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SUPPLEMENTAL MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: This case is before the Court on remand
fromthe Court of Appeals for the Ninth Crcuit (the Ninth

Crcuit). Sierra Cub, Inc. v. Comm ssioner, 86 F.3d 1526 (9th

Cr. 1996) (Sierra Cdub (1996)), affg. in part, revg. in part and

remandi ng 103 T.C. 307 (1994) and T.C. Meno. 1993-199. The Ninth
Circuit reversed our order granting petitioner’s notion for
partial summary judgnent. That order was issued pursuant to our

report in Sierra Qub v. Conm ssioner, 103 T.C. 307 (1994)

(Sierra CQub (1994)) revd. and remanded 86 F.3d 1526 (9th Cr

1996). In Sierra Aub (1994), we concluded that petitioner’s

receipts fromthe affinity credit card programthere described
did not constitute “unrel ated busi ness taxable income” within the
meani ng of section 512(a)(1l) because they constituted “royalties”
wi thin the neaning of section 512(b)(2). The Ninth Crcuit
determ ned that we had inproperly resolved disputed factual
i ssues in favor of petitioner, and it remanded for findings of
fact whether the receipts in question constitute “royalties”
wi thin the neaning of section 512(b)(2).

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.
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We shall not here repeat the prelimnaries concerning
respondent’s determ nations and other matters set forth in our
prior reports.

FI NDI NGS OF FACT

| nt r oducti on

Sone of the facts have been stipulated and are so found.
The stipulations of facts filed by the parties, with attached
exhibits, are incorporated herein by this reference.

Affinity Card Prograns

An affinity credit card programis an arrangenent by which
an organi zation agrees with a credit card issuer that the
organi zation’s nane and | ogo nay appear on a credit card and,
thus, be used to narket the card to an affinity group associ at ed
with the organi zation. The organization receives a snal
per cent age of total amounts charged on the card.

Hi story of the Affinity Card Program

In 1980, petitioner was approached by Edward Shelton,
presi dent of Shelton Financial Services (Services), who proposed
an affinity card programto petitioner, with a credit card to be
mar keted to petitioner’s nenbers and supporters (hereafter,
w t hout distinction, the nmenbers). Negotiations between
petitioner and Services continued for alnost 6 years. During
t hat period, Services changed its name to Anerican Bankcard
Services (ABS). On January 10, 1986, ABS submitted to petitioner
a proposal by Chase Lincoln First Bank, N A (Chase Lincoln), for

an affinity card program Anong ot her things, Chase Lincoln’s



proposal provides: “Chase Lincoln First would own all cards and
accounts in their entirety. W would provide all services in
connection wth the card program except marketing.” |In pertinent
part, ABS s subm ssion provides: “[In the proposal], there is a
reference to marketing being the responsibility of the Sierra
Cub and * * * [an affiliate of ABS]. * * * Pursuant to our
agreenent with the Sierra C ub, American Bankcard will be
responsible for all marketing subject to your advice and
consent.”

The Sierra d ub-Anmerican Bankcard Services, Inc., Agreenent

On February 20, 1986, petitioner entered into an agreenent
with ABS, the “Sierra C ub Bankcard Agreenent” (SC ABS
agreenent), which concerns itself with the provision of a credit
card (the credit card) and certain other financial services to
t he menbers.

In pertinent part, the SC- ABS agreenent provides as
fol |l ows:

SC and ABS desire to make avail able to the nenbers of

SC one or nore packages of financial services upon the

terns and conditions hereinafter set forth.

NOW THEREFORE, it is agreed by the parties hereto as
fol | ows:

ARTICLE 1. The Services

ABS proposes to offer nenbers of SC the product
and service options set forth in Attachnent “A’ hereto
(* * * the "Services").

ARTI CLE 2. SC Participation

2.1 SC agrees to cooperate with ABS on a
continuing basis in the solicitation and encouragenent



of SC nmenbers to utilize the Services provided by ABS,
all as nore specifically described herein.

* * * * * * *

2.3 ABS has entered into a witten agreenent
wher eby Chase Lincoln First Bank, N. A of Rochester,
New York (“Chase Lincoln”) has agreed to act as a
financial institution to issue bankcards for SC. SC
has sel ected Chase Lincoln as the financial institution
to be the issuer of Sierra O ub bankcards under this
Agreenent. * * *

2.4 Chase Lincoln has represented to ABS that
the nmenbership fee customarily charged cardhol ders by
Chase Lincoln will be waived for all SC nenbers for the
first year of the termof this Agreement. ABS w ||
attenpt to obtain from Chase Lincoln, or from any
successor financial institution selected by SC, a
wai ver of such nenbership fee for each year of the
initial four year termof this agreenent. |In the event
ABS is unable to obtain a waiver of such nmenbership
fee, ABSwll pay to SC, and SCw Il refund to
partici pating nenbers, the nenbership fee charged such
menbers during each year of the termof this Agreenent.

ARTI CLE 3. Pr ogram Contro

* * * * * * *

3.2 ABS shall provide SC with nonthly conputer
reports which set forth the Total Cardhol der Sal es
Vol une, as defined in Attachnent "B" hereto, and the
royalty fees payable to SC

3.3 ABS shall be entitled to offer to SC nenbers
who sel ect one of the options in Attachnent “A" such
ot her services or products as are nutually agreed upon
fromtime to tinme between the parties hereto and for
whi ch nutual |y agreed upon conpensation is paid to SC.

3.4 ABS shall keep and maintain true, correct
and conpl et e books of account and records from which SC
royalty fees can be determned. * * * SC shall have
the right at any tinme to exam ne, inspect, and audit
all such books and records, and all such other papers
and files of ABS relating to the performance of this
Agr eenent .
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3.5 ABS agrees that it wll not use or permt to
be used the SC nanme or marks without prior witten
consent in each and every instance.

ARTI CLE 4. Sharing of |Incone and Expense

4.1 ABS agrees to remt or cause to be remtted
to SC on a nonthly basis throughout the termof this
Agreenent a royalty fee calculated in accordance with
Attachnent “B". * * *

4.2 ABS shall be responsible for the devel opnent
of all pronotional and solicitation materials and
prograns designed to encourage the acquisition and
usage of the Services by the nmenbers of SC subject to
t he approval by SC of all such materials and prograns.
The cost of such nmaterials and progranms shall be borne
by ABS, and SC shall not be liable for any costs
related thereto with the exception specified in Section
4.3 below. SC shall cooperate fully with ABS in
encouragi ng the acquisition and use of the Services.

