A Brief History of Tax-Exempt Social Clubs and the Income Tax
The question is often asked:  if clubs are tax exempt, why are they subject to income taxation?  To arrive at a basic understanding, a very brief history of tax-exempt clubs and the income tax is provided.

The Revenue Act of 1916 raised the lowest individual income tax rate to 2% and raised the top rate to 15%.  In addition, the Revenue Act of 1916 originally granted tax-exempt status to social clubs.  

The Tax Reform Act of 1969 lowered the maximum individual income tax rate, which had crept up to 70% since 1916, to 50%.   In addition, the Tax Reform Act of 1969 subjected social clubs to taxation on their investment income.  The Senate Finance Committee in setting forth its rationale for taxing investment income of social clubs commented that “where the organization receives income from sources outside the membership, such as income from investments…upon which no tax is paid, the membership receives a benefit not contemplated by the exemption….”  Investment income was subjected to the income tax because the non-taxation of such income was not contemplated by the exemption for social clubs. 

In 1976, the tax treatment of social clubs underwent another significant change.  Prior to such law revision, that had a specified effectiveness date of October 20, 1976, the exemption from income taxation generally provided that social clubs were organized and operated exclusively for the pleasure and recreation of their members.  The law revision substituted the word exclusively for substantially.  The revision provided that the tax-exempt social club could receive an insubstantial amount of non-member business without losing its tax exemption.

The 1976 change in law provided that tax-exempt social clubs could receive up to 35% of their gross income, including investment income, from sources outside their membership, provided that not more than 15% of the gross receipts could be derived from the use of club facilities or services by non-members.  The Senate Finance Committee report accompanying the 1976 law change also noted that “it is not intended that these organizations should be permitted to receive, within the 15 or 35 percent allowances, income from the active conduct of businesses not traditionally carried on by these organizations.”  The Senate Finance Committee report also advised that if “a club receives unusual amounts of income…that income is not to be included in either the gross receipts of the club or in the permitted 35 or 15 percent allowances.”

In 1990, the Supreme Court weighed in on the tax-exemption for social clubs and advised that “social clubs are exempted from tax not as a means of conferring tax advantages but as a means of ensuring that the members are not subject to tax disadvantages as a consequence of their decision to pool their resources for the purchase of social or recreational services.”  The Supreme Court was succinct.  As a general matter, income from members is appropriately not subject to income taxation.  It is the income from non-member sources, as discussed previously, that is subject to income taxation.

