
non-profit status: 

WHEN 
is IT 

A DRAWBACK ? 

This third article in a 
series, which explores the 
impact that a change in 
the tax-exempt status 
would have on a club, 
studies the financial point 
at which a club may con-
sider dropping its 
exempt status 

by JACK JANETATOS IEGAI COUNSEL. NATIONAL ClUB ASSN. 

P r i v a t e clubs pay out a large 
amount of money to meet various 
kinds of t axes . Real e s t a t e taxes 
levied by s t a t e and local govern -
m e n t s p r o b a b l y a r e t h e b i g g e s t ; 
payroll taxes and retail sales taxes 
c o n t i n u a l l y d r a i n m o n e y a w a y 
f rom clubs and their m e m b e r s and 
impose administrat ive burdens on 
clubs. The Federal income tax is 
the smallest paid by a club (for most, 
no s u b s t a n t i a l a m o u n t of t a x is 
ever paid), yet the complexi ty im-
posed u p o n the m a n a g e m e n t of 
clubs by this tax exceeds all the oth-
ers put together . 

The member-owned club usually 
is o r g a n i z e d as a n o n - p r o f i t cor-
p o r a t i o n a n d is g o v e r n e d by a 
board and a set of off icers chosen 
by and f r o m among the members . 
This type of club is the most numer-
ous in t h e i n d u s t r y , c o m p r i s i n g 
roughly 95 per cent of the member -
ship of the N a t i o n a l C l u b Assn. 
T h e m a j o r i t y of t h e s e c l u b s a re 
e x e m p t e d f r o m F e d e r a l i n c o m e 
taxes by law. 

E A R L Y I N F O R M A L I T Y 

From the beginning of the passage 
of the Fede ra l income t ax in the 
early part of this century, golf clubs 
have enjoyed this exempt ion , first 
founded in an informal policy set by 
t he I n t e r n a l R e v e n u e S e r v i c e , 
which permit ted clubs simply to ig-
nore the new law. It grew quickly in 
i m p o r t a n c e , h o w e v e r , a n d by 
1916, it b e c a m e n e c e s s a r y fo r 

Congress to formalize the exemp-
t ion . They did th i s by including 
golf c lubs in the list of types of 
e x e m p t o r g a n i z a t i o n s . T h a t list 
n o w c o n t a i n s 18 s e p a r a t e c a t e -
gories describing about 35 types of 
exempt organizat ions. 

T h e s t a t u t o r y e x e m p t i o n f o r 
clubs is simply phrased to include 
"c lubs organized and operated ex-
clusively for p l easu re , r ec rea t ion 
and other non-prof i table purposes, 
no par t of the net earnings of which 
inures to the benefit of any private 
s h a r e h o l d e r . " Th i s seeming s im-
plicity was expanded over the years 
by the IRS , which has issued about 
45 published rulings for the guid-
a n c e of c lubs . T h e ensu ing c o m -
plexity of the law has come about 
b e c a u s e t h e I R S h a s s ing l e -
mindedly tried to hold to an abso-
lute min imum the amoun t of non-
m e m b e r p a r t i c i p a t i o n in a c lub ' s 
activities. Its concern is that clubs 
will sell goods and services to non-
m e m b e r s at a profit and that tax-
free profi t will fall naturally into 
the h a n d s of the m e m b e r s in one 
f o r m o r a n o t h e r . U s u a l l y , t h i s 
profi t takes the form of lower mem-
ber dues. This, says the IRS, is " in-
u r e m e n t " of net earn ings and is spe-
cifically prohibited by the statute. 

A b o u t 10 y e a r s a g o , the I R S 
promulga ted the now-famous 5 per 
cen t ru le to con t ro l n o n - m e m b e r 
business. The thrust of the rule is to 
provide a " sa fe h a r b o r " for clubs 
tha t earn 5 per cent or less of their 

total gross receipts f rom non-mem-
bers. Those clubs that do not hold 
down their outside business to this 
safe level risk losing exempt s ta tus , 
if they are found to be "doing busi-
ness with the general public ." Be-
cause no one has been able to f igure 
out the meaning of that phrase, a 
rule of t h u m b developed: If a c lub is 
between 5 and 10 per cent, it keeps 
its exemption if it can demons t r a t e 
that it had some good, non-prof i t 
m o t i v e f o r e x c e e d i n g the g u i d e -
line; if it goes over 10 per cent , it 
loses its exempt ion . 

