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THE WHITE HOUSE
WASHINGTON

ACTION
Last Day: October 20

October 19, 1976

MEMORANDUM FOR

THE PRESIDENT

FROM:

JIM

SUBJECT:

H.R. 1144 - Tax Code Amendments and
Study of Tax Incentives for Recycling

CANNON~~

Attached for your consideration is H.R. 1144, sponsored by
Representative Waggonner.
Under current tax law, social clubs, fraternities and similar
organizations are tax-exempt provided (1) they are organized
and operated "exclusively" for pleasure, recreation and
other non-profit purposes, and (2) no part of their net
earnings inures to the benefit of any particular shareholder.
The enrolled bill would:
substitute, in lieu of the "exclusive" criterion, the
requirement that "substantially all" of a social club's
activities must be for non-profit purposes.
disallow the corporate dividends received deduction in
the case of tax-exempt social clubs, voluntary employees'
benefit associations and taxable membership organizations
in computing their taxable investment income.
deny tax-exempt status to organizations which have a
written policy of discrimination on the basis of race,
color or religion.
amend the Tax Reform Act of 1976 to delay the effective
date of the repeal of the tax carry-over provision of the
minimum tax for corporations from taxable years beginning
after December 31, 1975 to taxable years beginning after
June 30, 1976.
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require the Secretary of the Treasury, in cooperation
with the Administrator of the Environmental Protection
Agency, to study and report on the effect of tax
provisions on recycling solid waste materials.
A detailed discussion of the provisions of the enrolled bill
is provided in OMB's enrolled bill report at Tab A.
OMB, Max Friedersdorf, Counsel's Office (Lazarus) and I
recommend approval of the enrolled bill.
RECOMMENDATION
That you sign H.R. 1144 at Tab B.

EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

OCT 14 1976

MEMORANDUM FOR THE PRESIDENT
Subject:

Enrolled Bill H.R. 1144 - Tax Code Amendments and
Study of Tax Incentives for Recycling
Sponsor - Rep. Waggonner (D) Louisiana

Last Day for Action
October 20, 1976 - Wednesday
Purpose
Allows tax-exempt social clubs to earn limited income
from nonmember sources; clarifies that the corporate
dividends received deduction may not be taken by such
organizations; disallows tax-exempt status to social
clubs if they discriminate on the basis of race, color,
or religion; amends the minimum tax provisions of the
Tax Reform Act of 1976; and requires the Secretary of
the Treasury, in cooperation with the Administrator of
the Environmental Protection Agency, to study and report
on the effect of tax provisions on recycling solid waste
materials.
Agency Recommendations
Office of Management and Budget

Approval

Department of the Treasury
Environmental Protection Agency
Department of Justice
United States Commission on
Civil Rights

Approval
No objection
Defers to Treasury
No comment
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Discussion
Tax Treatment of Social Clubs
Under current tax law, social clubs, fraternities and
similar organizations are tax-exempt provided (1) they
are organized and operated "exclusively" for pleasure,
recreation and other non-profit purposes, and (2) no
part of their net earnings inures to the benefit of
any particular shareholder. As a practical matter, the
Internal Revenue Service has generally not disturbed a
social club's tax-exempt status if its income from
outside sources is not more than the higher of $2500
or 5 percent of the total gross receipts of the organization.
The enrolled bill would substitute, in lieu of the
"exclusive" criterion, the requirement that "substantially
all'' of a social club's activities must be for non-profit
purposes. The effect of this change would be to allow
social clubs to receive up to 25 percent of their annual
gross receipts (including investment income) from
sources outside their membership without losing their
tax-exempt status. However, such nonmember income,
including investment income, would still be subject
to tax under the unrelated income tax provisions of the
Tax Reform Act of 1969.
The bill would also disallow the corporate dividends
received deduction in the case of tax-exempt social clubs,
voluntary employees' benefit associations and taxable
membership organizations in computing their taxable
investment income; this would resolve questions raised
regarding IRS treatment of dividend income received
by such organizations. Treasury supports these two
provisions of the bill, which would result in a revenue
gain of about $100,000 per year.
Another provision of the bill would deny tax-exempt status
to organizations which have a written policy of discrimination on the basis of race, color, or religion. About
one-quarter of the 40,000 tax-exempt social clubs are
organized on the basis of a common bond of religion or
ethnic origin. There is no apparent reason for
discouraging social clubs organized on such a basis.
The consequences of denying tax-exempt status to these
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social clubs would be to compel them to file corporate
tax returns. Since such clubs would seldom, if ever,
have any taxable net income, the practical effect would
simply be an increased paperwork burden imposed on
both the clubs and the Internal Revenue Service. However, the attached Treasury views letter notes that the
determination of whether an organization has a written
policy of discrimination does not, in the view of IRS,
present significant problems of administration.
Tax Reform Act Amendments
The bill would amend the Tax Reform Act of 1976 to delay
the effective date of the repeal of the tax carry-over
provision of the minimum tax for corporations from
taxable years beginning after December 31, 1975, to
taxable years beginning after June 30, 1976. Treasury
supports this provision, noting that a delay in the
effective date is warranted because of the hardship
(lack of notice) that would otherwise be inflicted
on affected taxpayers.
Study of Tax Incentives for Recycling
In cooperation with the Administrator of the Environmental
Protection Agency, the Secretary of Treasury would have
to study and report to the President and the Congress,
within six months of the bill's enactment, on all provisions
of the Tax Code which impede or discourage the recycling
of solid waste materials. The Secretary's report shall
include detailed revenue cost estimates and specific
legislative proposals to encourage such recycling.
Treasury states that it has no objection to this provision,
but notes that the Department has "already studied the
role of tax incentives in encouraging the recycling of
solid waste and have found them to be costly and ••• ineffective. A further study of the tax incentives for recycling
is not likely to change these findings."

