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Dear

ThisisaFina Adverse Determination as to your exempt status under section 501(c)(7) of the Internd
Revenue Code.

Our adverse determination was made for the following reasons.

X fails to meet the requirement for exemption under IRC 501(c)(7). IRC 501(c)(7), as changed by the
Tax Reform Act of 1969 provides for the exemption of clubs organized and operated for pleasure,
recreation, and other non-profitable purposes, substantidly dl 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.

Public Law 94-568 states that it is intended that socid clubs should be permitted to receive up to 35
percent of their gross receipts, including investment income, from sources outside of their membership
without losing their exempt status. Within this 35 percent amount, not more than 15 percent of the gross
recei pts should be derived from the use of the socid club's facilities or services by the generd public.

Asaresult of arecent audit of your organization's activities and Form 990 for the period ended
December 31, 2000, it was determined that your organization has exceeded the safe harbor limitations
on nortmember income as outlined in Public Law 94-568.



Based on the above, we are revoking your organization's exemption from Federa income tax under
section 501(c)(7) of the Internal Revenue Code effective D. Y ou have executed the Form 6018-A
agreeing to this revocation.

You are required to file Federad income tax returns on Form 1120. These returns
should be filed with the appropriate Service Center for dl years beginning after
D.

You are required to file Form 1120, U.S. Corporation Income Tax Return. Form 1120 must befiled
by the 15™ day of the third month after the end of your annual accounting period. A pendty of $20 a
day is charged when areturnisfiled late, unless there is reasonable cause for the delay. However, the
maximum pendty charged cannot exceed $10,000 or 5 percent of your gross receipts for the year,
whichever isless. This pendty may aso be charged if areturnis not complete, o please be sure your
return is complete before you fileiit.

Y ou have the right to contact the office of the Taxpayer Advocate. However, you should
firgt contact the person whose name and telephone number are shown above since this
person can access your tax information and can help you get answvers. You can cal
1-877-777-4778 and ask for Taxpayer Advocate assistance. Or you can contact the
Taxpayer Advocate from the Ste where the tax deficiency was determined by caling

or writing to:

Taxpayer Advocate ass stance cannot be used as a substitute for established IRS procedures, formal
appedls processes, etc. The Taxpayer Advocate is not able to reverse legd or technicaly correct tax
determinations, nor extend the time fixed by law that you have to file a petition in the United States Tax
Court. The Taxpayer Advocate can, however, see that a tax matter that may not have been resolved
through norma channels, gets prompt and proper handling.

If you have any questions, please contact the person whose name and telephone number are shown in
the heading of thisletter.

Sincerdly yours,

R.C. Johnson
Director, EO Examinations
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FACTE» .
The ¢ ' was granted examption as a
501(c) (7) soclal club. Per the Service’s master file, ruling
date exexption was granted Dacember . The orguanization did

not have a copy of their determination letter. They are
incorporated with the State of Il and file a biamnual report.

Riptory of Formation of the Organization
ha » organization sent a memorandum to the Sexvice dated January
.1 Wiwa enclosureg (lecter dated January """  which the
omamzannﬂ agsked for clarification conceraing liability of the
For collection and pmyment of tax on dues and initiatien rees
:.n‘oosea by section 4241 of the Internal Revenue Code.

« marregnondance stated that a group of individuals living in and
near wexe interested in building a golf course which
they will make availablae to the public. plammed to pattern its
organization after a neighboriag golf course. organization was originally
Aafina’ ne a nrofit-type corporation formed unoe. :he name of

Sharee of atock of a par value of $HEM each in chis corpusation
will be g0ld o raise funds to purchase land and canstruct therson a golf
course, necessacy buildings, and other recreational facllitates. The
corporation will bhe the scle owner and operator of the golf courae and other
recreational facilities and will charge permit fees for the uss of thae golf
course and other facilities. Tha stockholders, agting through their directore
and officers, will bave the 8ole control of these operaticns, including che
apount® to be charged as permit fees.

The permits will be sold to anyone, whether an owner of stock in the
corporation or not, and will be gold ko all psrsons at tha eame price., In
other words those owning shares of atock in the corporation will pay the same

" amount for a peormit as will a person who does mot own stock.