4.3 SC nmay elect to pay for the production and
mai | i ng costs associated with direct mail or other
solicitations to its nenbers to encourage their
acqui sition and use of the Services. In the event SC
so elects, the royalties payable by ABS shall be
adj usted as provided in paragraph 2 of attachnent “B"

4.4 ABS, its agents, or participating financial
institutions shall be responsible for all expenses
associated with the Services except for any non-
Service related matters requested by SC such as speci al
mai | i ngs, special printouts or other simlar actions
not part of bankcard routine operations. * * *

ARTI CLE 5. Term of Agreenent

* * * [four years plus renewal periods] * * *

ARTI CLE 6. Hol d Har nl ess

6.1 ABS agrees to indemify and hold SC and each
and every participating SC nenber harm ess fromany and
all direct or contingent liabilities, clainms, damages,
| osses and expenses arising directly or indirectly from
the activity of ABS, its agents, or participating
financial institutions in participating in the program
except for such expenses as are specified in Sections
4.3 and 4.4, and interest and other normal bankcard
charges agai nst cardhol ders for the Services.



6.2 SC agrees to indemify and hold ABS, its
agents, and participating financial institutions
harm ess fromany and all direct or contingent
liabilities, clainms, damages, |osses and expenses
arising fromSC activities in participating in the
programto the extent that the same are the result of
SC gross negligence or wilful msconduct.

6.3 Nothing in this Agreenent shall be construed
as constituting a partnership or agent/princi pal
rel ati onship between the parti es.

ARTICLE 7. Confidentiality

7.1 ABS agrees that in the event of the
termnation of this Agreenment, all data, documents and
information pertaining to SC nenbers will be returned
forthwith to SC, provided however that ABS, its agents,
or participating financial institutions nay retain
copies of any materials required to properly control
and handl e any established custoner relationships. ABS
agrees that it acquires no right under this Agreenent
to inspect, copy or gain possession of any |ist of
menbers of SC or any part thereof.

7.2 ABS agrees that any and all information
provi ded by SC shall be the sole property of SC, and
shal | not be used, transferred, reproduced or otherw se
dealt with by ABS, its agents or any participating
financial institution except under ternms and conditions
approved by SC.

* * * * * * *

ARTI CLE 8. Excl usivity

* * * * * * *

ARTI CLE 9. Event of Default

In the event ABS fails to performany of its
obl i gati ons under this Agreenent, SC shall give notice
of such event ("Event of Default") to ABS. |If ABS has
not cured the Event of Default within 10 days after
recei pt of notice, SC may, in addition to its renedies
at law or in equity, termnate this Agreement. If this
Agreenent term nates by expiration of the term set
forth in Article 5 or pursuant to the provisions of
Section 2.3 [sic], ABS and participating financial
institutions may retain such records as are necessary
in order for themto maintain any custoner
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rel ati onshi ps established hereunder with any SC nenber.
In the event this Agreenment is term nated pursuant to
this Article 9, notw thstandi ng any provision of this
Agreenent to the contrary, ABS shall, and ABS shal
cause its agents and all participating financial
institutions to, inmmediately (1) cease using the Sierra
Cl ub nane and marks, (2) cease communicating with SC
menbers except to the extent necessary to term nate the
Services, and (3) return to SC all records relating to
t he performance of this Agreenment, and all copies

t hereof, and make no effort to communicate with SC
menbers thereafter.

ARTI CLE 10. Notices

* * * * * * *

ATTACHVENT “A”
DESCRI PTI ON OF AFFI NI TY GROUP BANKCARD PROGRAM

1. Qualified nmenbers of SCwill be issued Sierra dub
Vi sa and/or Mastercard [sic] credit cards which contain
t he standard bankcard design (either Visa or
MasterCard) along with the nanme of SC on one side and
the 1 ogo or other design of SC on the reverse side, as
approved by Visa, USA or MasterCard International.

2. Annual fees for the cards will be waived for the
first year, and fees for the second year nay be
initiated only after an evaluation of the profitability
of the program by the participating financial
institution. In the event the participating financial
institution initiates an annual fee in the second year,
ABS wi || pay those fees on behal f of the cardhol ders.

* * * * * * *

5. If the cardhol der uses a special 800 nunber

provi ded by ABS to nake travel reservations and
purchases using his Sierra C ub bankcard, an additiona
royalty fee as set forth in Attachnent "B" will be paid
to SC.

6. O her enhancenents such as Visa or MsterCard
Travel ers Checks and the ABS Uni versal Debit Bankcard
will be made available to cardholders fromtime to tine
pursuant to mutually agreed upon royalty fees payabl e
to SC.



ATTACHVENT “ B’
ROYALTY FEE SCHEDULE

1. The royalty fee payable to SC shall be one half of
one percent (0.5% of the Total Cardhol der Sal es Vol une
if the fees received by ABS fromthe participating
financial institution are between 0.5% and 1.0% of the
Total Cardhol der Sal es Volume. Total Cardhol der Sal es
Vol une is defined as the sumof all SC bankcard sal es
drafts resulting from purchases at nerchants by nenbers
of SC using SC bankcards net of credit vouchers issued
for returned nerchandi se or other services, and net of
cash advances.

2. |If SCelects to pursue the option specified in
Section 4.3 of this Agreenent and if the fees received
by ABS fromthe participating financial institution are
bet ween 0. 6% and 1.0% of the Total Cardhol der Sal es

Vol une, the royalty fee specified in Section 1. of this
Attachment "B" shall be increased to six tenths of one
percent (0.6% of the Total Cardhol der Sal es Vol une.