James

T!:f--

Director
Enclosures

•..
..
EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUOGET
WASHINGTON, D.C. 20503

..

OCT 14 1976

MEMORANDUM FOR THE PRESIDENT

.

Subject:

·•

Enrolled Bill H.R. 1144 - Tax Code Amendments and
Study of Tax Incentives for Recycling
Sponsor - Rep. Waggonner (D) Louisiana

Last Day for Action
October 20, 1976 - Wednesday
Purpose
Allows tax-exempt social clubs to earn limited income
from nonmember sources; clarifies that the corporate
dividends received deduction may not be taken by such
organizations; disallows tax-exempt status to social
clubs if they discriminate on the basis of race, color,
or religion; amends the minimum tax provisions of the
Tax Reform Act of 1976; and requires the Secretary of
the Treasury, in cooperation with the Administrator of
the Environmental Protection Agency, to study and report
on the effect of tax provisions on recycling solid waste
materials.
Agency Recommendations

...

...

·;

.

Office of Management and Budget

Approval

Department of the Treasury
Environmental Protection Agency
Department of Justice
United States Commission on
Civil Rights

Approval
No objection
Defers to Treasury

•

..

No comment
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FROM THE STAFF SECRETARY
DUE: Date:

Time:

October 18

930am

SUBJECT:

H.R.ll44-Tax Code Amendments and Study of
Tax Incentives for Recy!ling

ACTION REQUESTED:
- - For Necessary Action

_ _ For Your Recommendations

- - Prepare Agenda and Brief

- - Draft Reply

X

- - For Your Comments

-Draft Remarks

REMARKS:

please return to judyjjohnston,gronnd floor

~est

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

-se

If you have any questions or if you anticipate a
delay in suhmitHng the required materialtelephone the Staff Secretary immediately.

