OPERATING UNDER THE

TAX REFORM LAW

By JACK P. JANETATOS and KENNETH EMERSON

This complex law has even the experts baffled. Until new regulations are issued,
private clubs will have to file returns without official guidance. The
authors give authoritative advice

EARLY all country clubs in the United States are

member-owned non-profit corporations; there-
fore, they have always been exempt from the Federal
income tax. Now, the much publicized Tax Reform Act
of 1969 has gone into effect, imposing on these clubs
for the first time an income tax. Hereafter, the manage-
ment of private clubs will have to provide for the pay-
ment of an income tax bill.

Complying with this new law, however, will not be
easy. The Tax Reform Act is so complex that many tax
counselors have called it a monster, because portions
of it puzzle even the experts.

In its most pertinent parts, the act amends the Inter-
nal Revenue Code to provide for a tax at regular corpo-
rate rates on the ‘‘unrelated business taxable income ”
of clubs. The new law defines unrelated business tax-
able income as “‘gross income.” It then goes on to
permit certain deductions.

The first and most important deduction is “‘exempt
function income,” defined as: *“Gross income from dues,
fees, charges or similar amounts paid by members of
the organization as consideration for providing such
members or their dependents or guests, goods, facili-
ties or services in furtherance of the purpose consti-
tuting the basis for the exemption of the organization
to which such income is paid.”

Next, clubs are permitted to take a deduction for all
the ordinary and necessary business expenses directly
connected with earning the gross income but not the
exempt function income. Since all exempt function in-
come is deductable it is not possible to deduct expenses
connected with it, because that would amount to taking
the same deduction twice.

Clubs may also deduct amounts of income set aside
for charitable purposes without limitation.
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GOLFDOM/1970 JULY * 31



Finally, clubs need not include certain capital gains
in income. Where property used directly in the perfor-
mance of a club’s exempt purposes is sold at a profit and
if the proceeds of the sale are reinvested in property to
be used for exempt purposes during a period beginning
one year before the sale and ending three years after the
sale, then gain on the sale is not recognized and will not
be included in gross income.

UITE clearly, the Tax Reform Act works a rev-

olution. Clubs which never paid income tax will
now have some tax obligation. It is difficult to imagine
a club not having at least some small amount of unrela-
ted business income. At the very least the tax will be ap-
plied to non-member income and investment income
and nearly all clubs have some of both.

The new law went into effect on January 1, 1970, but
the tax is applicable to clubs only for fiscal years com-
mencing after December 31, 1969. A club on a calen-
dar year accounting system became subject to tax on
January 1, 1970. A club on a June 30 fiscal year will
be taxed on income earned after July 1, 1970.

HE most obvious problems under the new law
revolve around the definition of exempt function
income. This is a lengthy and complex definition—per-
haps too lengthy; certainly too complex. There are four

parts to the definition; each raises other questions.
The income, to be excludible, must be paid by a mem-
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ber. If a member’s bill is paid by the member’s employer,
will the amount be taxable? No such ruling has been
made, but the possibility exists. Certainly, if the charge
is paid by a guest the tax would apply, and if in the case
of a group party, the group should pay or reimburse the
member, the same adverse result could occur. *

The seriousness of this suggestion should not be dis-
counted. One club currently under audit has been requir-
ed to provide the Internal Revenue Service with a list of
the employers of its members. These companies, in turn,
are being asked by the IRS to state whether, in fact,
they are paying the member’s dues and charges.

The amounts paid must be for dues, fees, charges or
similar purposes. Congress, it may be assumed, in-
tended to be all-inclusive with this wording, and it is
difficult to imagine any amounts paid to clubs which
would not be included by this language.

To be excluded from the tax, the charges must be in-
curred by members, their dependents or their bona fide
guests. This part of the definition incorporates the long
standing question of who is a bona fide guest. (A rule of
thumb definition is someone whom the host pays for.)
Since the advent of Revenue Procedure 64-36 promul-

*The NCAn its newsletter has been urging clubs to accept only
personal checks in payment of members ' accounts. One Eastern club,
reportedly, issued a notice to its members which said: “Membership
in the club is held only by individuals. Payment of a member’s
account . . . other than by the member's personal check creates im-
proper inferences as to the status of the membership and also might
raise lax problems for the club.”



gating the Five Per Cent Rule, the IRS, however, has
never formulated a definition which would serve to iden-
tify a guest from a non-member paying customer. Per-
haps now this new law will impel the service to formu-
late some rules so that clubs will be able to compute their
taxes properly.

The goods, facilities and services for which the charges
are made must be within the exempt purposes of the
club. Several months ago a ban on package liquor sales
was imposed by the IRS. The reason for the ban was
that off-premises consumption of liquor was not social
and did not further a club’s exempt purposes. Any in-
come from this type of activity would be taxable even
when paid by a member.

IGNIFICANT problems exist also under the
deduction for the ordinary and necessary busi-
ness expenses directly connected with investment and
outside income. Determining the amount of allowable
deductions will be very difficult. Consider, for example,

a typical outside party of 100 non-members at a luncheon.

It seems clear that a club would be able to deduct its cost
for the food and beverages sold at the lunch and the sal-
aries of the personnel working at that party. But it can-
not now be determined whether the club will be per-
mitted to charge off any portion of depreciation on the
clubhouse or the capital equipment necessary to conduct

such luncheons. There is also a question whether any of
the salaries of the supervisory and administrative per-
sonnel would be deductible.

The Treasury Department will, perhaps in 1971, is-
sue regulations under the law which may clarify some of
the problems. Numerous articles will be appearing in
various trade and professional journals in the coming
months which will alleviate some confusion, and inquir-
ies can be mailed to the National Club Assn. in Wash-
ington, D.C. Nevertheless, a large number of clubs
will be forced to file tax returns and pay taxes before any
official guidance s issued.

Few observers fault Congress for its noble intention
of reforming the tax law. Even fewer would grant that
Congress did an adequate job of it. The new law, if it
has closed some loopholes, has nevertheless created addi-
tional complexity which may result in a protracted
course of litigation harmful to clubs and costly to the
Government. (]

Jack Janetatos is a partner in the law firm of Baker &
McKenzie, resident at Washington, D.C. He is the gen-
eral counsel of both the National Club Assn. and the
Club Managers Assn. of America.

Ken Emerson is the executive director of the National
Club Assn. and a columnist for GOLFDOM.
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