501(c)(7) Tax-Exempt Social Club Organizations:
Mastering Tax and Operational Requirements
MONDAY, NOVEMBER 23, 2015, 1:00-2:50 pm Eastern

IMPORTANT INFORMATION
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.
• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code. You will have to write down
only the final verification code on the attestation form, which will be emailed to registered attendees.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Program:
-On the web, use the chat box at the bottom left of the screen
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

TaxViews
A tax periodical for the private club community

2015 CLUB TAX PLANNER
NONTRADITIONAL
ACTIVITIES - REVISITED
Recently, the Internal Revenue Service (“IRS”)
has commented on non-traditional activities of taxexempt clubs so it is an appropriate time to revisit
the issue. As a general matter, the activities of a
tax-exempt club should be limited to traditional
business activities consisting of the social and
recreational activities upon which the club’s tax
exemption is based. Activities that are not normal
and usual activities are considered non-traditional
activities. Stated another way, a non-traditional
activity is any activity which, if conducted on
a membership basis, would not further a club’s
exempt purpose. Tax-exempt social clubs are not
permitted to receive income from non-traditional
activities, subject to an insubstantial, trivial and
non-recurrent test.

•

the acts involved with the provision of
social and recreation activities;

•

the production and sale of club cookbooks
to members;

•

the conduct of an annual raffle limited to
members;

•

the operation of a parking garage for
member use while visiting a city club;
“Nontraditional” Continued on page 4
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CHARITABLE FUNDS –
INCIDENTAL BENEFIT TO
CLUB
In a recent Internal Revenue Service (“IRS”) ruling,
a tax-exempt private club (the “Club”) pursuant to
Internal Revenue Code (“IRC”) § 501(c)(7) entered
into a preservation agreement (the “Preservation
Agreement”) with a charitable organization, which
is exempt from taxation pursuant to IRC § 501(c)
(3) (the “Charity”).
•

IRC § 501 (c)(3), in part, provides for
the exemption from federal income tax
of organizations organized and operated
exclusively for charitable, scientific, or
educational purposes provided no part
of the net earnings of which inures to
the benefit of any private shareholder or
individual.

•

IRC § 501(c)(7) provides for the
exemption from federal income tax of
clubs organized for pleasure, recreation,
and other non-profitable purposes,
substantially all of the activities of which
are for such purposes and no part of the
net earnings of which inures to the benefit
of any private shareholder.

Traditional Activities – IRS Guidance
The IRS has offered guidance holding the following
activities, among others, to be traditional activities:
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The Charity’s exempt purposes are 1) to preserve
and memorialize the history and architecture of a
city (the “City”) and 2) to research, restore and insure
the preservation of buildings related to the history
and architecture of the City. The Club currently
“Charitable Funds” Continued on page 3

TAX-EXEMPT CLUB
AND SOCIAL WELFARE
ORGANIZATION
M, a tax-exempt club pursuant to Internal Revenue
Code (“IRC”) § 501(c)(7), has actively fostered
an interest in amateur sporting by organizing and
conducting regional, national, and international
sporting events open to both its members and
nonmembers. These events were in addition to
those organized solely for M’s members.
P was organized as a not-for-profit corporation
under state law and recognized as a social welfare
organization described in IRC § 501(c)(4) to conduct
the amateur open events previously conducted by
M for members and nonmembers. P’s activities
are managed by a six-member board of directors.
All of its directors and officers are members of
M, though there is no requirement that they be so.
P’s bylaws provide that a majority of P’s directors
must at all times consist of persons who are not
concurrently either a trustee or an officer of M,
and that P’s president must be a director who is not
concurrently a trustee or officer of M.  
In connection with the commencement of activities
by P, it was agreed, among other things, that:
•

P will utilize volunteers and contractors to
conduct its events; it does not expect to
have employees of its own. P will utilize
certain facilities, equipment, intellectual
property, website and record storage
facilities made available by M without
cost.

•

P may either pay M for catering services
and accommodations (based on member
pricing rates) or obtain them from third
parties.

•

M and P entered into an administration
agreement which provides, among other
things, that M agrees to make available
to P the services of its personnel for use
in planning and conducting programs and
events, provided that P shall reimburse M

for its allocable share of the compensation
and benefits provided to such personnel
based on the time that such employees
devote to P’s activities.
•

M agrees to include P as a named insured
under its current personal injury and
property damage insurance coverage so
as to cover P’s activities in conducting its
programs. P agrees to reimburse M for P’s
allocable share of the premiums for such
coverage as determined by the insurer(s),
provided that M may in its discretion
waive all or part of such reimbursement.
P shall obtain, at its own cost, directors
and officers liability insurance for its
directors and officers.

•

M and P maintain separate books and
records on which their respective revenues
and disbursements are recorded. They
also maintain separate bank accounts. For
accounting purposes, M and P will have
separate audited financial statements, and
they will file separate annual information
returns on Form 990.

Tax Guidance
•

Rev. Rul. 68-74 involved a tax-exempt
social club that promoted yachting for the
pleasure and recreation of its members.
In addition to a clubhouse, the club owned
yachting facilities, including a marina
for the mooring and servicing of boats.
The club formed a wholly-owned stock
corporation which operated the marina
as a business for profit.  The ruling held
that the activities of the wholly-owned
subsidiary were considered to be those
of the club for purposes of determining
whether the club was engaging in business
with the general public for profit.

•

United States v. Fort Worth Club of Fort
Worth, Texas, 345 F.2d 52, (5th Cir.
1965) advised that social clubs claiming
exemption under IRC § 501(c)(7) may not
“Tax-Exempt Club” Continued on page 3

“Charitable Funds” Continued from page 1

owns and occupies a building (the “Building”) in
the City which is listed on the National Register of
Historic Buildings and Landmarks.
Consistent with the Preservation Agreement, the
Charity raised funds to be used for the restoration
of the “Designated Interior Historic Spaces” of the
Building.
•

Private Letter Ruling 200935041
presented the issue succinctly by stating
that if the public does not have substantial
access to the Designated Interior Historic
Spaces for viewing, then the charity in
such ruling would have expended public
funds for the private benefit of the club,
and its members, in violation of the
Charity’s tax-exempt status under IRC §
501(c)(3).

The Preservation Agreement provides, in part, that:
•

•

•

the general public will be given the
opportunity to tour the Designated Interior
Historic Spaces twice every month;
the Club will permit an unlimited number
of tours for organizations of architects,
engineers, historians or other professionals
concerned with the creation, preservation
or restoration of historic buildings to tour
the Designated Interior Historic Spaces at
a time mutually agreed to by the Club and
the organizations; and
the Club will make virtual tours available
through the Internet via video and
photographs. These tours will consist of
interactive tours whereby viewers will
have full control of the viewing of a
majority of the rooms and the rooms will
contain a voice over tour to accompany
the images.