K. R. COLE, JR.
For the President

wing

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

20220

ASSISTANT SECRETARY

OCT 0'i t-:~76
Dear Sir:
This is in response to your request for the views of
the Treasury Department on the enrolled bill H.R. 1144.
Section one of the enrolled bill would amend section
50l{c)(7) of the Internal Revenue Code of 1954, as amended
("Code"). Under existing law a social club is exempt from
taxation if it is "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." (Emphasis added.) H.R. 1144
amends Code section 50l(c)(7) to provide an exemption from
taxation for a social club "organized for pleasure, recreation, and other nonprofitable purposes, substantially all
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." (Emphasis added.) The Treasury
Department has supported this provision since it makes clear
that social clubs may receive some outside income, including
investment income, without suffering the loss of their taxexempt status.
Section one of the enrolled bill also denies the intercorporate dividends received deduction to voluntary employees'
beneficiary associations described in Code section 50l(c)(9)
and to tax-exempt social clubs described in Code section
50l(c)(7) in computing their "unrelated business income",
that is, their taxable investment income, and denies such
deduction to taxable social clubs or other membership organizations operated primarily to furnish services or goods to
members. The Treasury Department has also supported these
provisions.
Section two of the enrolled bill provides that organizations which have a written policy of discrimination on the
basis of race, color or religion would lose their tax-exempt
status under Code section 50l(c)(7). The Treasury Department
has opposed this provision since approximately one-quarter of
the 40,000 social clubs, which are exempt under Code section
50l(c)(7), are organized on the basis of a common bond of
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religion or ethnic or1g1n. There is no apparent reason to
discourage social clubs organized on the basis of a common
bond. The practical consequences of denying tax-exempt
status to social clubs would be that they would have to file
corporate tax returns. Since such clubs would seldom, if
ever, have any taxable net income, paperwork burdens would
be imposed on both the clubs and the Internal Revenue Service.
However, we have been advised by the Internal Revenue Service
that the determination of whether an organization has a
written policy of discrimination does not present significant
problems of administration.
Section three of the enrolled bill amends section 30l(g)
of H.R. 10612, the Tax Reform Act of 1976, relating to the
effective date of the elimination of the tax carryover
allowed under present law. Under H.R. 10612 the carryover
of unused regular taxes provided by Code section 56(c) from
a taxable year beginning before January 1, 1976 shall not be
allowed as a tax carryover for any taxable year beginning
after December 31, 1975. Section three of H.R. 1144 changes
this effective date in the ·case of corporations which are
not electing subchapter S corporations from December 31, 1975
to June 30, 1976. Thus, in the case of such corporations the
amount of any tax carryover under Code section 56(c) from a
taxable year beginning before July 1, 1976 shall not be
allowed as a tax carryover for any taxable year beginning
after June 30, 1976. The Treasury Department believes that
section three of the enrolled bill is meritorious. The
corporate minimum tax amendments of H.R. 10612 were adopted
by the Senate on June 24, 1976 as part of a floor amendment.
The January 1, 1976 effective date would work a hardship on
those taxpayers who had entered into transactions on the
basis of then existing law. It was only after the June 24,
1976 decision of the Senate that taxpayers were put on
notice that amendment of the corporate minimum tax was anticipated.
Section four of the enrolled bill provides that the
Secretary of the Treasury, in cooperation with the Administrator of the Environmental Protection Agency, shall make a
study of all provisions of the Code which currently impede
or discourage the recycling of solid waste materials, and
shall determine what actions Congress may take under the
internal revenue laws to increase and encourage the recycling
of solid waste materials. The study must be submitted to
the President and the Congress "at the earliest practicable
date, but not later than six months after the date of the
enactment of this Act." The Treasury Department has no objection to this provision. We have already studied the role
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of tax incentives in encouraging the recycling of solid waste
and have found them to be very costly and, in our opinion,
ineffective. A further study of the tax incentives for recycling is not likely to change these findings.
The Treasury Department recommends that the President
approve H.R. 1144.
Sincerely yours,

~lv_Y~
Charles M. Walker
Assistant Secretary
Director, Office of Management and Budget
Attention: Assistant Director for Legislative
Reference, Legislative Reference
Division
Washington, D. C. 20503

UNITED STATES ENVIRONMENTAL PROTECTION AGENCY
WASHINGTON, D.C.

20460

OCT 121116
OFFICE OF THE
ADMINISTRATOR

Dear Mr. Lynn:
This is in response to your request of October 5, 1976,
for the Environmental Protection Agency's views and comments
on H.R. 1144, an enrolled bill to amend section 50l(c) (7) of
the Internal Revenue Code of 1954.
Section 4 of this bill provides that the Secretary of
the Treasury, in cooperation with the Administrator of the
EPA, shall survey and study all provisions of the Internal
Revenue Code of 1954 which inhibit resource recovery and
conservation and determine what methods under the tax code
may be used to enhance the recycling of solid waste materials.
Not later than six months after enactment the Secretary would
report the conclusions of this study, together with legislative proposals and revenue cost estimates, to the President
and the Congress.
Other provisions of H.R. 1144 amend the Code to
provide that the deductions allowed under sections 243, 244,
and 245 shall be treated as not directly connected with the
production of gross income, that deductions relating to
dividends received by corporations shall be disallowed to
organizations to which the provisions apply, that nonprofitable organizations shall not be tax-exempt if they
practice discrimination, and that certain tax carryovers
will be disallowed. We defer comment to the Department of
the Treasury and other concerned agencies on these provisions.
With regard to section 4, we support the policy study
requirement of the provision. We believe that a resolution
of the conflict over whether current tax policy should be
modified to ensure a more efficient use of resources is
long overdue. EPA and the Department of the Treasury
have already given some consideration to tax obstacles to
recycling and resource recovery.
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The Environmental Protection Agency has no objection
to this bill being signed by the President.
Sincerely yours,

Russell E. Train
Administrator
Honorable James T. Lynn
Director, Office of Management
and Budget
washington, D.C.
20503