3. If the fees received by ABS fromthe participating
financial institution are nore than 1.0% of the Tot al
Car dhol der Sal es Vol une, the fee payable to SC, whet her
otherwise 0.5%or 0.6% shall be increased by an anount
equi valent to 50.0% of the fees payable to ABS in
excess of 1.0%

4. |If the fees received by ABS fromthe participating
financial institution are less than 1.0% of the Total
Car dhol der Sal es Vol une, but nore than 0.5% (or, in the
event SC el ects the option referred to in Paragraph 2.
above, nore than 0.6%, there will be no decrease in
the fees payable to SC under Paragraph 1. or 2. above.
However, if the fees received by ABS are | ess than 0.6%
or 0.5% (whi chever is otherw se payable to SC), the
fees payable to SCwll be the total fees received by
ABS fromthe participating financial institution.

5. Wen SC nmenbers use the 800 nunber travel service
described in Section 5. of Attachnment "A", SC wll be
paid a royalty of three percent (3.0% of the price of
airline tickets purchased with the Sierra O ub
bankcards and fifty percent (50.0% of the hotel and
car rental conmm ssions received by the participating
travel agency. These royalties are in addition to the
royalties specified in Section 1., 2., 3., or 4. of
this Attachnment “B’



ABS- Concept |, Inc., Agreenent

Concept |, Inc. (Concept), a Massachusetts corporation, is
the party that brought Chase Lincoln to the attention of ABS as a
bank willing to issue the credit card. On March 9, 1986, ABS
entered into an agreenent with Concept (the ABS-Concept
agreenent), which concerns itself with ABS' s rights and duties
under Article 4 of the SC-ABS agreenment to solicit the nenbers
wWth respect to the credit card. The ABS-Concept agreenent
recites that ABS desires to assign those rights and duties to
Concept. Anong other things, the ABS-Concept agreenent provides
that (1) by doing so, ABS intends to satisfy its obligations with
respect to solicitation under the SC- ABS agreenent and
(2) Concept and Chase Lincoln have entered into an agreenent
pursuant to which Chase Lincoln has agreed to act as the
financial institution that will issue the credit card. Concept's
obl i gati ons under the ABS-Concept agreenent are tied to its
rights and obligations under its agreenent with Chase Lincoln.

Concept - Chase Li ncol n Agr eenent

On March 28, 1986, Concept entered into an agreenment with
Chase Lincoln. That agreenent (the Concept-Chase Lincoln
agreenent) nmakes reference to both the SC- ABS agreenent and the
ABS- Concept agreenent and recites that Chase Lincoln is willing
to serve as the issuing financial institution with respect to the
“Card Prograni contenplated in the SC-ABS agreenent (the credit
card progranm). Anong other things: Concept agrees to solicit

(or cause to be solicited) the nmenbers for participation in the
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credit card program Concept nust submt to Chase Lincoln for
approval all pronotional material containing the nane of the
bank. Chase Lincoln agrees to issue to qualified nmenbers its
Prem er Visa Card. Such cards, as well as any indebtedness or
ot her custoner relationships resulting fromuse of the cards,
beconme and remain the property of the bank. Information supplied
by nmenbers to the bank in connection with the credit card program
becones the property of the bank upon the issuance of a card to
the nenber, for use in the bank's sole discretion in the norma
course of conducting its business. The bank agrees, however,
that it will not disclose the fact that any participant in the
credit card programis a nenber. Chase Lincoln agrees to waive
t he normal annual nenbership fee for the card for each nenber’s
first year of nenbership and to charge a reduced nenbership fee,
no nore than $30, for each subsequent year of nenbership. The
bank agrees to pay to Concept a fee based on purchases nade by
menbers with a card. That fee will also vary dependi ng on Chase
Li ncoln's cost of funds, which is determined wwth reference to

t he published discount rate applicable to 91-day U. S. Treasury
bills. In no event, however, can the fee paid by Chase Lincoln
to Concept decrease bel ow 0.25 percent of the total purchases
made by nmenbers with a card. Petitioner's interest in the

agreenent is acknow edged.
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Anendment t o ABS- Concept Agreenent and Concept - Chase Lincoln
Agr eenent

On March 28, 1986, the ABS-Concept agreenent and the
Concept - Chase Li ncoln agreenent were anended (the ABS- Concept
Concept - Chase Lincoln anmendnent) such that (1) should ABS fail to
perform under the SC- ABS agreenent, (2) should Concept fail to
perform under the ABS-Concept agreenment, or (3) should both ABS
and Concept fail to perform under such agreenents, Chase Lincoln
has the right to assunme the responsibilities and enforce the
ri ghts under such agreenents.

SC- Chase Lincol n Agreenent

On March 26, 1986, petitioner and Chase Lincoln entered
into an untitled agreenment (the SC- Chase Lincoln agreenent) that
references the SC-ABS agreenent. Anmong other things, the
SC- Chase Lincoln agreenment provides that (1) should ABS fail to
perform under the SC- ABS agreenent, Chase Lincoln has the right
to assunme the responsibilities and enforce the rights of ABS
under that agreenent and (2) during the term of the agreenent
(until March 28, 1988, unl ess extended) petitioner will not
aut horize any other bank to issue Visa credit cards to its
menbers.

ABS- Concept ©Modification

By letter dated July 7, 1986, the ABS-Concept agreenent was
anended and nodified (the ABS-Concept nodification). Among ot her
things, the letter provides that (1) Concept's duties to solicit

menbers are reassigned back to ABS and (2) to conpensate Concept
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for obtaining a bank issuer for the credit card program Concept
may retain a portion of the paynents it receives from Chase
Li ncol n.

Menber Lists

Petitioner develops and maintains nmailing lists with
respect to the nenbers conposed of nanes, addresses, and rel ated
information. Petitioner has exclusive ownership rights in its
mailing lists, including the right to all net income from such
lists.

On April 14, 1986, petitioner provided ABS a magnetic tape
containing an initial list of the nmenbers. Subsequently, on
seven occasions, petitioner provided ABS | abels containing the
nanmes and address of new nenbers.

Mar keti ng Pl ans and Solicitations

In March 1986, ABS circulated to petitioner a proposed
mar keti ng plan, schedule, and sanple solicitation materials
(together, the initial plan) for petitioner’s review and
approval. Petitioner objected to certain aspects of the initial
plan. A revised plan (the revised plan) was circulated within
petitioner’s organization in early April 1986. A cover letter
acconpanying the revised plan states: “You will note that the
pitch has been toned down considerably and the letter to the
| eadershi p doesn’t do anything except informthemof the Cub’'s
plans for a credit card.” Also, the cover letter states that
proposal s for tel emarketing, nenbership solicitation and drive

packages, nenbership renewal packages, autonatic nenbership
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renewal , and automatic nonthly billing of contributions had been
el i m nat ed.