The Charity prudently desired confirmation to
the effect that the performance of the terms of the
Preservation Agreement, including the use of its
funds to defray the costs of the preservation and

restoration of the Building, would not adversely
affect its tax exemption.
In a favorable letter ruling, the IRS held that the
Charity’s agreement to the terms of the Preservation
Agreement and the acts performed in connection
therewith would not adversely impact the Charity’s
tax exemption.  The tax benefits of an agreement
similar to the Preservation Agreement are obvious,
but prior to a club entering into such an agreement,
the club should consider the implications of
introducing the general public to the club with its
legal counsel and tax advisors.
“Tax-Exempt Club” Continued from page 2

do indirectly what they cannot do directly.
A club may not insulate itself from the
effects of business activities carried on
with the general public for profit by
forming a subsidiary corporation to carry
out those activities.
Conclusion
In this case, the IRS noted that P was not a whollyowned subsidiary of M and that its bylaws state that
a majority of its directors must at all times consist
of persons who are not concurrently either a trustee
or an officer of M and that P’s president must be a
director who is not concurrently a trustee or officer
of M. The IRS ruled:
1. The gross receipts of P will not be attributed
to M for purposes of determining M’s
compliance with the 15 percent limit on
nonmember gross receipts.
2. Payments made by P to M to reimburse
M for shared services and administrative
personnel, and for personal injury and
property damage insurance coverage,
will be regarded as reimbursements for
advances made for the benefit of P and
will not be deemed to be nonmember
gross receipts to M.
M’s exemption under IRC § 501(c)(7) will not be
adversely affected by its support of P’s programs.

1. Baked goods – cakes, pies or bread were
prepared for take-out;

“Nontraditional” Continued from page 1

•

the provision of hotel-type rooms to
members on a short-term basis; and

2. Holiday season – a spread that was sold in
various size containers; and

•

the provision of yacht slips to members
by a yacht club.

3. Lunches-to-go and gift packs.

In addition to the aforementioned guidance, which
is only a partial listing of traditional activities, the
IRS recently advised that the receipt of advertising
and event sponsorship revenue from nonmembers
constituted traditional business income.
Non-Traditional – Liquor-and-Food-to-Go
In Santa Barbara Club v. Commissioner, 68 T.C.
200 (1977), the court held that a social club that
sold bottled liquor to its members for consumption
away from the club’s premises, where the sales
from this activity exceeded 25 percent of the club’s
total gross receipts, did not qualify for exemption
under IRC § 501(c)(7).
There is a long standing private letter ruling
regarding non-traditional activities that caused a
tax-exempt social club to lose its tax-exempt status.
The social club in question sold the following
products to members to be consumed away from
the club’s premises:
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The sales-to-go activity constituted 6.07 percent
of the club’s gross revenue, which according to
the IRS constituted income from non-traditional
sources that was not insubstantial, trivial and nonrecurrent. The IRS revoked the club’s IRC § 501(c)
(7) tax-exempt status.
We have limited our discussion to the aforementioned
non-traditional activities, but the IRS has identified
other non-traditional activities so please do not
hesitate to contact us with your inquiries.
IRS CPE Text and Non-Traditional Activities
As stated above, a tax-exempt social club may be
able to receive an insubstantial amount of income
from non-traditional activities. As discussed in
a 1994 IRS CPE text, if the revenues from nontraditional activities are less than 5 percent of the
social club’s gross receipts, the social club’s nontraditional activities would normally be considered
to be insubstantial and not affect the social club’s
tax exemption.

TaxViews is published by Condon O’Meara
McGinty & Donnelly LLP to provide
current background information on taxation
to a selected readership. Articles in this
publication are neither official statements
of position nor should they be considered
as advice for individuals or organizations
without consulting a tax advisor.

personal viewpoint

Sarbanes-Oxley and
Social Clubs and
Other Tax-Exempt
Organizations
By James J. Reilly

T

he Sarbanes-Oxley Act of 2002 (SOA)
established the Public Company
Accounting Oversight Board (PCAOB)
“to protect the interests of investors and further the public interest in the preparation of
informative, accurate and independent audit
reports for companies the securities of which
are sold to, and held by and for, public
investors.” Even though the emphasis of
SOA is on investor protection, there has
been speculation and discussion about the
applicability of SOA to tax-exempt organizations, including tax-exempt social clubs.

Why Sarbanes-Oxley?
The accounting irregularities at companies like Enron, Adelphia, and WorldCom
appear to have been at least partially prompted by greed. Executives typically receive
stock options as part of a compensation
package and profit handsomely if the company’s stock appreciates. But the profit
motive can create enormous pressure on
executives to report good financial results,
thus increasing the company’s share price
and providing them with handsome financial rewards. Because compensation is not
based on the appreciation of an organization’s stock price, this motivation simply
does not exist for the executives of taxexempt organizations, including social clubs.
And with the exception of whistleblower
protection and record-retention rules, the
mandate of the SOA does not extend to
organizations that are not subject to securities laws, including tax-exempt social clubs.
How SOA does or might affect taxexempt organizations has been much discussed. Officers and directors of taxexempt social clubs, who typically serve
in a voluntary capacity, are often officers,
directors, or professional advisors to publicly traded companies, where SOA compliance is essential. Because SOA is central to the management of publicly traded
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companies, it is reasonable for such officers and directors to consider its application to social clubs. Second, certain articles, speeches, and continuing education
programs have confusingly discussed SOA
and tax-exempt organizations. Third, some
commentators believe that certain provisions of SOA should apply to not-for-profits, including social clubs.