Pe rhaps , all th is doesn ' t s o u n d 
too complicated, but every year the 
I R S national office in Washing-
ton decides about two dozen cases. 
The clubs involved spend a lot of 
t ime and money on the procedures , 
and the I R S has had to make deci-
sions using vague s tandards . C lub of-
ficials are faced with an unhappy 
s i t u a t i o n : t h e y m u s t d e t e r m i n e 
daily what is or isn't outside busi-
ness and refuse non-member busi-
ness , an u n p l e a s a n t d u t y ; a n d 
m e m b e r s m u s t fill out i r r i t a t ing 
f o r m s whenever they e n t e r t a i n a 
party of more than eight people. 

For the s a m e reason tha t non-
member business is restricted, loss 
of e x e m p t i o n c a n r e su l t f r o m 
ea rn ing t o o m u c h inves tment in-
c o m e . Idle cash in a savings ac-
count and a " r a iny day f u n d " kept in 
bank c e r t i f i c a t e s of depos i t p ro -
duce inves tmen t income. S o d o e s 
a building fund invested in corpo-
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N O N - P R O F I T continued 

r a t e o r G o v e r n m e n t s e c u r i t i e s . 
This passive income c a m e tax free 
to an exempt club, and the I R S had 
to i m p o s e a p r o h i b i t i o n t o p re -
vent " i n u r e m e n t . " How m u c h is 
too m u c h inves tment i ncome and 
wha t e f f e c t d i f f e r i n g c i r c u m -
stances m a y have on the result is 
even vaguer than the rules on out-
side business. 

U N R E L A T E D BUSINESS 

I N C O M E TAXED 

More than 20 years ago, Congress 
i m p o s e d a t a x on t h e u n r e l a t e d 
business i ncome of s o m e e x e m p t 
organizat ions. The classic example 
of the type of abuse needing cor-
rection was the tax exempt univer-
sity that owned a macaron i com-
pany. Clubs were not subject to this 
tax for reasons more historical than 
logical. T h e n Congress passed the 
massive T a x Reform Act of 1969, 
curing this historical accident by 
extending the unrelated business tax 
to include clubs as well as all other 
exempt organizat ions . Unde r this 
new law, all profits on non-member 
business and investment income are 
taxed. 

Before the passage of t h e T a x 
Reform Ac t , profi ts f rom member 
income, n o n - m e m b e r i n c o m e and 
inves tment were not t a x e d . N o w 
that the act is in effect, prof i ts f rom 
m e m b e r i n c o m e r e m a i n t ax f ree , 
but p r o f i t s f r o m n o n - m e m b e r in-
come and inves tmen t i n c o m e are 
taxed. It would seem logical that 
the imposi t ion of the tax would re-
move the requirement for limiting 
n o n - m e m b e r business and invest-
ment income. But this d idn ' t hap-
pen when the act was passed. As an 
i n c i d e n t a l m a t t e r , t h o u g h , C o n -
gress now is cons ide r ing inc reas -
ing the 5 per cent rule to 15 per cent 
and imposing a 10 per cent guide-
line limit on investment income. 

Even before the first d ra f t of the 
1969 act was publ ished as a pro-
posal , C o n g r e s s fo re saw the ob-
v ious l o o p h o l e . A n e x e m p t c l u b 
would set i ts pr ices to p r o d u c e a 
p r o f i t on n o n - m e m b e r b u s i n e s s 
and ant ic ipa te being taxed. Looking 
at the f inancial s ta tement , though, 
the club could see that over-ail it 
was opera t ing at a loss or at best it 
was breaking even. If the club gave 
up its exempt ion , it could t ake its 
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loss on membersh ip o p e r a t i o n s 
f rom its profi ts on non-member 
operat ions, show no taxable income 
and pay no tax. Congress never al-
lowed that loophole to come into 
existence. 