ABS initially solicited petitioner’s nenbers with respect
to the credit card programin a conmuni cation dated June 15, 1986
(the June 15 communi cation). The June 15 conmuni cation contains
letters on Sierra Club stationery, with facsim |l e signatures by
officers of petitioner, informng nenbers of “a new nenber
service” and of the benefits both to nmenbers and to petitioner
(“royalty fees”). An enclosed brochure invites comrunication
wi th ABS and states:

Ameri can Bankcard Services, Inc. is an independent

California corporation organized to provi de bankcards

to the nmenbers of various national Affinity G oups as

a uni que menber service and fund raising opportunity.

Anmeri can Bankcard has contracted with the Sierra Cub

in order to make Sierra Club VISA cards available to

menbers of the O ub.

Menbers are instructed to mail their applications to Chase
Lincoln. The June 15 conmuni cation was mailed to nmenbers using
petitioner’s nonprofit postage permt. ABS paid for the June 15
comuni cation, including the costs of design, printing, business
reply envel opes, postage, and nmiling |abels.

After a menber’s application was accepted, the nenber
received a letter congratulating the nmenber “for joining with the
Sierra Cub and Chase Lincoln First in this inportant new
progranf and stating: “The added income to the club [sic] from
your use of the card will certainly benefit the Club inits

continuing efforts to inprove our environnent, to keep endangered

species alive and to save the w | derness.” That letter
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contained the | etterheads of both petitioner and Chase Lincoln
and facsimle signatures of officers of both organizations. ABS
paid all of the costs of that letter.

Adverti senents

Advertisenents for the credit card program appeared in
three issues of petitioner’s nagazine, Sierra, during each of
1986 and 1987. Those advertisenents (the advertisenents) were
desi gned by JMP Marketing and Design, a design agency retained by
ABS. The advertisenments instructed petitioner’s nmenbers to
submt applications to Chase Lincoln and to direct questions to
ABS. ABS was billed for the advertisenents at the same prices
and on the sane terns as applicable to any unrel ated adverti ser.
ABS failed to pay anounts billed to it for the 1987
advertisenments in the anount of $8,230. Petitioner attenpted to
col l ect that anobunt but was unsuccessful .

ABS al so pl aced advertisenents for the credit card program
in publications of |ocal chapters of petitioner. ABS paid for
t hose advertisenents and received no discount fromthe rates
char ged ot hers.

Admi nistration of the Program

Petitioner did not maintain individual files concerning
each nenber’s participation in the credit card program The
credit card program was adm nistered, and records kept, by ABS
and Chase Lincoln. Menbers’ conplaints and inquiries with
respect to the credit card programwere directed to ABS or Chase

Li ncol n.
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Terni nation of the SC ABS Agreenent

By the Concept-Chase Lincoln agreenent, Chase Lincoln
agreed to waive its annual fee for the first year of a menber’s
participation in the credit card program By the SC ABS
agreenent, ABS agreed to pay any annual fees charged by Chase
Li ncoln during the remaining termof the SC ABS agreenent. For
some nenbers, their second year of participation in the credit
card program began in August or Septenber 1987. Chase Lincoln
charged a nenbership fee for that year (the second year fee) and
ABS was unable to obtain a waiver. ABS issued checks to nenbers
rei nbursing themfor the second year fees, but a substanti al
anmount of those checks were dishonored by ABS s bank. Petitioner
considered ABS in breach of the SC-ABS agreenent and term nated
that agreenent by a letter to ABS dated Decenber 29, 1987 (the
Decenber 29 letter). The Decenber 29 letter requested ABS to
conply with Article 9 of the SC- ABS agreenent, “specifically
including returning to the Cub all lists of Sierra Cub
menbers”.

Petitioner’'s Receipts

Petitioner’s receipts fromthe credit card program were
$6, 021 and $303, 225, for its taxable years endi ng Septenber 30,
1986 and 1987, respectively.
OPI NI ON

| nt roducti on

Respondent determ ned deficiencies in petitioner’s 1986 and

1987 Federal incone taxes based, in part, on adjustnents nade
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Wi th respect to petitioner’s participation in the credit card
program described in our findings of fact. Petitioner’s receipts
fromthe credit card program (the receipts) were $6, 021 and

$303, 225 for 1986 and 1987, respectively. Respondent adjusted
petitioner’s “unrel ated busi ness taxable inconme” by including the
recei pts and determining that they did not constitute “royalties”
wi thin the neaning of section 512(b)(2). Anmong other assignnents
of error, petitioner assigns error to respondent’s determ nations
of deficiencies based on petitioner’s participation in the credit
card program Principally, petitioner argues that the receipts
were “royalties” within the nmeaning of section 512(b)(2).

Al ternatively, petitioner argues: (1) Its activity with respect
to the credit card programdid not constitute a trade or

busi ness, (2) that activity was substantially related to its
exenpt purposes, and (3) that activity was not regularly carried
on.

The parties have raised principally questions of fact with
respect to the receipts. The credit card programwas the product
of nunerous agreenents between various parties (the agreenents),

i ncludi ng petitioner, ABS, and Chase Lincoln. W shall look to
the agreenents, along with the relevant facts and circunstances
surroundi ng the execution of the agreenents, to determ ne the
nature and character of the receipts. Petitioner bears the

burden of proof. See Rule 142(a).



I1. | nt ernal Revenue Code

Pursuant to sections 511 through 513, an organi zation
ot herw se exenpt fromthe incone tax is required to pay tax, at
regul ar corporate rates, on its “unrel ated busi ness taxabl e
income” (UBTI). UBTI is defined by section 512(a)(1) as “the
gross incone derived by any organi zation fromany unrel ated trade
or business * * * regularly carried on by it * * * [less certain
deductions and with certain nodifications].” As relevant here,
section 512(b)(2) excludes fromUBTI “all royalties * * * whet her
measured by production or by gross or taxable income fromthe
property”.