SOA Influence on Social Clubs
Not only does SOA generally not apply
to tax-exempt organizations, forcing many
SOA provisions upon them is simply impossible. For example, many SOA provisions,
including those related to insider trading,
disclosures of management stock transactions, analyst conflicts of interest, and
appearances before the SEC, are not
meaningful to tax-exempt organizations.
Yet, some important SOA provisions
could be modified for the corporate governance of tax-exempt organizations, including social clubs, such as the following:
Audit committee. SOA requires that public companies establish an audit committee.
An audit committee can serve a useful role
in the governance of a tax-exempt organization. This concept was widely discussed many
years before SOA. Typically, audit committee members at clubs are uncompensated volunteers, and it is advisable for audit committee members to receive no consulting or advisory fees from the social club. The audit committee’s responsibilities include acting as the
liaison to the club’s external auditing firm, in
which capacity the committee would review
the social club’s audited financial statements
with the auditors to determine whether the
statements are consistent with the audit committee’s understanding of the club’s financial
position. The audit committee should also
ensure that proper internal controls are in
place, and review the management letter
issued by the auditing firm. An audit committee may undertake other functions, and
should be empowered to study or investigate
any matter of interest that the audit committee believes may affect the quality of the financial statements.
In many small not-for-profits, including social clubs, the board of directors may
be limited in size and the entire board may,
in effect, function as the audit committee.
Members of the board at a social club are

usually financially literate, and generally at
least one member of the board or audit
committee is a financial expert (e.g., CPA,
CFO, controller).
Internal controls. The internal control
structure should be designed to disclose
material information to the tax-exempt organization’s officers, directors, and key
employees. Properly functioning internal
controls assist a social club’s management
and board in obtaining accurate and reliable accounting information, protecting the
club’s assets against fraud, ascertaining
compliance with established policies and
procedures, and evaluating the performance
of various operating areas (e.g., golf course,
tennis courts, dining room).
SOA addresses internal controls and
requires that the management of public companies establish and maintain an adequate
internal control structure. This should not be
a new concept for exempt organizations;
internal controls have always been key.
Internal controls are considered in connection with a club’s annual audit, but
given the heightened emphasis on internal
controls in SOA, a social club may want a
periodic in-depth analysis. A free source of
helpful information, “Internal Controls and
Financial Accountability for Not-for-Profit
Boards from the New York State Charities
Bureau,” is available at www.oag.state.
ny.us/charities/charities.html. This website
also offers the free publication “Right From
the Start: Responsibilities of Directors and
Officers of Not-for-Profit Corporations.” Both
deal exclusively with not-for-profit organizations, and although not specifically
addressed to social clubs, they contain meaningful discussions of internal controls and the
duties of boards of directors of exempt
organizations.
Conflict-of-interest policy. SOA calls for
enhanced conflict-of-interest provisions and
a code of ethics to promote honest and ethical conduct, ethical handling of conflicts
of interest between personal and professional relationships, and full, fair, accurate,
and timely disclosures.
In some respects SOA is simply catching up to not-for-profit tax law. Social clubs
are subject to conflict-of-interest provisions
in federal tax law. The statutory tax-law provision that establishes tax-exempt social
clubs consists of three requirements, one
MARCH 2005 / THE CPA JOURNAL

being a prohibition against private inurement. Although private inurement is difficult to define precisely, in this context it can
generally be thought of as forbidding the
transfer of assets or income from a taxexempt social club to an officer, director, or
employee for a purpose inconsistent with
the club’s exempt function. Common examples include engaging in unreasonable business activities with members or paying
unreasonable compensation to management.
Even with the prohibition against private
inurement, a club may want to adopt a
written conflict-of-interest policy. An excellent discussion of such policies for not-forprofit organizations is in How To Manage
Conflicts of Interest; A Guide for Nonprofit
Boards, by Daniel L. Kurtz (National
Center for Nonprofit Boards, 1995).
Prohibition of loans. Once again, this is
a case of SOA catching up to not-for-profit law. SOA prohibits extending personal
loans to officers or directors of publicly
traded companies. This is sound policy and
is advisable for all tax-exempt organizations. New York State Not-for-Profit
Corporation Law (NPCL) section 716 provides, in part, that “[n]o loans … shall be
made by a [not-for-profit] corporation to
its directors or officers.”
Audit partner rotation. A tremendous
amount of misinformation about this provision exists. SOA does not require or promote audit firm rotation. For publicly traded companies, SOA limits the involvement
of the lead audit partner to five years.
Considering that the volunteer officers and
directors of a social club are routinely
changing, it may be imprudent for the lead
auditor to change every five years as
well. Such organizations benefit from the
consistent advice of a qualified professional. Audit partner rotation does not
appear to serve the public interest and
creates additional costs with no corresponding benefit.
Separate audit and consulting providers.
SOA prohibits auditors of publicly traded
companies from providing certain other
services, including bookkeeping, financial
systems design and implementation, internal
audit outsourcing services, and legal services.
Not-for-profit organizations, including social
clubs, would be wise to use auditing firms
that have adopted such policies.
MARCH 2005 / THE CPA JOURNAL

Limited Applicability
Whistleblower protection. Two sections
of SOA provide what is commonly referred
to as whistleblower protection. One section
provides protection to all organizations; the
other section provides protection only to
public companies. The provision that applies
to all organizations, including social clubs,
makes it a crime when someone “knowingly, with the intent to retaliate, takes action
harmful to any person … for providing to
a law enforcement officer any truthful information relating to the commission of any
Federal offense.” Not-for-profit organizations should establish a confidential procedure to receive and act on complaints concerning illegal or improper conduct.
Record retention. Two sections of
SOA involving the destruction of, or tampering with, records in connection with a
matter subject to a federal investigation or
official proceeding, apply to all organizations. One section makes it a crime when
someone “knowingly alters, destroys, mutilates, conceals, covers up, falsifies or makes
a false entry in any record, document or
tangible object with the intent to impede,
obstruct, or influence the investigation or
proper administration of any matter within
the jurisdiction of any [U.S.] department or
agency.” The other section makes it a crime
when someone “corruptly—(1) alters,
destroys, mutilates, or conceals a record,
document, or other object…with the intent
to impair the object’s integrity or availability
for use in an official proceeding; or (2) otherwise obstructs, influences, or impedes
an official proceeding.” An appropriate
record-retention policy must be established.
Senate Finance Committee. On June
22, 2004, prior to Senate Finance
Committee hearings on a range of issues
relating to the governance of exempt organizations, the committee staff released a
discussion draft containing proposed
reforms to the federal law of exempt organizations, still a work in progress. Some
states’ attorneys general and legislators
have proposed legislation to strengthen
governance of not-for-profits. The committee draft discusses the following:
■ A five-year review of the IRS’s recognition of an organization’s tax-exempt status;
■ Improvement in the quality and scope
of the IRS Form 990, Return of

Organizations Exempt from Income Tax;
■ A declaration by the CEO that such
officer has put in place processes and
procedures to ensure that the organization’s
Form 990 complies with the IRC;
■ Increased penalties for failure to file
complete accurate and timely Form 990s;
■ The attachment of an auditor’s report
to the Form 990;
■ Auditor rotation;
■ Enhanced disclosure of insider transactions;
■ Strong governance practices; and
■ Limitations on board size.

