4 T.C. 652 (1945)

An employee association funded primarily by member dues and operating with
significant discretion in benefit allocation is not necessarily a tax-exempt charitable
organization.

Summary

The C. R. Lindback Foundation, an employee association, sought tax exemption for
1926 and 1927, arguing it was a charitable organization. The Tax Court ruled
against the Foundation, finding it was not exclusively charitable because its primary
income came from member dues, resembling an insurance scheme more than a
charity. Additionally, voluntary contributions to the Foundation by individuals were
deemed non-deductible charitable contributions for the donors because the
Foundation itself didn’t qualify as a charitable organization under relevant tax
codes. However, the court abated penalties for failure to file, finding reasonable
cause based on advice of counsel. This case clarifies the criteria for tax exemption of
employee benefit associations and the deductibility of contributions to such
organizations.

Facts

The C.R. Lindback Foundation was an unincorporated association of Abbotts Dairies,
Inc. employees, established in 1925. Its purpose was to provide sickness, death, and
disability benefits to Abbotts’ employees. Membership was open to all Abbotts
employees, with dues varying based on earnings. The Foundation’s income came
from member dues (approximately 76%), Abbotts’ contributions (15%), individual
contributions, and investment income. Benefits were administered by a Board of
Managers, with some discretion in awarding benefits. Abbotts deducted its
contributions to the Foundation as business expenses.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Foundation’s
income tax for 1926 and 1927, denying its claim for tax-exempt status and imposing
penalties for failure to file timely returns. The Commissioner also disallowed
charitable contribution deductions claimed by C.R. Lindback and the estate of
William B. Griscom for donations made to the Foundation. The cases were
consolidated in the Tax Court.

Issue(s)

1. Whether the Foundation was exempt from taxation for 1926 and 1927 as a
charitable organization under Revenue Act of 1926, Section 231(6) or as a
social welfare organization under Section 231(8).

2. Whether contributions from Abbotts to the Foundation should be excluded
from the Foundation’s gross income as gifts.
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3. Whether the Foundation was liable for penalties for failure to file income tax
returns.

4. Whether individual contributions to the Foundation were deductible as
charitable contributions.

Holding

1. No, because the Foundation was primarily funded by member dues and
operated more like an insurance association than a charity.

2. No, because the contributions were considered income to the Foundation, not
gifts.

3. No, because the Foundation relied on advice of counsel in good faith that it
was exempt from taxation.

4. No, because the Foundation did not qualify as a charitable organization as
defined in Section 23(0)(2) of the Revenue Act of 1938 and the Internal
Revenue Code.

Court’s Reasoning

The Court reasoned that the Foundation’s primary funding source was member
dues, distinguishing it from organizations primarily supported by charitable
donations. The Court cited Philadelphia & Reading Relief Association, 4 B.T.A. 713,
stating, “A society whose principal income is derived from a fixed regular
compulsory contribution from its members, which is to constitute a fund to be used
exclusively for the benefit of its members is not a charitable society.” While the
Foundation had some discretion in awarding benefits, the court found this
insufficient to overcome the fact that member dues were the primary funding
source. Abbott’s contributions were not gifts, but ordinary and necessary business
expenses. The failure to file returns was excused due to reliance on advice of
counsel. Finally, because the Foundation itself was not a qualifying charitable
organization, contributions to it were not deductible, even though they were
undoubtedly gifts.

Practical Implications

This case highlights that simply providing benefits resembling those of a charitable
organization is not sufficient for tax-exempt status. The source of funding and the
nature of the relationship between the organization and its beneficiaries are critical.
Organizations receiving the majority of their funding from membership dues face a
higher burden to prove their charitable status. Taxpayers should be cautious about
deducting contributions to organizations that primarily benefit their members, as
opposed to serving a broader charitable purpose. Reliance on advice of counsel can
be a defense against penalties, but it requires demonstrating good faith and
reasonable grounds for believing no tax was due. Later cases distinguish Lindback
by focusing on the breadth of the beneficiary class and the degree of public support.
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