As par t of the T a x Re fo rm Act, a 
p rov i s ion was inc luded to disal-
low d e d u c t i o n s r e l a t e d to m e m -
b e r s h i p a c t i v i t y in e x c e s s of in-
c o m e f r o m m e m b e r s h i p act iv i ty . 
Thus , no mat te r how much loss a 
c lub incurs in membersh ip activ-
ity, the loss cannot be written off 
agains t non-member activity and a 
n o n - e x e m p t c lub r e m a i n s t a x a b l e 
on its non-member prof i t s and its 
i n v e s t m e n t i ncome . T h e result of 
all of this? Par i ty—the exempt club 
is t r e a t e d t h e s a m e a s t he n o n -
e x e m p t c l u b , wi th s o m e d i f f e r -
ences. These di f ferences are worth 
examin ing in deciding how much a 

ment assets, such as securities or 
ren ta l p r o p e r t y . Second , the p ro -
ceeds of the sale must be reinvested 
in property used in the exempt func-
tion within three years. When these 
restrictions are met , and it is usu-
ally not d i f f i cu l t to c o m p l y , the 
capital gain on the sale need not 
be recognized. 

F o r e x a m p l e , s u p p o s e a c l u b , 
which has 100 ac re s of land sur -
r o u n d i n g its g o l f c o u r s e , d e t e r -
mines that holding the land is an in-
tolerable burden. The land is sold 
then in one parcel to a housing de-
veloper with archi tectural restric-
t i o n s e n s u r i n g a p p r o p r i a t e de -
velopment. Assume a cost of $100 
an acre when p u r c h a s e d 20 y e a r s 
ago. The sale price is $5,000 per acre 
to the developer. Below is a com-
parat ive calculat ion of the Federal 
tax impact: 

Taxable club Tax-exempt club 
Proceeds of sale $500,000 $500,000 
Expenses of sale 35,000 35,000 
A m o u n t realized 465,000 465,000 
Basis in land 10,000 10,000 
Ga in realized 455,000 455,000 
Ga in recognized 455,000 -0-
Tax rate .30 .30 
Federal income tax on sale 136,500 -0-
Af t e r tax profit on sale 318,500 455,000 

club 's exempt s ta tus is worth . 
T h e f irst d i f f e r e n c e is t h a t the 

exempt club has a $1,000 specific 
exclusion f rom income. Tha t comes 
off the t op and r e p r e s e n t s a tax 
savings of probably only $220, but 
depending upon the bracket , $480 
a s a m a x i m u m . A s a m a t t e r of 
j udgemen t , one may conclude that 
t h i s d i f f e r e n c e is i n s u b s t a n t i a l 
and will not have any s ign i f ican t 
i m p o r t a n c e in any dec i s ion m a k -
ing process. 

A more s i g n i f i c a n t difference 
is the ability of an exempt club to 
sell property without paying capi-
tal gains tax. A taxab le club is 
an o r d i n a r y c o r p o r a t e t a x p a y e r 
(excep t for the l i m i t a t i o n on de-
d u c t i o n s d i s c u s s e d p r e v i o u s l y ) 
and pays a tax on capi ta l gains at a 
30 per cent ra te . T h e d i f f e r ence , 
then, can be substant ia l . 

The relief f rom the capital gains 
tax for an exempt c lub is somewhat 
nar row. First, it applies only to the 
sale of property used in the exempt 
f u n c t i o n , such as land a n d build-
ings. It does not app ly to invest-

The difference is simple and ap-
p a r e n t . T h e t a x a b l e c l u b p a i d 
$136,500 in taxes; the tax exempt 
club paid nothing. The exempt club 
now has nearly one-half million dol-
lars available, but it is restr icted. 
The money must be put to use with-
in three years. T h e taxable club can 
use i ts m o n e y , n e a r l y o n e - t h i r d 
m i l l i o n d o l l a r s , f o r a n y t h i n g it 
w i s h e s , i n c l u d i n g r e d u c i n g d u e s 
o r a b s o r b i n g a loss f rom o p e r a -
tions. If the exempt club had plans to 
spend $155,000 per year on capi tal 
i m p r o v e m e n t s w h e t h e r t h e l a n d 
was sold or not, it has no difficult 
j u d g m e n t to m a k e . The p r o b l e m 
arises only if the exemption forces 
reinvestment in a manner and at a 
t ime contrary to the club's desires. 

