23 T.C.1017 (1955)

A social club that provides death benefits to its members is not exempt from federal
income tax under section 101(9) of the Internal Revenue Code, as it is not operated
exclusively for pleasure, recreation, or other nonprofitable purposes.

Summary

The Allied Trades Club, Inc. sought tax-exempt status under Section 101(9) of the
Internal Revenue Code as a social club. The club’s constitution provided for a death
benefit fund for members. The Tax Court ruled against the club, holding that the
provision of death benefits prevented it from being operated “exclusively” for tax-
exempt purposes. The court reasoned that the death benefit program was not
related to the club’s social purpose and that the use of earnings to fund the benefit
inured to the benefit of individual members, thereby disqualifying the club from
exemption. The court’s decision underscores the stringent requirements for social
clubs to maintain their tax-exempt status and highlights the importance of activities
being purely social or recreational.

Facts

Allied Trades Club, Inc., a Pennsylvania corporation, was formed for social purposes
and to promote knowledge of civic and political duties. Membership was limited to
trade union members and other sympathetic individuals. In 1948, the club amended
its bylaws to include a death benefit fund, which provided payments to beneficiaries
of deceased members. A portion of member dues was allocated to this fund. The
club’s income was primarily from dues, initiation fees, and profits from slot
machines, bar, and food sales. The Commissioner of Internal Revenue determined
deficiencies in the club’s income tax for 1950 and 1951, which the club contested.

Procedural History

The Commissioner of Internal Revenue determined tax deficiencies against the
Allied Trades Club, Inc. for the tax years 1950 and 1951. The Club petitioned the
United States Tax Court to challenge the determination. The Tax Court adopted a
stipulation of facts presented by both parties and addressed the sole issue of
whether the club qualified for tax exemption under Section 101(9) of the Internal
Revenue Code. The Tax Court ruled in favor of the Commissioner, finding the club
ineligible for tax-exempt status.

Issue(s)

Whether the Allied Trades Club, Inc. is exempt from taxation under Section 101(9)
of the Internal Revenue Code as a social club, given its provision of a death benefit
fund for its members.

Holding
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No, because the club’s death benefit program prevents it from operating exclusively
for exempt purposes under Section 101(9), and the use of club earnings to fund
these benefits inures to the benefit of individual members, thus disqualifying the
club from tax exemption.

Court’s Reasoning

The court based its decision on the interpretation of Section 101(9) of the Internal
Revenue Code, which exempts clubs “organized and operated exclusively for
pleasure, recreation, and other nonprofitable purposes, no part of the net earnings
of which inures to the benefit of any private shareholder.” The court examined the
club’s activities and determined that providing death benefits was not exclusively for
social or recreational purposes. The court also determined that setting aside
portions of dues for death benefits meant that a part of the club’s net earnings
inured to the benefit of its members. The court cited regulations and precedents to
support its conclusion.

The court stated: “The death benefit activity of the petitioner was not an isolated
transaction or an adjunct of some more important purpose of the club. It had no
particular relation to the other purposes of the club. It could not be classified as an
operation for pleasure, recreation, or social purposes and, therefore, the petitioner
was not operating exclusively for such purposes.” The court also cited Jockey Club
and West Side Tennis Club as support for its opinion.

Practical Implications

This case emphasizes that social clubs must be organized and operated strictly for
exempt purposes to qualify for tax-exempt status under Section 101(9). It shows that
even a relatively small program that is not directly related to the club’s exempt
purpose can jeopardize that status. Clubs providing member benefits such as death,
health, or other financial assistance should carefully review whether these benefits
are incidental to and supportive of their exempt purposes and whether such benefits
may cause any part of their net earnings to inure to the benefit of any private
shareholder. Legal practitioners should advise their clients on the need to clearly
define the club’s exempt purposes in its organizational documents, and the
importance of documenting that all activities are consistently related to those
purposes. Failure to do so can result in loss of tax-exempt status. Later cases may
reference this decision to deny tax exemption to other organizations where member
benefits, or non-exempt purpose activities, have become a substantial part of the
organization’s activities.
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