Strong Effective Governance
The IRS should be commended for its
work to ensure that exempt organizations,
including social clubs, are acting in a manner consistent with their exempt purposes.
Form 990 provides information annually that
assists the IRS in determining compliance
with the tax laws governing exempt organizations, as well as determining qualification
for tax-exempt status. Before the Senate
Finance Committee issued its draft, the IRS
was already working to improve the Form
990 to provide better disclosure. The idea of
encouraging strong corporate governance is
also welcomed, and a conflict-of-interest policy is a sound idea. The Senate Finance
Committee’s suggestion that audit firms be
retained for only five years may harm exempt
organizations, including social clubs, because
of increased start-up costs and the loss of
institutional knowledge obtained through successive audits; it should be remembered that
Congress did not adopt audit firm rotation for
public companies as part of SOA.
At this point, it should be emphasized that
SOA focuses on investor protection. Many
provisions simply cannot be modified to apply
to not-for-profit organizations, but certain provisions can be modified so as to strengthen
the governance of exempt organizations,
including social clubs. This is a good thing.
Strong, effective corporate governance in the
not-for-profit community is essential, and
SOA is one of many sources to consider. ❑
James J. Reilly, CPA, JD, is a partner
with Condon O’Meara McGinty &
Donnelly LLP, New York, N.Y.
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Q
A

I heard that the club’s tax-exemption is at risk because
it permits nonmember events (such as a wedding or golf
outing) to be held at the club. Why didn’t your firm tell us?

The club’s tax-exemption is not at risk provided
that the club acted within the applicable federal
tax law. For this answer, we refer to S. Rept.
No. 94-1318 (1976), 1976–2 C.B. 597, which provides that
“[s]ocial clubs are permitted to receive up to 35 percent of
their gross receipts from nonmembers and investment income
provided that not more than 15 percent of the gross receipts
may be derived from the use of club facilities or services by
nonmembers of the club.”
Simply stated, we disagree that a club, which makes its
social and recreational facilities available to nonmembers, is
necessarily jeopardizing its tax-exempt status. Our view,
which is consistent with the federal tax law, is that, if the
club’s revenues exceed the 15/35 percent safe harbor amounts
with respect to its nonmember revenue (as defined), the club’s
tax-exempt status may be at risk. If the club exceeds the
15/35 percent safe harbor amounts, then a facts and circumstance analysis is applied to determine if substantially all of
the club’s activities are related to its exempt purpose.

Q
A

Will advertising for nonmember use of the club’s
facilities result in the club losing its tax-exempt
status? Our website has a banquet section!

The rules with respect to club advertising are
often misunderstood, in large part, because the
oft-cited treasury regulation has not been revised
to incorporate changes that have occurred to the federal tax
law, including among others, PL 94-568 (see generally, S.
Rept. No. 94-1318 (1976)). Treas. Reg. 1.501(c)(7)–1(b)
provides, in part, that solicitation by advertisement or otherwise for public patronage of its facilities is prima facie evidence that the club is engaging in business and is not being
operated exclusively for pleasure, recreation or social purposes. In considering the regulatory language with respect
to advertising, it should be noted that, because of PL 94-568,
the present statutory language for exemption only requires
that a club be operated substantially, and not exclusively,
for pleasure, recreation or social purposes, and such change
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should be considered with respect to the application of Treas.
Reg. 1.501(c)(7)–1(b)). Furthermore, advertising is not per se
prohibited by Treas. Reg. 1.501(c)(7)–1(b)).
The club may want to consider the following:
■

Remove the banquet page;

■

Move the banquet page to the members only section of the
website, if available; or

■

If removal or movement of the banquet page is not practical,
it may be prudent to note “The Privileges of Membership” on
the banquet page; therefore, the website reader is on notice
that the banquet facilities are for members only.

… we are not proponents of advertising
for other reasons and would be concerned
if the club’s unrelated business income
was in the upper third of the safe-harbor
amount. As we have repeatedly advised
our clients ... “Proceed with Caution.”
If the club’s unrelated business income is more than 15 percent, advertising is problematic; but, if the club’s unrelated
business income is less than the aforementioned 15 percent
safe-harbor, advertising does not, on its face, seem problematic
under the federal tax law. That being said, we are not proponents of advertising for other reasons and would be concerned
if the club’s unrelated business income was in the upper third
of the safe-harbor amount. As we have repeatedly advised our
clients with respect to advertising, “Proceed with Caution.”

Editor’s Note: While advertising and its impact on tax-exempt status
are discussed in the article, clubs should also look at the requirements
to maintain private status, too.
James J. Reilly, CPA, JD, is a partner in the accounting firm of Condon O’Meara McGinty & Donnelly, LLP,
which provides consulting, auditing and tax services
to more than 325 private social clubs in 14 states.
He can be reached at jreilly@comdcpa.com.
Learn more at www.comdcpa.com.
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NATURAL DISASTER, TAX DISASTER?
Tax implications of a destroyed property insurance settlement for both
By James J. Reilly, CPA, JD
taxable and tax-exempt clubs

A

lthough the formation of hurricanes is possible throughout the
entire year, the U.S. Atlantic hurricane season begins in June and ends
in November. Few natural disasters
contain the destructive force of a hurricane, which can have sustained winds
in excess of 150 miles per hour. Tornadoes can also occur at any time in
the United States, but tornado season
in the Midwest and surrounding areas
generally occurs from April through
July. Violent tornadoes can have winds
in excess of 200 miles per hour.
Although winds from strong
tornadoes may exceed the winds from
strong hurricanes, hurricanes generally cause much more damage because
the destructive core in hurricanes can
be many miles wide. In addition, hurricanes are long in duration and cause
damage from powerful winds, storm
surges and flooding due to rainfall.
Tornadoes, in contrast, are generally a few hundred yards in diameter,
short in duration and typically cause
damage from heavy rain, large hail
and powerful winds. Hurricanes and
tornadoes take a terrible toll on the affected communities, and as evidenced
by news reports, it is not uncommon
for a hurricane or a tornado to destroy
club property:
• Pensacola Country Club: First
clubhouse was destroyed in the
Hurricane of 1906, which had
winds of 105 mph;
• Hibiscus Golf Club: Hurricane
Andrew resulted in more than 500
fallen trees, damage to irrigation
control boxes and 10,000 feet of
water lines (1992);
• Mountain Lake Golf Club: In
excess of 2,000 trees were “uproot-

ed, destroyed or damaged beyond
recovery” during Hurricane Charley
(2004);
• Lakewood Golf & Country Club:
Heavy damage to the golf course
and clubhouse due to Hurricane
Katrina (2005);
• Hamilton Farm Golf Club: Lost
power and 150 trees were downed
or damaged in Hurricane Sandy
(2012); and
• Lake Panorama National: Fifty
mature trees were uprooted or sustained significant damage in tornado
(2014).