Despite this j udgement factor , it 
seems clear that tax exempt ion has 
s o m e value f r o m the po ten t i a l i t y 
of the tax-free sale. The quant i f i -
ca t ion of that value is difficult . It 
will d e p e n d p r i m a r i l y u p o n t h e 
probabil i ty of any sale of assets. If 
it seems unlikely tha t any sale could 
ever occur, then the value would be 
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G O L D W A T C H continued 

vania o r in K a n s a s or in Ca l i fo rn i a . 
It is very near ly universal . Detai ls 
a re not a p a r t of this ed i tor ia l . They 
will be d o c u m e n t e d in a la ter ar t ic le 
for GOLFDOM. In the m e a n t i m e , it is 
my hope t h a t c lub off icials will have 
read this piece and will m a k e a 
m e a n i n g f u l s t a r t t oward es tabl i sh ing 
an a d e q u a t e pens ion- re t i r ement pro-
g r a m for t he golf course super in ten-
dent . It is la te r t han you t h i n k ! 

WHAT? NO PENSION? 
A good friend of long standing, a re-
tired golf course superintendent now 
living in Florida, wrote to me recently. 
After 26 years of devoted service to 
his club (and he had many good years 
of service left) he was "retired," ac-
tually dismissed, without a pension of 
any kind. I know the man and I know 
the club. He introduced innovations in 
equipment, fertilizers, ground covers 
and many other things. What I don't 
understand is how the businessmen 
for whom he worked could so cal-
lously turn him out to pasture without 
the thank you and the courtesy of 
some sort of pension or endowment, 
it is a bit l ike unharnessing the horse, 
opening the pasture gate and giving 
him a slap on the rump. 

This friend is understandably bitter, 
soft-spoken as he is. It is too late to 
turn back the clock for him, but his 
experience, which is shared by many, 
should guide present and future nego-
tiations between club and superinten-
dent. Surely there must be some 
guidelines that can help the new or 
old superintendent achieve a just and 
honorable contract, which will help to 
sustain him when he retires. Club offi-
cials should bow their heads in shame 
if they do not insist upon some such 
stipulation in the contract. One may 
safely assume that nine out of 10 
businessmen in the club have made 
sure that they will have a retirement 
income. Shouldn't they also do the 
same for one of their most devoted 
employees? 

I have just talked with another good 
friend who has been at his club since 
it was built about 1952. He has tried to 
negotiate a retirement benefit for sev-
eral years, but each time he is told 
that he is being selfish in wanting 
something just for himself. These 
short-sighted officials one day will 
wonder, "Why can't we attract good 
men?" The horse is not likely to be 
drawn to an empty feedbag. • 

N O N - P R O F I T from page 38 

low. If a sale is i m m i n e n t , the value 
w o u l d be h i g h . M o s t d e c i s i o n s 
would be m a d e u p o n fac t s fall ing 
s o m e w h e r e in b e t w e e n these t w o 
e x t r e m e s , and so t he j u d g e m e n t of 
necessi ty would be imprec ise . 

G o i n g beyond the t w o e n u m e r -
a t e d s t a t u t o r y d i f f e r e n c e s , let us 
e x a m i n e the d i f f e r e n c e s in t r e a t -
m e n t on ord inary c lub opera t ions . 
T o begin, one m u s t a cknowledge 
tha t the necessary gene ra l i za t ion of 
this d iscuss ion m a k e s it inappl icable 
t o any specific case . T h e pract ical 
p e r f o r m a n c e of the c o m p a r i s o n 
shou ld be accompl i shed on a case 
basis . T h e m e t h o d would be to con-
s t ruc t tax re tu rns on bo th F o r m 
9 9 0 T (appl icable to the tax exempt 
s i t ua t ion ) and F o r m 1120 (appl ica-
ble to the t axab le s i tua t ion) . T h e 
d i f f e r ence in the b o t t o m line f igure 
showing tax due the G o v e r n m e n t 
would be indicat ive of t h e value of 
e x e m p t i o n . 

A genera l ized t r e a t m e n t of the 
p r o b l e m is not ins t ruc t ive . Indus-
t ry s t a t i s t i c s g e n e r a l l y s h o w t h a t 
t h e o p e r a t i n g d e p a r t m e n t s of 
c lubs p roduce a loss an d tha t when 
o v e r h e a d (but not dep rec i a t ion ) is 
included that loss increases s u b -
s tan t ia l ly . T h e Har r i s , Kerr , For -
s ter 1971 aggrega te fo r 75 coun t ry 
c l u b s s h o w s a b o u t $ 4 0 mi l l i on of 
o p e r a t i n g i n c o m e a n d a r e su l t i ng 
loss of well over $20 mil l ion. T h e 
d i f f e r ence is m a d e up f r o m m e m -
bers ' dues, which a l so p roduces 
e n o u g h revenue to leave abou t $1 
m i l l i o n as excess of i n c o m e ove r 
expense . Deprec ia t ion would t a k e 
c a r e of mos t or all of th i s so tha t no 
t a x w o u l d be p a y a b l e . E v e n t h e 
l imi t a t ion on d e d u c t i o n s appl icable 
t o m e m b e r act ivi t ies would not pro-
duce a change , because f r o m a tax 
s t a n d p o i n t , even the n o n - m e m b e r 
act ivi t ies are o p e r a t e d a t a loss. S o 
the " a g g r e g a t e " c lubs would not be 
pay ing any tax even if they w e r e 
t axab le . 