[, Definition of Rovyalties

In Sierra Cub (1996), 86 F.3d at 1532, the Ninth Crcuit

held: “[Under 8 512(b)(2) ‘royalties’ are paynents for the

right to use intangi ble property.” Accord Di sabled Am Veterans

v. Comm ssioner, 94 T.C. 60, 70 (1990), revd. on other grounds

942 F.2d 309 (6th Cr. 1991). The Ninth Grcuit further held
that a royalty is by definition “passive” and, thus, “cannot
i ncl ude conpensation for services rendered by the owner of the

property.” Sierra Club (1996), 86 F.3d at 1532.

V. Arqgunents of the Parties

Both parties fasten on the definition of the term
“royalties” adopted by the Ninth GCrcuit. Petitioner argues that
its name, logo, and mailing list are all intangible assets,
whi ch, by one of the agreenents (the SC- ABS agreenent), it

l[icensed to ABS in return for paynments that, in form and
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subst ance, were “royalties”, as that termis used in section
512(b)(2). At trial and on brief, respondent variously clains
that petitioner was in the business of either (1) “marketing”,
(2) “sponsoring, pronoting, and marketing”, or (3) “sponsoring,
endorsing, pronoting, and marketing” a credit card (the credit
card). Respondent argues that none of the agreenents |icensed or
ot herwi se nade avail able petitioner’s name, logo, or nmailing |ist
to ABS or Chase Lincoln. Instead, respondent argues: The
agreenents were for services only, and “[t]he inconme Sierra

recei ved emanated fromactivities it engaged in and services it
performed”. Respondent argues that “in the first instance”, the
fee paid by Chase Lincoln pursuant to the Concept-Chase Lincoln

agreenent was the incone of petitioner, and petitioner then paid

ABS for services ABS provided to petitioner. Because we find
that the receipts constitute “royalties” within the neani ng of
section 512(b)(2), we need not address petitioner’s alternative
argunents.

V. Di scussi on

A Paynent of Royalties

The princi pal agreenent governing petitioner’s
participation in the credit card programis the SC ABS agreenent.
We have no doubt that petitioner and ABS, in entering into the
SC- ABS agreenent, had in mnd the use by ABS of petitioner's nane
and marks in connection with ABS s marketing efforts under the

SC- ABS agreenent. Qur reasoning is essentially as foll ows.
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The description of services attached to the SC ABS
agreenent (ATTACHVENT “A’) recites that nenbers who becone
cardholders will receive a credit card wth the nanme of
petitioner on one side and a "logo or other design of SC' on the
reverse side. Also, Article 9 of the SC ABS agreenent
(hereafter, Art. 9) provides that, if ABS defaults, it nust
i mredi ately cease using petitioner's nanme and nmarks. In |ight of
the provisions cited, we view ABS s agreenent that it will obtain
prior witten consent frompetitioner for use of its nane or
marks (Article 3.5) as a provision regulating ABS s use of those
itens and preserving petitioner's property interests therein.
Simlarly, we view petitioner's right to advise and consent with
regard to the marketing materials prepared by ABS (see
Article 4.3) as a right intended to safeguard petitioner's nane,
mar ks, | ogo, and the other intangibles (such as facsimle
signatures of petitioner’s officers) used in marketing the credit
card program

The SC- ABS agreenent further inplicitly provides that ABS
wll be allowed access to the nenbers. The parties have
stipulated that petitioner provided |ists of the nenbers directly
or indirectly to ABS in connection with the credit card program
The preanble to the SC- ABS agreenent recites that the parties
thereto “desire to make available to the nenbers of SC' the
services to be offered by ABS. Article 3.3 entitles ABS to offer
additional services to the nenbers and, if ABS defaults, Art. 9

requires ABS to cease communicating with the nenbers. Thus,
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notw t hstanding the | ack of particular |anguage setting forth
ABS's right of access to the nenbers, we think it clear that such
access is a key conponent of ABS s rights under the SC- ABS
agreenent, to be acconplished by the use (license) of
petitioner's mailing lists to ABS.

We concl ude that the SC ABS agreenent made avail able for
ABS' s use petitioner's nanme, marks, |ogo, and certain other
i ntangi bl e property used in marketing (such as facsimle
signatures of petitioner’s officers), as well as provided ABS
access to the nenbers by way of petitioner's mailing lists. The
financi al consideration petitioner received under the SC ABS
agreenent (the receipts), therefore, was, at least in part,
consideration for the use of valuable intangible property, and as
such constituted royalties within the neaning of section
512(b)(2). See supra sec. III.

B. Petitioner Did Not Receive Paynents for Services

1. | nt roducti on

We now turn to the question of whether any part of the
recei pts was received by petitioner in consideration of its
services. In the context of its argunent that petitioner was in
t he busi ness of marketing the credit card programto the nenbers,
respondent argues that petitioner was conpensated for performng
the follow ng services: (1) controlling the marketing plans, (2)
offering the affinity credit card as a nenber service, (3)
pl aci ng advertisenents for the affinity credit card inits

magazi nes and | ocal publications, (4) allowng solicitations to
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be made using its nonprofit mail permt, (5) actively endorsing
and sponsoring the acquisition of the affinity credit card

t hrough brochures and letters fromits officers, (6) guaranteeing
refunds of the annual fee if the Chase Lincoln inposed such a
charge, and (7) attenpting to persuade the Chase Lincoln to rel ax
its credit tolerances so that additional affinity credit cards
coul d be issued and higher profits realized.

2. Control of WNMarketing Pl ans

a. SC- ABS Agr eenent

Respondent argues that petitioner controlled the marketing
pl ans for the credit card program and, thus, petitioner was
conpensated for providing services. Petitioner’s rights and
duties with respect to marketing are set forth in the SC ABS
agreenent. For the nost part, the SC-ABS agreenent assigns to
ABS responsibility for marketing the credit card program
Article 4.2 assigns to ABS the initiative for devel opi ng
mar keting plans: “ABS shall be responsible for the devel opnent
of all pronotional and solicitation materials and prograns
desi gned to encourage the acquisition and usage of the Services
by the nenbers”. Article 4.2 inposes on ABS the cost of such
mat eri al s and prograns, unless petitioner elects (which it did
not) to pay for production and nmailing costs in consideration of
a larger paynent. Article 3.3 places with ABS the initiative to
propose additional services to offer to the nenbers.