James J. Reilly, CPA, JD (JReilly@comdcpa.com) is a partner with Condon O’Meara McGinty & Donnelly LLP based in New York, N.Y.
Reprinted with permission from the Summer 2015, Volume 30 Number 3 issue of The Bottomline, the journal of Hospitality Financial and Technology
Professionals (HFTP). Learn more at www.hftp.org.
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Fortunate Clubs
Fortunate clubs, those clubs whose
officers and directors had the foresight and financial ability to insure the
club’s property, may receive insurance proceeds in connection with the
destruction of club property. Are such
proceeds taxable?
It is not unusual for an officer or
director of a club to contact the club’s
tax advisor regarding the receipt of
insurance proceeds in connection with
hurricane or tornado damage to the
clubhouse or golf course. A club’s
management is often comprised, in
part, by volunteer officers and directors who are experienced tax accountants and attorneys or who have access
to such persons at their respective
accounting or law firms. When such
persons approach the club’s tax advisor, it is not uncommon for them to
have already considered the issue of
the taxability of insurance proceeds
under Internal Revenue Code (“IRC”)
§ 1033, which is not an unusual statutory provision to contemplate, especially with respect to taxable clubs, but
not necessarily for tax-exempt clubs.

Taxable Clubs
The receipt of insurance proceeds by
a club is, as a general matter, a taxable event. In the case of insurance
proceeds received in connection with
the destruction of property, the taxable
income is not the amount of the insurance proceeds, but the taxable amount
is the excess of the insurance proceeds
over the tax basis of the property destroyed. Simply stated, a taxable gain
may result when an insurance settlement is greater than the destroyed
property’s cost basis.
IRC § 1033(a)(2) provides, in
part, that if property (as a result of
its destruction in whole or in part) is
compulsorily or involuntarily converted into money or into property not
similar or related in service or use to
the converted property, gain (if any)
shall be recognized, except as provided. Emphasis added.

With respect to insurance proceeds,
the goal of a club’s management, as
a general matter, is to avoid having
the club taxed on insurance proceeds
used to restore the club’s property to
pre-natural disaster condition. Yet, in
attempting to accomplish such goal,
club management has to wrestle with
the inherent limitations contained in
IRC § 1033 with respect to replacement property and reinvestment period. If certain criteria is met, the club
may be relieved from recognition of
taxation with respect to such gain.
IRC § 1033(a)(2)(A) provides that
if the taxpayer, during the period specified, for the purpose of replacing the
property so converted, purchases other
property similar or related in service
or use to the property so converted, at
the election of the taxpayer, the gain
shall be recognized only to the extent
that the amount realized upon such
conversion exceeds the cost of such
other property. Such election shall be
made at such time and in such manner
as the Secretary may by regulations
prescribe. Emphasis added.
The non-recognition of gain
provisions inherent in IRC § 1033 are
long-standing. In Revenue Ruling 55517, a corporation suffered extensive
damage to its property as a result of
the Hurricane of 1954, and the amount
of insurance payments it collected for
damages exceeded the basis of the
property damaged. The corporation
elected to use the insurance proceeds
to replace the damaged property. Pursuant to such election, the corporation
acquired a parcel of land and entered
into a contract with a contractor to
build a structure similar in service and
use to the property destroyed. The cost
of the new construction exceeded the
insurance proceeds received from the
involuntary conversion.
The ruling acknowledged that the
non-recognition of gain provisions of
IRC § 1033, as they relate to involuntary conversions of property, provide,
in effect, that where property is compulsorily or involuntarily converted
and the taxpayer, during the replace-

ment period specified, purchases other
property similar or related in service
or use to the property so converted, at
the election of the taxpayer, the gain
shall be recognized only to the extent
that the amount realized from such
conversion exceeds the cost of the
replacement property.

Replacement Period
Club management should be mindful that the replacement period with
respect to reliance on IRC § 1033 is
limited. IRC § 1033(a)(2)(B) provides,
in part, that the replacement period
shall be the period beginning with the
date of the disposition of the converted
property and ending:
• Two years after the close of the
first taxable year in which any part
of the gain upon the conversion is
realized, or
• Subject to such terms and conditions as may be specified by the
Secretary.

Similar or Related Use
In the case where property is converted into money (insurance proceeds),
a club may elect not to recognize gain
by a timely replacement of the converted property with, as a general matter, property that is similar or related
in service or use.
The similar or related use statutory requirement with respect to
the involuntary conversion of property (property that is completely or
partially destroyed, for example, by
natural disaster, including hurricanes
and tornadoes) may be a challenge to
comply with because neither the IRC
or the treasury regulations promulgated thereunder define “similar or
related in service or use,” but case law
and IRS rulings provide club management with some guidance. Generally
speaking, similar or related in service
or use requires:
• The reinvestment must be made
in substantially similar business
property;
• The reinvestment must be a reasonably similar continuation of the
prior commitment of capital and
not a departure from it;
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• The replacement property need
not exactly duplicate the converted
property but the character of the
investment is not permitted to be
changed; and
• The transaction permits a club,
whose enjoyment of its property is
interrupted without its consent, to
arrange to have that interruption ignored for tax purposes by returning
as closely as possible to the club’s
original position.
The following IRS rulings and/or
cases should be considered in contemplating “similar in use” property:
• Improved property immediately
converted into a parking lot replacing a parking lot. The purchased
property is suitable for the use for
which the converted property was
employed. (Rev. Rul. 58-245).
• Improved property where the improvements had no value replacing
unimproved land. In this case, it
was noted that the improvements,
consisting of shoddy structures,
had a negative value because they
reduced the value of the land.
(William A. Scheuber TC Memo
1966-107, rev’d on another issue,
371 F.2d 996 (1967))
• Two buildings used for a particular
purpose replaced with one building
used for the same purpose. (Cotton
Concentration Co. v. Commissioner, 4 B.T.A. 121 (1926))
• Land requiring clearing before
use as a building site replacing a
cleared building site. (Gaynor News
Co., Inc. v. Commissioner, 22 T.C.
1172 (1954))
• Replacing the equipment of a land
based fish processing plant with
the equipment on a fish processing
vessel qualified under the similar
or related use rule because the
physical characteristics and end
use of the equipment purchased are
identical to those of the equipment
destroyed. (Rev. Rul. 77-192)
The following IRS rulings, treasury
regulations and/or cases should be
considered in contemplating “not similar in use” property:

Applying IRC § 1033
Example A

A clubhouse having an adjusted basis of $3,000,000 was destroyed
by a hurricane. The insurance proceeds were $3,700,000. The taxable
club purchased a new clubhouse for $4,000,000 within the time period
provided by IRC § 1033. No gain should be recognized, and the basis of
the new clubhouse should be computed as follows:
Insurance proceeds........................................... $3,700,000
Adjusted basis of destroyed clubhouse........... 3,000,000
Actual gain............................................................ $ 700,000
Recognized gain................................................................. 0
Gain not recognized............................................. $ 700,000
Cost of new clubhouse........................................ 4,000,000
Less: Gain not recognized...................................... 700,000
Basis of new clubhouse................................... $ 3,300,000

Example B

A clubhouse having an adjusted basis of $3,000,000 was destroyed by a
hurricane. The insurance proceeds were $3,700,000. The taxable club
purchased unimproved land (not subject to a construction contract) for
$4,000,000 to be used to extend its golf course within the time period
provided by IRC § 1033. In Bratton v. Rountree, the court faced what it
categorized as a unique situation in that the converted property was a
building and the replacement property was unimproved realty. In Bratton,
it was noted that the fact that these are different kinds of properties
would seem to be a clear indication that IRC § 1033(a)(2)(A) does not
apply. Assuming that Bratton would be applicable in this case, the
$700,000 gain would likely be recognized:
Insurance proceeds......................................... $ 3,700,000
Adjusted basis of destroyed clubhouse........... 3,000,000
Gain recognized................................................... $ 700,000
Basis of new land.............................................. $4,000,000

• Unimproved real estate replaced
with improved real estate does not
qualify under the similar or related
use rule. (Treas. Reg. § 1.1033(a)2(c)(9)(i))
• Replacing a bowling alley, including a lounge area and a bar, with a
billiard center, including a lounge
area and a bar, did not qualify under the similar or related-use rule.
(Rev. Rul. 76-319)
• Replacing a destroyed building
with unimproved real estate (with
no verifiable intent to construct a
building) did not qualify under the
similar or related use rule. (Bratton
v. Rountree, 37 AFTR 2d 76-762)

• Replacing a land based fish processing plant and general store
with a fish processing vessel and a
general store did not qualify under
the similar or related-use rule. (Rev.
Rul. 77-192)

Federally Declared Disasters of
Property
As a general matter, if a club replaced property that was involuntarily
converted with property that was not
similar or related in service, the club
would recognized gain. If a hurricane
or tornado overwhelmed a community
and the U.S. President declared such
community a disaster area, the tan-
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similar or related in service or use to
the converted property so converted.
Emphasis added.

Tax-exempt Clubs
Example C

A tax-exempt club had a clubhouse with an adjusted basis of $3,000,000
that was destroyed by a hurricane. The insurance proceeds were
$3,700,000. The club purchased a new clubhouse for $4,000,000. No gain
should be recognized, and the basis of the new clubhouse should be
computed as follows:
Insurance proceeds......................................... $ 3,700,000
Adjusted basis of destroyed clubhouse........... 3,000,000
Actual gain............................................................ $ 700,000
Recognized gain................................................................. 0
Gain not recognized............................................ $ 700,000
Cost of new clubhouse........................................ 4,000,000
Less: Gain not recognized..................................... 700,000
Basis of new clubhouse.................................. $ 3,300,000
In this case, the result under IRC § 1033 (see Example A) with respect to
a taxable club is similar to the result under IRC § 512(a)(3)(D) for a taxexempt club.

Example D

A tax-exempt club had a clubhouse with an adjusted basis of $3,000,000
that was destroyed by a hurricane. The insurance proceeds were
$3,700,000. The tax-exempt club purchased unimproved land to be used
to extend its golf course for member use for $4,000,000. In GCM 39397, it
was noted that in connection with the non-recognition of gain rules set
forth in IRC § 512(a)(3)(D), the replacement property need not be similar
in nature, or in use, to the old property. The only requirement in the
statute is that the property purchased by the club must be used directly
in the performance of the club’s exempt function.
Insurance proceeds.......................................... $ 3,700,000
Adjusted basis of destroyed clubhouse........... 3,000,000
Actual gain............................................................. $ 700,000
Recognized gain................................................................. 0
Gain not recognized............................................. $ 700,000
Cost of golf course improvements..................... 4,000,000
Less: Gain not recognized...................................... 700,000
Basis of new land.............................................. $ 3,300,000
The result under IRC § 1033 (see Example B) with respect to a taxable
club is very different to the result, in this case, under IRC § 512(a)(3)(D)
for a tax-exempt club.

gible replacement property acquired,
and held for productive use in a business by the club, would be treated as
similar or related in service or use.
IRC § 1033(h)(2) provides that if
property held for productive use in a

trade or business or for investment
located in a disaster area and is compulsorily or involuntarily converted
as a result of a federally declared
disaster, then tangible property held
for productive use in a trade or
business shall be treated as property

The legislative history of IRC §
1033(h)(2) advises that this provision
provides relief to businesses by allowing them to reinvest their funds in any
tangible business property without
being forced to recognized gain. The
treatment afforded by IRC § 1033(h)
(2) is beneficial because it relaxes
the similar or related in service or
use standard and broadens the scope
of replacement property available to
be acquired to replace the destroyed
property. If a club receives insurance
proceeds because of the destruction
caused by a hurricane, tornado or other disaster, club management should
investigate, along with the club’s tax
adviser, to determine if the club is
in an area covered by a presidential
declaration of federal disaster.

Tax-exempt Clubs
As previously noted, it is not unusual
for an officer or director of a club
to contact its tax advisor regarding
the receipt of insurance proceeds in
connection with hurricane or tornado damage to the clubhouse or
golf course to discuss an IRC § 1033
analysis. Is that the preferable approach for a tax-exempt club?
Tax-exempt clubs are, as a general
matter, not subject to the payment of
income taxes because IRC § 501(c)
(7) provides for the exemption from
federal income tax of clubs organized
and operated exclusively for pleasure,
recreation, and other non-profitable
purposes. The tax exemption for social
clubs was designed to allow individuals
to join together to provide themselves
with social or recreational activities
and facilities without tax consequences,
and social clubs are exempted from
tax not as a means of conferring tax
advantages, but as a means of ensuring that the members are not subject to
tax disadvantages as a consequence of
their decision to pool their resources for
the purchase of social or recreational
services (Portland Golf Club v. Commissioner, 110 S. Ct. 2780 (1990)).