Prior to the Service’s determination that was a 501(c) (7). based on
the information submitted to the Servica. it wag indlcated that the . wap
organlzed under laws of the State of for the purpose of operating golf

courses, swimning pools. tennis courts, children's playgrounds, and facilitieg
for all othay types of lawful recreatiomal acrivities in the'State of ‘,
and to wngage in all aervices, including the aerving of food and heverages.
necesgary for the operarion and managemant of such golf courseg, swimning
pools, tannis courts, playgzounts, and other recreational facllities.

The bylaws provided for the fixing by the board of directors of permit
fees to be charged any family or person desiring the upe of faciliriea
on a one-day. eix-day. or yvearly basigs. The articlesa of incorporation
provide that the capital stock of the corporation shall be §

conaiating of sharea of common stock with 8 pur value of yHEEN per
share. Any person desiring to purchase stock in the corporation may do
g0, Rowever, the bylaws clearly stated that owpership of stock should
never have a reguiremant in connection with the purchase of cne-day,
six-day, or yearly permits to use the club’'s faclilivies. It aleo
provided in the bylaws that the board of directors may refuse that each
permit issued shall be considered & license, with a scatanent to chat
effect on each permit.

1

Form 836-.A(MM) Departncat of the Tnmuy Intemsl Revenus Scrvice
Page: -

QQ0S 023 Yo




: <o

Porct 886A. " Depaitinms of e Temsuy- Ll Rowae S| Schedhule No, or
- Explanation of Items Exhibic
Name of Tasnaver Year/Perod Ended

It was on the basis of that information fum:.ghna and mcluded on the
Service’'s correspori~—ce to . dated , it was originally
concluded that the doea not qualify ag a soclal, athlaetic, or
sporting club or organization within che meaning of section 4241 of the
code, and that the amounts paid to the club as daily, weekly, or yeanrly
feea, are not pubject to thea tax imposed by section 4241 (a) (1) af the
Code. Furthermore, the Service cancluded that, since tha purchase of a
shazra of stock in rhe corporation is not a reguirement for membership in
8 gocial, athletie, or eporting club or organization., the amount paid
for auch atock is not subject to the tax on initiation feas imposed by
aection 4241(a) (2) of tha Code.

The letter further stated thar thope owning permits would have no volce
in the affaixs of the corporation or the golf course ox other facilities
unless they own a& sbare or sbares of stock in the corporation.

Furthermore, your letter staked you wished an opinion on the following
quaegtions:

1. wWill the amount paid for shares of stock in thls corporation be
supject to the cax imposed by Soction 4241 of the Internal Revenue Code?
2. Will the permit fees be subject to the tax iwposed by Section
42417

Enphasis was added, that this would not be a ¢lub in the ordinary sense
of the word, evan though the word club appears in thea nane aof the
corporation. There wvas golng td be ne “menmbexs,” no membership feas, no
injelation ox ipitiation feea, and no dues.

An garlior Tastcs From eha Gerwiroe Anted Nrtgher s ~#a5 gent to

.~ The correspondence was a
follaw-up to a belephone conversation relavive to the application of,
club dues tax to amounts paid for the pur~+—ne of stoek in a golf and
councry club erganizatioa. On behalf of . You mpkad if a corporation
were formed, sepaxate and apart from the club propar, for the purpose of
purchasing roal estate on which the Club Xousa and a gol? gouris wara to
be built, whethar the stock sold to members of much corporation would be
cox&::ruad as fees subject To the tax impoaed by Sact:lon 4241 of the 1854
Ca

Tha Service concluded that it was imueterial whethar cthe applicant has
any hope or expectation of a return of hie payment upon resignation,
death, or other cir clrcumstances, moxr is it material to which he pays
the money. 3If the purchase of a share of stock in a land-holding
corporation ls a necegpary precedemt to membership in the club, the
amount paid for the share of astock 1s an initiation fea,

In answar to question, it was determinad thac if a separate entity
conplately diverced from the club organigation purchases real estate and
lessas it o the club proper, under certain circumatances such action
would be acceptable, Howover, Yrior to the formarion of the land-
holding corperation and the club organization ap separate enmtities, it
wae suggested that 4 conplete statement of the plans and iatent of the
groups be gubmitted for consideration to our National Office (Rulings
and Determinations) .
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It is apparent from the later information submitted, the Service
»“lad that . was exempt under 501(c) (7) on cr near December

—- ... There were no caveats found, since a copy of the original
determination letter was not available for review.