Article 4.2 subjects pronotional and solicitation materials

and prograns devel oped by ABS to approval by petitioner.
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Petitioner, thus, had control over those materials and prograns
by way of its power to negate. As discussed infra in section
V.B.2.c, we believe that such control was exercised by petitioner
to safeguard the valuable intangible property rights that it had
licensed to ABS. In theory, at |least, petitioner’s power to
negate could allow petitioner to assunme responsibility for

devel opnent of the marketing program Practicably speaking,
however, such responsibility does not appear to have been

i ntended, since the SC-ABS agreenment contains no provision to
conpensate ABS for follow ng petitioner’s directions except if
petitioner elects to bear solicitation costs, Article 4.3, or
requests certain nonroutine actions, Article 4.4.

Petitioner’s other significant rights under the SC- ABS
agreenent do not give petitioner control directly or indirectly
over any marketing plan. Article 3.2 provides that petitioner is
entitled to nonthly accountings fromABS fromwhich it can
determ ne total cardhol der sales volume and its share thereof.
Article 3.5 prohibits ABS fromusing petitioner's nanme or marks
without its consent. Article 6 generally holds petitioner
harm ess from | osses except as otherw se specified.

Article 6.3 provides that the agreenent is not to be
construed as constituting an agent-principal relationship between
petitioner and ABS, which tends to elimnate one kind of control
over marketing that respondent has inplied.

Article 2.1 sets forth petitioner’s principal duty with

respect to the SC-ABS agreenent: “SC agrees to cooperate with
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ABS on a continuing basis in the solicitation and encouragenent
of SC nenbers to utilize the services provided by ABS."!?
ATTACHVENT “B”, read in conjunction with the Concept-Chase

Li ncol n Agreenent, provides that, in consideration of its
cooperation, petitioner is to receive a mninmmof 0.25 percent
of total cardhol der sales volune. ATTACHVENT “B” further

provi des that petitioner is to receive royalties if nenbers
purchase certain additional services.

Finally, under the SC ABS agreenent, as inplenented,
petitioner did not receive a fee for any marketing activities or
share in any economes realized by ABS in its expenditures mde
in carrying out its marketing responsibilities.

We conclude that petitioner did not control the marketing
plan for the credit card program and, thus, was not conpensated
for providing marketing services.

b. Petitioner’'s |ntent

We have al so considered the negotiations preceding the SC
ABS agreenent and its inplenentation. As stated, petitioner did
have sone control over marketing efforts through its right to
approve all pronotional and marketing materials and prograns.
Nevert hel ess, the SC- ABS agreenment, considered in light of the
parties’ negotiations and course of action preceding it,

convinces us that, in entering the SC-ABS agreenent, petitioner

! Article 4.3 gives petitioner the privilege, but not the
duty, to pay production and nmailing costs of solicitations, for
i ncreased conpensati on.
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i ntended not to be responsible for marketing efforts with regard
to the credit card program except to exercise its approval
rights with respect to ABS's efforts in that regard. |ndeed,

M chael M oskey, chairman of Sierra Cub, testified that, at
the inception of the credit card program he anticipated that the
only staff resources that petitioner would have to devote to the
program woul d be “a bit” of the tine of Leonard Levitt, then
director of finance and adm nistration, and that no additional

of fice space woul d be necessary. M. MC oskey was credi ble, and
his testinony supports our conclusion that, in entering into the
SC- ABS agreenent, petitioner did not contenplate being in the

mar ket i ng busi ness or perform ng marketing services for
conpensati on.

c. Safequarding |Intangible Property Ri ghts

We do not view petitioner’s actual exercise of its rights
and duties under the SC- ABS agreenent as anounting to the
performance of services. Petitioner acted to safeguard its
i ntangi ble property interests. Article 4.2 placed the
responsibility for devel opi ng marketing materials on ABS.
Petitioner exercised its right of approval and, as a result, the
“pitch” of ABS s marketing proposals was “toned down”, and
proposal s for tel emarketing, nmenbership solicitation and drive
packages, nenbership renewal packages, autonmatic nenbership
renewal , and automatic nonthly billing of contributions were
elimnated fromthe marketing plan. ABS s presentation of its

initial marketing plan (the initial plan) and petitioner’s
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responses to the initial plan were acconplished in a relatively
short period. W do not view petitioner’s exercise of its
discretion as a disguised attenpt to exercise creative or
production control over ABS s efforts. Mreover, we do not find
the exi stence, or exercise, of petitioner’s rights to be

inconsistent wwth a royalty arrangenent. In Wn J. Lenp Brew ng

Co. v. Conm ssioner, 18 T.C. 586 (1952), we dealt with an

agreenent that allowed a party to manufacture and sell beer under
an old famly nanme used by the taxpayer. The agreenent reserved
to the taxpayer a right of approval over nethods of brew ng,
advertising, and the marketing of beer that would carry its nane.
W st at ed:

The significance of such provision, when read in
the light of the entire agreenent, is that petitioner,
having |icensed the use of its fornul ae and trade nane,
desired to retain the right to supervise the nethods of
brewi ng, advertising, and marketing of beer sold under
the “Lenp” nanme for the protection and preservation of
what petitioner considered a val uable property right.
Since the license granted was for an indefinite period,
and could be canceled by * * * [the licensee] at wll,
such a protective provision was a nost desirabl e one.

* * %

Id. at 596. W found that paynents nade pursuant to the

agreenent to manufacture and sell beer under the famly nane

were royalties. 1d. at 597; see also D sabled Am Veterans v.

Conmi ssioner, 94 T.C. at 78.