Club Accounting
Consistent therewith, tax-exempt
social clubs are not taxed on their
member income. Member income,
which is also known as exempt function income, includes dues, fees,
charges or similar amounts paid by
members of the social club as consideration for providing members
and their dependents and guests with
goods, facilities or services in furtherance of the exempt purpose of the
social club.
The unrelated business taxable
income (UBTI) provision for taxexempt clubs is more broadly drafted
than the UBTI provisions applicable
to many other exempt organizations.
With limited exceptions, non-member
revenues received by tax-exempt clubs
are subject to the UBTI.
IRC § 512(a)(3) — with respect to
tax-exempt clubs, the term “unrelated
business taxable income” means the
gross income (excluding any exempt function income), less allowed
deductions which are directly connected with the production of the gross
income (excluding exempt function
income), computed with permitted
modifications.
What if a tax-exempt club receives
insurance proceeds because of damage
to the club from an insurance company? A complicating factor for a taxexempt club that receives insurance
proceeds because of the destruction of
the club’s property is that insurance
payments are sourced to nonmembers.
Based on the preceding discussion, it
seems clear that insurance proceeds
are not exempt function income. Are
the insurance proceeds taxable to the
tax-exempt club?
The first impression with respect
to a tax-exempt club that receives
revenues from a nonmember, an insurance company, in connection with the
destruction of its exempt use property
is that such revenues would be subject
to the UBTI. That being said, it seems
that Congress anticipated this type of
occurrence and provided a mechanism
to defer UBTI in such case.

IRC §512(a)(3)(D) states that if
property used directly in the performance of the exempt function of
tax-exempt club is sold, and within a
period beginning one year before the
date of such sale, and ending three
years after such date, other property
is purchased and used by such club
directly in the performance of its
exempt function, gain (if any) from
such sale shall be recognized only to
the extent that such club’s sales price
of the old property exceeds the club’s
cost of purchasing the other property.
For purposes of this provision, the
destruction in whole, or in part, of
property shall be treated as the sale of
such property. Emphasis Added.
A simple example of the IRC
§ 512(a)(3)(D) non-recognition of
gain provision is set forth in Internal
Revenue Manual 7.27.7.4.: A social
club sells its clubhouse. The gain on
the sale will not be taxed if the entire
proceeds are reinvested in a new
clubhouse within three years. (S. Rep.
No. 91–552, 91st Cong., 1st Sess. 72
(1969), 1969–3 C.B. 470.)
IRC § 512(a)(3)(D) does not
specify the type of other property that
must be purchased in order for a club
to avoid paying taxes when it receives
insurance proceeds because of the destruction of its property. Furthermore,
the treasury regulations do not address
the matter. Yet, it seems reasonable,
based on the plain language of IRC §
512(a)(3)(D), to conclude that the only
statutory requirement is that some other property must be purchased by the
club and used directly in the performance of the club’s exempt function,
but it is always comforting if there is
precedential guidance available. Fortunately, there is such guidance:
• In Atlanta Athletic Club v. Commissioner, 980 F.2d 1409 (11th
Cir. 1993), the club realized a gain
from the sale of land that was used
by its members for pleasure and
recreation: running, jogging and
other club activities. The proceeds
from the sale of land were used for
the construction of a tennis center
and renovation of a clubhouse, both

of which were used for the pleasure
and recreation of club members.
• In Tamarisk Country Club v. Commissioner, 84 T.C. 756 (1985), the
Tax Court held that IRC § 512(a)(3)
(D) does not require the purchase
of property that is similar in kind or
use to the property sold.
Furthermore, in the event that there
are no final or temporary regulations
in place to address a particular issue, it
is not unusual for the Internal Revenue
Service’s Office of General Counsel to
look to proposed regulations in determining its position on an issue. In General Counsel Memorandum (“GCM”)
39397, August 13, 1985, the Internal
Revenue Service (“IRS”) Exempt Organizations Technical Division referred
to Proposed Treasury Regulations
§ 1.512(a)-3(e) (withdrawn) which
advised that “[t]he other property
need not be similar in nature or in use
to the old property.” In GCM 39397,
it was noted that the statute is broad
and requires only that other property
be purchased and used directly in the
performance of the exempt function.
Tax-exempt clubs are generally
more fortunate than taxable clubs
because of the availability of a longer
reinvestment period (four years) and
greater latitude with respect to the
scope of reinvestment property.

Further Consultation
The consequences to taxable clubs of
using insurance proceeds to acquire
property that is not similar or related
in service to the destroyed property
may result in significant income tax
liabilities for such clubs. Similarly, the
consequences of improper reliance on
the non-recognition of gain provision
available to tax-exempt clubs may also
result in significant income tax liabilities. You would be well served to consider the information contained herein,
but also because of the complexities of
the tax rules associated with the receipt
of insurance proceeds in connection
with natural or other disasters, it is
imperative that clubs consult with their
tax professionals in a timely manner. ■

TO ADVERTISE OR NOT TO ADVERTISE
That is the Question
Can a tax-exempt social club advertise to the general public for non-member
or public participation in club activities, provided that non-member
income does not exceed the 15/35 percent limitations?
By James J. Reilly, CPA, JD

o advertise or not to advertise? That is the question that
tax-exempt socials clubs have
been asking themselves lately.
There has been some discussion recently regarding advertising
by tax-exempt clubs for public
patronage or participation in club
activities by non-members. Such
discussion was likely generated by
an Information Letter that was issued by the IRS (Internal Revenue
Service). The information letter
request asked if a tax-exempt social
club could advertise to the general
public for non-member or public
participation in club activities,
provided that non-member income
did not exceed the 15/35 percent
limitations. Tax-exempt social
clubs are permitted to receive up
to 35 percent of their gross receipts from
non-members and investment income,
provided that no more than 15 percent of
the gross receipts may be derived from the
use of club facilities or services by nonmembers of the club. The 15/35 percent
limitations were established in Senate
Report No. 94-1318 (1976).
Information letters are issued by the
IRS in connection with well-established
interpretations or principles of tax law.
Not surprisingly, because the Information
Letter calls attention to well-established
interpretations or principles of tax law,
certain IRS revenue rulings and a court
case regarding advertising by private clubs
were noted in the Information Letter. The
Information Letter is advisory only and
has no binding effect on the IRS.

