 791
(J. Coorm Print 1984).

The General Explanation plainly provides that, in determ n-
ing the limtation prescribed by section 512(a)(3)(E) (i), a
reserve for post-retirenment nedical benefits is not to be taken
into account in determning the account limt. The Ceneral
Expl anati on does not indicate that, in making that determ nation,
such a reserve is not to be taken into account in calculating the

amount of assets set aside at the close of a taxable year.?®

¥I'f we were to accept the Trustee's alternative position
that for each year at issue not only the account Iimt, as
(continued. . .)
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We hold that, in calculating for each year at issue the
[imtation prescribed by section 512(a)(3)(E)(i), that section
does not require that the anmount of assets that the Trust set
aside as of the close of each such year be reduced by the anount
of the reserve for post-retirenent nedical benefits. The parties
agree that for each year at issue the anmount of assets that the
Trust set aside to provide for the paynent of health care bene-
fits, including reasonable costs of admnistration directly
connected with providing for the paynent of such benefits,
exceeded the account limt, as defined in section 419A(c),
determ ned wthout regard to section 419A(f)(6) and w thout
taking into account the reserve for post-retirenment nedical
benefits described in section 419A(c)(2)(A). W hold that, in
determ ning for each year at issue the UBTI of the Trust under
section 512(a)(3)(A), the anount of investnent inconme at issue
that the Trust set aside to provide for the paynent of reasonable
costs of admnistration directly connected with providing for the

paynment of health care benefits may not be excl uded as exenpt

19C. .. continued)
defined in sec. 419A(c), but also the anmobunt of assets set aside
by the Trust are to be determ ned without regard to the reserve
for post-retirenment nedical benefits, we would underm ne the
reason set forth in the General Explanation why Congress deci ded
to require the account Iimt to exclude any anobunt with respect
to such a reserve in determning the limtation prescribed by
sec. 512(a)(3)(E)(i). See Staff of Joint Comm on Taxation,
Ceneral Expl anation of the Revenue Provisions of the Deficit
Reduction Act of 1984, at 791 (J. Comm Print 1984).



function incone.

We have considered all of the contentions and argunments of
the Trustee that are not discussed herein, and we find themto be
without nerit and/or irrelevant.?

To reflect the foregoing,

Deci sion will be entered for

respondent.

20 shal |l briefly address one of those argunments. The
Trustee argues that the Trust’s investnent incone at issue is not
subject to the unrel ated busi ness incone tax because the invest-
ment inconme of a VEBA described in sec. 501(c)(9) “is not taxable
if spent in furtherance of its exenpt purpose.” |In support of
that argunent, the Trustee relies on certain legislative history
of the Tax Reform Act of 1969 which enacted sec. 512(a)(3)(A) and
(B) into the Code. The Trustee’'s reliance on that |egislative
history is msplaced. Wen Congress enacted sec. 512(a)(3)(A)
and (B) in 1969, it placed no specific limtation on the anount
of incone that may be set aside by a VEBA. See Tax Reform Act of
1969, Pub. L. 91-172, sec. 121(b), 83 Stat. 537. However, in
1984 Congress decided to inpose a limtation on the anmount of
i ncone that may be set aside when it enacted sec. 512(a)(3)(E)(i)
into the Code. See Deficit Reduction Act of 1984, Pub. L. 98-
369, sec. 511(b), 98 Stat. 860; H Conf. Rept. 98-861, at 1161-
1163 (1984), 1984-3 C.B. (Vol. 2) 415-417; see also Staff of
Joint Conm on Taxation, General Explanation of the Revenue
Provi sions of the Deficit Reduction Act of 1984, at 790-791 (J.
Comm Print 1984).