TodAY, wermm em - operates, as a membership
organization comprised of approximately WM members. Stock
mexbership of SHEM is still required by all new members.

has a clubhouse that is operated by a full-time person, wha
hires additional staff as needed for banquets or special’ events
for both members and nonmembers., A proshop manager runs the
proshop and collects all income from proshop and on the greens,
including dues from nembership and green fees paid for
tournaments, cart rentals, etc.

Upon the Form 990 examinaticn of period ending , it was
discovered that the women’s auxiliary had provided cash wages to
individuals working in the clubhouse that included both
supplemental wages to individuals already on Forms W-2, as well
as, and unreported wages to others. bookkeeper and manager
were not aware of this. Thus, payments to cleaning person and
few other individuals should have received information returns,
Forms W-2. In addirion, select amplci—ee rereived free family
membership for ugage of club during -... Amounts were not
originally included as wages on Forms W-2.

Tournaments were held annually. Prizes were paid in . ang

for winners in one particular tourcament, whom were whole-
in-one recipients. The prize amounts ghould have been reported
on information returns, Forms 1099-Misc. for both and

has filed and paid income taxes on Porms
990-T, unrelated business income. The organization has exceeded
the 15/35% limitations pertainxng to gross receipts from
nonmembers, and investment income.

Form 8868, Application for Extension of Time to Pile an Exempt
Organization Return, was requestsd for the Form 990—T '
through August . . .

Ag a result of this examination, the 15/35-percentage rule was
explained to your organization, which applies to a 501(c) (7)
social ¢lub. Revenue Procedure 71-17 was provided for additional
reccrd keeping requirements.
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also, « has indicated their desire to revoke their exempt
status as a 501(c) (7) social club and become A corporate for-
profit ‘entity subject to tax. Furthermore, does not wish to
be bothered by the nebulous recordkeeping requirements
segregating nmembership income from nonmembership income, as
illustrated in Rev. Proc. 71-17. :

LaW1t
Treasury Regulations 1.501(c){(7)-1 states that the axemption

provided by sectiom 501{a}) for organizations degcribed in section

501(c) (7) applies only to clubs which are organized and operated
exclugsively for pleasure, recreation, and othexr nonprofitable
purpogses, but does not apply to any club if any part of its net
earnings inures to the benefit of any private shareholder. 1In
general, this exemption extends to social and recreation clubs,
which are supported solely by membership fees, dues, and
assessments. However, a club otherwise entitled to exemption
will not be disqualified because it raises revenue from members
through the use of club facilities or in commection with club
activities.

A club which engages in business, such as making its social and
racreational facilities available to the general public or by
selling real estate, timbexr, or other products, is not crganized
and operated exclusively for pleasure, recreation, and other
nonprofitable purposes, and is not exempt under section 501(a).

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.

TAXPAYRR’S POSITION:
Your organization has agreed that you have not met the 15/35%
requirament, and are not operating in a nonprofitable purpose.

Youy organizaticy has made its intention tec formally revoke its
exempt status and change to a for-profit entity £iling raxable
returns, Forms 1120 (Corporate U.S5. Income Tax Returns).

Plan of vissolution is included as an attachment.
Your representative is in the process of forming new organizing
instruments under the name of
where it is expected that legal documents for botu corporactions
would be filed in the Office ¢f the Secretary of State on
Septembar
4
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HERVICE'’S POBITIONM:

Your organization na longer qualifies as a 501(c)(7) social club.
For the period ending ), your receipts for public
wea (qreen fees) included § . Thus, no more than 15% of

+* - . JTOSS receipts from nonmember use of club facilities and/or
services were acceptable.

Total gross receipts for ) were § . Thus, 30% from:
nonmenbers exceeded the 15% limitation. (An organization may
Mmaintain its exemption under IRC 501(c) (7} if an organization
receives 15% of its gross receipts form investments.) Investment
income was minimal, thus, there was no problem in meeting the 35%
requlrement. :

If a club exceeds the 15/35% test, then it can maintain its
exempt status only if it can show through facts and circumstances
that “substantially all® of its activities are for °pleasure,
recreation and other nonprofitable purposes.”

vanr organization is unable to show that substantially all of

v s activities arae for *pleasure, recreation, and other
nonprofitable purposes.” In addition, the organization wishes to
discontinue recordkeeping requirements for nonmember and
membership income.