T

As stated in the Information Letter,
Rev. Rul. 65-63 provides that “solicitation of public patronage of activities,
by advertising or otherwise, is prima
facie evidence that the club is engaged
in business and is not being operated
exclusively for pleasure, social or recreational purposes.” The language quoted
in the preceding sentence is similar to the
language contained in Treasury Regulation
1.501(c)(7)-1(b) (see Section IX of The
Little Club Book). In evaluating Treasury
Regulation 1.501(c)(7)-1(b), it should be
noted that such regulatory provision was
not amended in response to P.L. 94-568
(1976), which amended Section 501(c)(7)
of the Internal Revenue Code to provide
that tax-exempt social clubs could receive
an insubstantial portion of their revenue

from outside their membership. Even
though this is noteworthy, it should be
understood that the IRS has noted this
treasury regulation in rulings subsequent to the enactment of P.L. 94-568.
Since 1976, the Treasury Department has had an opportunity to modify
Treasury Regulation 1.501(c)(7)-1(b),
but it has not. The IRS remains vigilant
in attempting to ascertain whether or
not tax-exempt social clubs advertise
or solicit non-member use of their
facilities. In the Internal Revenue
Service Manual, the IRS sets forth
its examination guidelines, and in the
examination guidelines for social and
recreational clubs (4.76.16.6.1.1 (0401-2003)), IRS agents are advised to
“[a]nalyze disbursements for advertising to ascertain if public patronage has
been solicited.” The manual goes on to
advise IRS agents to “[t]our the facilities
noting any signs placed on club property
inviting the general public to patronize its
facilities or functions.” While this section
of the manual doesn’t address the issue
of web sites, it is likely that the IRS agent
will also review the social club’s web site
to identify any advertisement issue.
Based on its examination guidelines, the
IRS has a continuing interest in determining whether or not a tax-exempt social
club is advertising for non-member use
of its facilities. Furthermore, based on the
portion of the revenue ruling quoted by
the IRS in the Information Letter, it is not
unreasonable to conclude that, if a private
social club is advertising for the public use
of its facilities, it is prima facie evidence
that the club is engaged in business. One

James J. Reilly, CPA, JD, is a partner with Condon O’Meara McGinty & Donnelly LLP, a certified public accounting firm that provides tax and auditing services to
over 200 clubs in the Northeast. He practices in the area of not-for-profit organizations, and is the author of The Little Club Book.
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Should You, or Shouldn’t You?
Three Different Advertising Scenarios
Example 1

ably a duck. Explain to us why the club
is not in the business of hosting weddings
for the public. In light of Rev. Rul. 65-63,
it is the club’s burden to rebut the prima
facie evidence that the club is engaged in
business. The club’s tax-exemption may be
called into question.

A tax-exempt country club advertises for
public use of the club for weddings. The
club’s revenue from non-members is only
12 percent of its gross receipts, including

the receipts from such weddings. It is below the aforementioned 15 percent limitation. There is a catering hall down the
road that also advertises for weddings. In
fact, the advertising expenses for both the
country club and the catering hall are exactly the same. The club and catering hall
both advertise in the same periodicals.
What would the IRS do? Would it simply
say, well, the revenues from non-members
are less than the 15 percent safe-harbor,
so no problem.
Possibly, but remember that the IRS had
an opportunity to make such a decisive
statement in the Information Letter, but it
didn’t. What if the IRS said, look, the club
advertises as much as the for-profit catering hall down the road. The catering hall
is in the business of hosting weddings for
members of the public. The club seems to
be in the same business. If it looks like a
duck and quacks like duck, then it’s prob-

definition of prima facie evidence is
“evidence which is sufficient to establish
the fact, unless rebutted.” From a federal
tax perspective (see Rev. Rul. 65-63 and
Treasury Regulation 1.501(c)(7)-1(b)), a
social club has to decide whether or not
it wants to be in a position where it has to
rebut prima facie evidence that it is engaging in business because it is advertising
for non-member use of its facilities.
The author of the Information Letter
request asked a rather straightforward
question. “Can a 501(c)(7) tax-exempt organization ‘advertise’ to the general public
for public patronage or participation in
club activities by nonmembers, as long as
the nonmember income does not exceed
the 15/35 percent limitations?” The IRS
could have simply said yes, but it didn’t.
The IRS advised that “the 15/35 percent
rule is a reaffirmation of the principle that
nonmember use should be insubstantial
and that the club would be obligated to
keep exact records of use of its facilities
and make appropriate allocations,” but
the IRS concluded that “we believe the
form and nature of the advertising and the
nature of the social club and its activities
and operations must all be considered.”

So, it seems that the IRS is interested in
other than a perfunctory review of the
15/35 percent limitation when considering
advertising issues.
So, how would the IRS react if, on
examination, it discovered that the social
club was engaged in advertising for public
use of its facilities? It is prudent to take
the IRS at its word; it would consider “the
form and nature of the advertising and the
nature of the social club and its activities
and operations.”
Setting aside federal tax issues, if a
social club is contemplating whether to advertise for non-member business use of its
facilities, we would strongly recommend
that, prior to the commencement of such
advertising, club management consult with
its legal counsel regarding any potential
“public accommodation” issues. A public
accommodation is generally an establishment that provides goods or services to the
general public, and in certain jurisdictions,
it is against the law for a public accommodation to withhold or refuse to provide
those goods or services. In a recent case in
a jurisdiction in which we practice, it was
argued that a club was a place of public
accommodation because the club adver-

tised for non-member use of its facilities.
With respect to a private tax-exempt club
advertising for public patronage of its facilities, our advice is no different than our
advice before the issuance of the Information Letter: Proceed With Caution.

A tax-exempt social club advertised for
public participation in two club events.
Revenue from non-members was 22.9
percent of its gross receipts. In such case,
the exemption of the tax-exempt social
club was revoked. If a tax-exempt social
club advertises for public use of its facilities and has revenue from non-members
exceeding the aforementioned 15 percent
safe-harbor, and cannot show through
a facts and circumstances analysis that
“substantially all” of its activities are for
“pleasure, recreation and other nonprofitable purposes,” then the club’s tax-exempt
status is at risk.

Example 2

Example 3
A tax-exempt country club advertises for
public use of its club, and the club’s revenue from non-members is 6 percent of its
total revenues. The club is not in competition with any local catering halls, and its
advertising expenses are quite limited. In
this case, it should be remembered that the
Information Letter, consistent with existing law, did not state that advertising is
impermissible. From purely a federal tax
perspective, such advertising may not be
problematic if the club has no reservations
asserting compliance with Rev. Rul. 65-63.
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