Here, when viewed in |light of the SC- ABS agreenent and the
negoti ations that preceded it, we conclude that petitioner’s
exercise of its right of approval with respect to ABS s

mar keti ng proposal s evidences only petitioner’s concern with
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protecting the worth of its property interest in its good nane
and marks. It was not an indirect nmethod of putting petitioner
in the business of marketing, nor was it a marketing service

provi ded by petitioner to ABS pursuant to the SC ABS agreenent.

d. Concl usi on

For the reasons stated, we conclude that petitioner did
not control the affinity credit card program s marketing pl ans
except to the extent that it reserved the right to approve any
use of its name, marks, and | ogo. Such reserved right is
comonpl ace in licensing agreenents, and the nere retention of
quality control rights by a licensor in a |licensing agreenent
situation does not cause paynents to the licensor under the
agreenents to | ose their characterization as royalties. Sierra

Cub (1996), 86 F.3d at 1533 n. 15 (quoting Rev. Rul. 81-178,

1981-2 C. B. 135); see id. at 1535-1536 (petitioner did not
performservices with respect to the rental of mailing lists
even though it retained the right to approve the contents of
mai | i ngs of |ist users).

3. Menber Servi ces

Respondent argues that petitioner offered the credit card
as a nenber service. Wile it is true that petitioner endorsed
the credit card program Chase Lincoln was the financial
institution that extended credit to the nenbers, and it was
ABS s marketing efforts that brought the possibility of the
credit card and certain other services to the attention of the

menbers. Al though the term “nenber service” appears in certain
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solicitations for the credit card program petitioner expressly
did not treat the credit card to be a nenber service in the
sense of a service being offered and overseen by petitioner.
Rose Marie Maune (Ms. Maune) was enpl oyed by petitioner from
1976 until 1992. She was petitioner's nenbership director
until about the years in issue, when she becane director of
operations, where she fulfilled a simlar role. M. Maune
testified that the nenbership services departnment did not
handl e any inquiries regarding the affinity credit card
program She testified that they would not answer nenbers'
guestions because they were not in control of the program
Mor eover, petitioner did not provide any significant
admnistrative services with respect to the credit or other
servi ces provided by Chase Lincoln and ABS.

| f, by characterizing the credit card programas “a nenber
service”, respondent neans that petitioner provided sonething
of value to the nenbers, that sonething was the opportunity for
the nenbers to benefit petitioner by using a credit card that
was to be provided by Chase Lincoln or to use a travel service
that was affiliated wth ABS. That is the essence of an
affinity card program and the intended result of the |license
of the organi zation’ s nanme, logo, mailing list, and other
i ntangi bles. The income received in consideration for such
licenses alone is royalties wthin the nmeaning of section

512(b) (2).



4. Adverti sing

ABS advertised the credit card programin both
petitioner’s national magazine, Sierra, and in the publications
of local chapters. ABS was charged the usual rates for such
advertisenments, although it failed to pay anounts billed to it
for advertisenents in Sierra for 1987 in the amount of $8, 230.
Petitioner attenpted to collect that anmount but was
unsuccessful .

The SC- ABS agreenent does not require petitioner to accept
advertisements from ABS al though it does require petitioner “to
cooperate with ABS on a continuing basis in the solicitation
and encouragenent of SC nenbers to utilize the Services
provided by ABS’. It is conceivable that petitioner and ABS
cont enpl at ed such cooperation as extending to the acceptance of
advertising by petitioner. Even if that were so, however, the
evidence is that ABS was charged the usual rates for
advertising. Although ABS failed to pay for its 1987
advertisenments, nothing indicates that, when petitioner
accepted ABS s advertising, petitioner had any | ower
expectation that ABS would pay than it had for any other
advertisers. In other words, there is no evidence that
petitioner extended ABS any credit preference. That being the
case, we find no basis for concluding that any portion of the
recei pts was in consideration of advertising services. Neither
do we conclude that petitioner anticipated ABS s failure to pay

its 1987 bill and, in negotiating the SC ABS agreenent,
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bar gai ned for, and received, any consideration on account of
that antici pation.

CGenerally, inconme realized by an exenpt organi zation from
the sale of advertising in a periodical is taxable UBTI. See
sec. 1.512(a)-1(f)(2), Income Tax Regs. The SC- ABS agreenent
was not a contract for advertising, and, notw thstandi ng that
petitioner entered into contracts for advertising at the sane
tinme it was obligated under the SC- ABS agreenent, nothing in
sections 511 through 513 or the opinion of the Ninth Crcuit in

Sierra Cub (1996) indicates to us that the contenporaneous

exi stence of obligations under the two contracts necessarily
means that some or all of the receipts, received pursuant to
t he SC- ABS agreenent, cannot properly be characterized as
“royal ties” under section 512(b)(2).

None of the receipts were received on account of
petitioner's providing advertising to ABS.

5. Nonprofit Mail Permt

In soliciting the nmenbers with respect to the credit card
program ABS, on at |east one occasion, used petitioner’s
nonprofit mail permt. ABS paid the postage.

During the years 1986 through 1992, petitioner held a
nonprofit mail permt (the mail permt) and regularly used the
mail permt to send comunications to its nenbers, supporters,
and other interested persons at the nonprofit rate. Under
U.S. Postal Regul ations, cooperative mailings my be nade at

the special bulk rates available to nonprofit organizations
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only when each of the cooperating organizations is individually
authorized to mail at the special bulk rates.

Edward Shel ton, president of ABS, testified that it was a
busi ness m stake for ABS to use the nmail permt because of mai
delivery restrictions applicable to such permtted mail. He
al so testified that ABS paid the postage and that use of the
permt was not considered when the SC-ABS agreenent was entered
into and petitioner becane obligated “to cooperate”.

M. Shelton was credible in all of that testinony.

We have found that petitioner was not in the business of
marketing the credit card programor in the business of
provi di ng marketing services to ABS. The mailings in question
were ABS , and, thus, since ABS was not entitled to the speci al
bulk rates in question, ABS use of the mail permt was
unl awful . Because it involved an unlawful action, we hesitate
to classify it as cooperation under the SC- ABS agreenent. W
beconme firmin that conclusion based on M. Shelton’s credible
testinmony that, at the time that agreement was entered into, it
was not considered. Therefore, we conclude, and find, that use
of the mail permt was not a service provided to ABS pursuant
to the SC- ABS agreenent.

None of the receipts were received on account of ABS s use
of the mail permt.