— ' ‘5] exemption should be revoked
retroactiva;y for the perxiod beginning .
Faorms 6018, Consent to Adverse Action, are enclosed for an
agreement to the revocation action (beginning January -~ o
Please have a current officer aor your power-of-attorney s1ign <uc
Teturn both of the euclosed copies of Forms 6018 by September

Regarding further disposition of your assets, ; Articles of
Incoxporation (Article IV) states, “that such certificates shall
be nonassignable and nontransferable but shall be redeemable by

this corporatxon under such conditions and terms as prescribed in
the bylaws.~”

In the event of dissolution of a 501(¢)(7) social club, assets

are dispersed among its members (including the amounts paid for
their shares of Btock).
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Ligquidating distributions to club members after sale of club
assets are consistent with exemption under IRC 501(c) (7) and do
pot constitute inurement. Rew. Rul. 58-501, 13958-3 C.B. 162, Tax
consequences of a distribution by an exempt social club of cash
oxr property to its members are unrelated to the tax consequences
upon the members. Consequently, such a distribution may not
affect a club’'s Internal Revenue Code 501(c) (7) exempt status,
yet, creates raxable income to its members under code section
301.

In addition, a club’s exemption under IRC 501(c) (7) is not
adversely affected if it redeems stock held by a member and the
amount paid, although in excess of the original cost to the
member, reflects the value of the underlving assets of the club.
Rev. Rul, 68-639, 1968-2 C.B. 230.

Furthermore, the statute prohibits exemption if any part of the
organization‘s net carnings inures to the beneflt of any privatse
shareholder. The term “shareholder” includes a membexr of an
organization, as was illustrated in West Side Temnigs Club. v.
Comm., 111 F. 24 6 (24 Cir. 1940).

Inurement includes tha following:

Ovart distributions such as dividends and bonuses; unreasonable
palaries to officers; excessive purchase price or rent of
facilities under circumstances other than axrms‘ length .
trangactions; income from nonmember sources used to reduce cost
of providing services to members; higher disproportionate
payments for services and use of facilities by nonvoting members
than voting members; difference in dues or fees does not result
in inurement if there is a reasonable basis for the difference,
such as where the classes of members have different rights to use
of club facilities or club assets.

The Service has determined that your organizatior °-~ longer
qualifies as a 501(c)(7) beginning January 1. «..rough
current date. Delinguent U.S. Corporate Tax Returus (Porms 1120)
have been solicited for the following periocds: .

Your organization is open to both members and nonmembers. The
Host-Guest relationship is further defined in Rev. Proc. 71-17,
1971-1 C.B. 683, which nonmewmbers who use a club's faclilities
will be assumed to be guests of the members. ‘

¢
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Since a soclal club may derive up to 15% of its gross receipts
from nonmexber use of club facilities and/or services without
jeopardizing its exempt status. It is important to distinguish
nonmember use from member use of the facilities and services. An
issue arises is whether an individual or a group is a true guest

of a member. This is important because income from bona-fide
guests is treated as member income.

Records need to be maintained rto substantiata various scenarics
if a group consista of eight or less people and one person in the
group is a member. Then, the nonmenmbers are guests provided the
member or members' employer pays. Or, if 75% of a group conaigts
of nonmembers, then, assume the nonmembers in the group are
guests provided the member or member’s amployer pays. Nonmember
use does not fall within either of the parametera. The club must
maintain books and records of each use and amount of income even
if the member pays.

CONCLUSION ¢

The exempt 501 (c) (7) status of che ’ should
be revoked, since you are not operated primarily for the benefit
of your members and wish to discontinue recording reguirements
pertaining to membership and nonmembership income.

Please file delinquent Forms 1120 for . Mail
tha rarurna to this office: Q-

Publication 892 and Pub 1 are included regarding your appeal
rights. ([In addivion, more detailed procedures are available in
Revenue Procedure 99-28 that covers procedures for early referral

of exempt organization issues to appeals under Intarnal Revenue
Code Section 7123.]
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