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Eden Social Club v. Commissioner, 56 T. C. 122 (1971)

The IRS has discretion to retroactively revoke a tax-exempt status ruling when the
organization  misrepresented  or  omitted  material  facts  in  its  application  or
subsequent  filings.

Summary

In Eden Social Club v. Commissioner, the IRS retroactively revoked the tax-exempt
status of a social club from 1954 to 1964 after discovering the club had allowed non-
members and non-guests to use its facilities, contrary to its representations. The Tax
Court upheld the IRS’s action, finding no abuse of discretion because the club had
misrepresented  its  activities.  The  court  also  determined  that  the  statute  of
limitations did not bar the IRS from assessing deficiencies for the years 1954-1958,
and the club’s failure to file tax returns was not due to reasonable cause but willful
neglect. This case clarifies the IRS’s authority to retroactively revoke exemptions
and the conditions under which it can do so without being considered an abuse of
discretion.

Facts

In 1959, Eden Social Club was granted tax-exempt status under IRC § 501(c)(7) for
social clubs. However, in 1963, the IRS proposed to revoke this status retroactively
to 1954,  alleging the club had allowed non-members and non-guests to use its
facilities,  which  violated  the  requirement  to  operate  exclusively  for  pleasure,
recreation, and other nonprofitable purposes. The club conceded it was not exempt
during the years in question. The IRS claimed it was unaware of these activities at
the time of the original ruling due to misrepresentations or omissions by the club in
its application and annual information returns.

Procedural History

The IRS retroactively revoked Eden Social Club’s tax-exempt status in 1965. The
club  challenged  this  revocation  before  the  Tax  Court,  which  upheld  the  IRS’s
decision. The court also addressed the statute of limitations and the club’s failure to
file tax returns for the years 1954-1958, ultimately ruling in favor of the IRS on all
issues.

Issue(s)

1. Whether the IRS abused its  discretion by retroactively revoking Eden Social
Club’s tax-exempt status to 1954?
2. Whether the statute of limitations barred the IRS from asserting deficiencies for
the years 1954-1958?
3. Whether the club’s failure to file tax returns for 1954-1958 was due to reasonable
cause or willful neglect?
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Holding

1. No, because the club misrepresented or omitted material facts about its activities,
justifying the IRS’s retroactive revocation.
2. No, because the club did not file corporate income tax returns for those years,
and the statute of limitations did not begin to run until the filing of information
returns in 1966.
3. No, because the club’s failure to file was not due to reasonable cause but willful
neglect, as it did not follow its accountant’s advice to file returns.

Court’s Reasoning

The court relied on IRC § 7805(b), which grants the IRS discretion to apply rulings
retroactively. The court cited Automobile Club v. Commissioner, stating the IRS
could retroactively correct rulings unless it abused its discretion. The court found no
abuse of discretion, as the club had misrepresented its activities by allowing non-
members  to  use  its  facilities,  contrary  to  its  exemption  application.  The  court
emphasized that the IRS’s ruling was not a mere change of heart but a reappraisal
based on complete facts. For the statute of limitations issue, the court applied IRC §
6501(a) and (g)(2), ruling that the filing of information returns in 1966 started the
statute running, not the earlier filing of the exemption application. Regarding the
failure to file returns, the court rejected the club’s argument of reasonable cause
based on IRS advice, noting the club’s accountant had advised filing returns, and
found willful neglect under IRC § 6651(a).

Practical Implications

This  decision  underscores  the  importance  of  full  disclosure  in  exemption
applications  and  subsequent  filings.  Organizations  must  accurately  report  their
activities, as misrepresentations can lead to retroactive revocation of exempt status.
The case also highlights the IRS’s broad discretion in retroactively applying rulings,
emphasizing that such actions are not considered an abuse of discretion when based
on new information about misrepresented facts. For legal practitioners, this case
serves  as  a  reminder  to  thoroughly  review  clients’  activities  against  their
representations to the IRS. Businesses operating as tax-exempt entities must ensure
compliance with the conditions of their exemption or risk significant tax liabilities
and  penalties.  Subsequent  cases  like  Stevens  Bros.  Foundation,  Inc.  v.
Commissioner have applied similar reasoning, reinforcing the principle established
in Eden Social Club.