6. Active Endorsenent and Sponsorship

Respondent argues that the obligation “to cooperate”

i nposed on petitioner by Article 2.1 is an obligation to
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perform services, particularly including the service of
endorsing and pronoting the credit card program

As has been well established, in many respects, the SC ABS
agreenent i s anbiguous. Neverthel ess, considering both the SC
ABS agreenent and the circunstances preceding and following its
execution, we conclude that petitioner's obligation to
cooperate was not an agreenent to endorse or pronote the credit
card program beyond the endorsenent that necessarily results
frompetitioner’s license of its |ogo, nane, and the other
i ntangi bl es here in question.

The use of petitioner's nane, marks, logo, and its

conti nued endorsenent was precisely the val uabl e consideration
petitioner provided pursuant to the SC- ABS agreenent, and it
was precisely for what ABS was paying. Petitioner may have
approved solicitations and communications to the nenbers with
respect to the credit card program but it was ABS that
desi gned and paid for those comuni cations, which actions were,
primarily, for its own benefit, pursuant to its duties under
the SC- ABS agreenent. Respondent has stated in a revenue
ruling that incone fromthe endorsenent of products, use of
signatures and trademarks, and review of |icensed products is a
royalty within the nmeaning of section 512(b)(2). Rev. Rul. 81-
178, 1981-2 C B. 135 (distinguishing circunstance where
personal services, in the form of appearances and interviews,

are required). Accord Mssissippi State Univ. Alumi, Inc. v.

Conmi ssioner, T.C. Menp. 1997-397.
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Petitioner’s endorsenent and pronotion of the credit card
program were not in consideration of the receipt of anything
other than “royalties” within the neaning of section 512(b)(2).

7. Ref unded Annual Fee

Respondent argues that petitioner guaranteed the nenbers a
refund of Chase Lincoln s second year nenbership fee (the
second year fee), if, indeed, Chase Lincoln inposed a second
year fee. Respondent notes that petitioner actually reinbursed
sone of the nenbers for ABS s dishonored checks and argues that
petitioner therefore provided a service pursuant to the credit
card program

No pl ausi bl e readi ng of the agreenents reveal s any
obligation by petitioner to use its own funds to reinburse the
menbers for the second year fee. W have found that, pursuant
to the SC- ABS agreenent, petitioner allowed ABS to use
petitioner’s name and marks in connection with ABS s marketing
efforts under the SC-ABS agreenent. Supra sec. V.A. Inplicit
inits license of its name and nmarks, and allow ng ABS to use
facsimle signatures of its officers, is petitioner’s
endor sement of whatever ABS is nmarketing. See Rev. Rul. 81-
178, 1981-2 C.B. at 136 (“paynents for the use of a
prof essional athlete s nane, photograph, |ikeness, or facsimle
signature are ordinarily characterized as royalties.”).

Al though a licensor may not expect the value of its nanme or
other intangibles to suffer on account of their |icense, we

assunme that sone portion of the royalty is in consideration of
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the licensee assum ng that risk. The Conm ssioner’s position

in Rev. Rul. 81-178, id., with which we agree, Di sabled Am

Veterans v. Conm ssioner, 94 T.C. at 70 (1990), revd. on other

grounds, 942 F.2d 309 (6th Gr. 1991), is that paynents for the
use of a nanme or signature, w thout any personal appearance or
interviews, are royalties within the nmeani ng of section
512(b)(2). In part, petitioner received royalty incone in
consideration of assum ng the risk of damage to its intangible
assets. Wen that risk matured into a foreseeabl e | oss,
petitioner spent its own noney to avoid that | oss. That is not
inconsistent wwth its receipt of royalty incone.

8. Ext ensi on of Credit

Pursuant to the Concept-Chase Lincoln agreenent, Chase
Li ncol n was responsi ble for receiving and processing
applications for the affinity credit card at its sol e expense.
Chase Lincoln retained a subcontractor to run the credit
scoring system Chase Lincoln was responsible for issuing the
credit cards to all of the nenbers that qualified, also at
Chase Lincoln's sole expense. Under the agreenments, other than
Chase Lincoln's right to acquire responsibility for the duties
of ABS and Concept, the duties of the parties were discrete:
e.g., no party other than Chase Lincoln could accept an
application for credit (i.e., issue a credit card). Respondent
argues that petitioner attenpted to persuade Chase Lincoln to
relax its credit tolerances so that additional credit cards

coul d be issued and higher profits realized. Respondent
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asserts that this was a service for which petitioner received
conpensati on under the credit card program W believe that
that argunment is nore properly addressed to respondent's
conceded joint venture theory, and we fail to see how it
advances respondent's paynent-for-services argunent. W,
therefore, find that petitioner was not conpensated for
services to the extent that it attenpted to persuade Chase
Lincoln to relax its credit tol erances so that additiona
credit cards could be issued and higher profits realized.

9. Concl usi on

For the foregoing reasons, we conclude that none of the
recei pts were in consideration for services provided by
petitioner as part of the credit card program Rather, the
recei pts were in consideration for the use of petitioner's
val uabl e i ntangi bl e property, and, as such, constituted
"royalties" within the neaning of section 512(b)(2).

C. Subsequent Events

After the years here in question, ABS defaulted in its
obligations, petitioner term nated the SC- ABS agreenent, and
entered into two agreenents, the Term nation Agreenent and the
Bankcard Agreenent (the two agreenents), w th Chase Lincoln.
The two agreenents, anong other things, establish a direct
rel ati onshi p between petitioner and Chase Lincoln, provide for
the i ssuance of a new credit card not bearing petitioner’s
| ogo, and provide that petitioner would bear certain

advertising expenses. \Wether anounts received in
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consideration of petitioner’s duties and obligations under the
two agreenments woul d pass nuster as “royalties” is not a
guestion now before us. W believe, however, that the
reordering of relationships under the two agreenents
constitutes a sufficiently significant change that those
relationships are not determnative of results under the credit
card program

VI . Concl usion

Anmount s recei ved by petitioner pursuant to the SC- ABS
agreenent during the years in question (the receipts)
constituted “royalties”, within the neaning of section
512(b)(2) and were not conpensation for services. Therefore,
we need not consider petitioner's alternative argunents that

the recei pts do not constitute UBTI

Deci sion will be entered

for petitioner.