A s is well k n o w n , however , the 
" a g g r e g a t e " c lubs are , in the ma in , 
t ax exempt . Exper ience has shown, 
and the aggrega te f igures c o n f i r m , 
t h a t these clubs a r e not paying any 
s i g n i f i c a n t a m o u n t s o f u n r e l a t e d 
bus iness tax. 

B u t s u p p o s e t h a t a p a r t i c u l a r 
c l u b t r y i n g t o m a k e a n i n f o r m e d 
j u d g m e n t o n t h e w o r t h of i t s 

e x e m p t i o n i sn ' t a n y t h i n g l ike t h e 
a g g r e g a t e . S u p p o s e in s t ead t h a t 
by consc ious dec is ion and skil lful 
m a n a g e m e n t it is m a k i n g a p rof i t 
o n ope ra t ions a n d has a lot of in-
c o m e in e x c e s s of e x p e n s e — s o 
m u c h tha t it wou ldn ' t be ea ten away 
by deprec ia t ion . T h e result would 
be d i f fe ren t . 

I n s o f a r a s t h i s c l u b w o u l d be 
p a y i n g a t a x o n n o n - m e m b e r in-
c o m e (and it would) no d i f f e rence 
w o u l d exis t b e t w e e n t a x a b l e a n d 
t ax exempt s t a tus . T h e big d i f fe r -
ence for such a c lub is tha t wi thout 
e x e m p t i o n , it would be paying taxes 
o n t h e p r o f i t s f r o m m e m b e r in-
c o m e . 

P R O C E E D W I T H CAUTION 

If the foregoing has any value, it is 
t h a t it b r i n g s o u t t he d e s i r a b i l i t y 
o f a c o m p a r a t i v e c o m p u t a t i o n . 
B e w a r e , t h o u g h , t h a t t he c o m p u -
t a t i o n is not m a d e poor ly . A n un-
s k i l l e d c o m p u t a t i o n w o u l d be 
worse than mis lead ing , it could p ro-
duce a m i s j u d g m e n t cost ing the c lub 
a lot of money . 

T h i s d i s c u s s i o n , a n d t h e t w o 
ear l ier art icles on the subject of giv-
ing u p t a x e x e m p t i o n h a v e u n -
doub ted ly d e m o n s t r a t e d the c o m -
plexity of the issue. It seems c lear 
t h a t a d e c i s i o n c a n n o t be b a s e d 
u p o n a snap j u d g m e n t , nei ther c a n 
it be based solely u p o n deba te in the 
b o a r d r o o m . T h e decision mus t re-
sult f rom i n f o r m e d ca lcu la t ions and 
consc ious j u d g m e n t . Q 

C A S P E R D I R E C T S O N T H E 
C O S T A B L A N C A 

NEW YORK—One of the wor ld ' s 
t o p - r a n k i n g gol fe rs , Billy C a s p e r , 
ha s been n a m e d d i rec tor of Go l f 
a t the new A l m a i n a Park G & C C 
in Al icante , Spa in . 

T h e a n n o u n c e m e n t was m a d e by 
C a s p e r and the developers of the 
plush resor t on S p a i n ' s C o s t a 
Blanca , a Riv ie ra - type s t r ip on the 
c o u n t r y ' s sou th -cen t ra l Med i t e r -
a n e a n coas t . A l m a i n a Pa rk will be 
des igned for res ident ia l , vaca t i on 
o r re t i rement living, it was an-
nounced , and will include two 18-
ho le courses . 

C a s p e r , who will retain his af f i l -
ia t ion with Boise C a s c a d e / O c e a n 
Pines, won m o r e P G A t o u r n a m e n t s 
in 1966-70 t h an the three o ther t o p 
p layers c o m b i n e d . 
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