ASSIS ..,ANT ATTORNEY GENERAL
LEGISLATIVE AFFAIRS

ltpartaarat uf Justict
lludp~.l.~. 20530
October 6, 1976

Honorable James T. Lynn
Director, Office of
Management and Budget
Washington, D. C. 20503
Dear Mr. Lynn:
In compliance with your request, I have examined a facsimile of the
enrolled bill (H.R. ll44) "To amend the Internal Revenue Code of 1954
with respect to the tax treatment of social clubs and certain other
membership organizations, to provide for a study of tax incentives for
recycling, and for other purposes . 1 '
The bill would modify in two respects the requirements which a social
club must meet in order to qualify for tax-exempt status. First, Section
50l(c)(7) of the Code would be amended to require that "substantially all"
of the activities are for pleasure, recreation and other nonprofitable
purposes. The present statute requires that the organization be organized
and operated "exclusively" for those purposes. While the amendment would
permit social clubs to engage in a greater amount of nonexempt activities
without risking their exempt status, it appears to be justifiable in view
of the provisions of the Tax Reform Act of 1969 which expanded the reach
of the tax on unrelated business income.
Second, the bill would deny exempt status to a social organization if
its charter, bylaws, or other governing instrument or any written policy
statement of the organization includes a provision which provides for
discrimination on the basis of race, color or religion. In McGlotten v.
Connalll, 338 F. Supp. 448 (D.C. D.C., 1972), the Court held that the
present statutory scheme was not unconstitutional by reason of failing to
tax discrimination by Section 50l(c)(7) organizations. The stated purpose
of the amendment is that "it is inappropriate for a social club or similar
organization described in Sections 50l(c)(7) to be exempt from income
taxation if its written policy is to discriminate. * * * .11 H. Rep.
No. 94-1353, supra, p. 8. This limited modification of the existing
statutory scheme is desirable.
The bill would deny corporate dividends received deductions to exempt
social clubs (for purposes of computing unrelated business income) and
nonexempt social and membership organizations. These amendments were
apparently drafted at the suggestion of the Department of the Treasury.
We agree that the current provisions, which allow such deductions, are
undesirable, and that their amendment is desirable.
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The bill also includes two provisions nongermane to the main thrust
of the legislation. One of these provisions modifies the effective
date provisions contained in Section 30l(g)(2) of the Tax Reform Act
of 1976, concerning the phase-out of tax carryovers for minimum tax
purposes. This amendment appears to extend for six months the phase-out
relative to all corporations other than Subchapter S corporations and
personal holding companies. We do not know the rationale for this
provision or whether it is intended to benefit a specific taxpayer.
The other nongermane provision would require the Secretary of the
Treasury to submit a report to the President and the Congress concerning
provisions of the Internal Revenue Code which currently impede or discourage
the recycling of solid waste materials.
In view of the two nongermane provisions of the bill, the Department of
Justice defers to the Department of the Treasury as to whether this bill
should receive Executive approval.
rferely yours/I

titu-~o.d.

A

tAA:.. . . . . . . . .~~. . . . . . . .....___

Michael M. Uhlmann
Assistant Attorney General
Office of Legislative Affairs

UNITED STATES COMMISSION ON CIVIL RIGHTS
Washington, D. C. 20425

October 5, 1976
•
Mr. Jarres M. Frey

Office of Management and. Budget
Assistant Director for
Legislative Reference
7201 New Executive Office Bldg.
washington, D.C. 20503
Dear Mr. Frey:

Within the last b.«> working days, your office, in accordance with
CMB Circular A-19, has requested the views and. recc:mrend.ations of
the Ccmnission on Civil Rights on five enrolled bills. The
enrolled bills are: H.R. 13367, the "State and IDeal Fiscal
Assistance .Atren.drtents of 1976"; H.R. 12566, the "National Science
Foundation Authorization Act, 1977"; S. 2278, the "Civil Rights
Attorney's Fees Awards Act of 1976"; H.R. 11337, amendment of
Title 13, United States Code to provide for a mid-decade census
of :r;:cpulation and for other purposes; and H. R. 1144 'Which amends
the Internal Revenue Code of 1954 with respect to the tax treatm:mt of social clubs and certain other rrembership organizations.
Although the Ccmnission on Civil Rights appreciates the opportunity
and recognizes its res:r;:cnsibility to cx:>Itlle'l.t on pe:rrling legislation
related to its substantive jurisdiction, I must info:rm you that we
cannot comply with your requests for views on the five enrolled
bills. Several of the enrolled bills involve matters 'Which have
not been fo:o:nally considered by the Ccmnission and 'Which cannot be
considered by the Ccmnission within the specified "0.«>-day reply
pericd. Moreover, the Staff Director's absence from the office
because of previously scheduled Conmission business makes it
impractical for the agency to conment within the specified pericd
on those bills 'Which involve matters of established Commission
:r;x::>licy.
If you have any technical questions about the enrolled bills 'Which
appropriately can be answered by Ccmnission staff, please contact
me at 254-6626.
Sincerely,

/,....

(/'1
,·

~7
~

~
....;....-V,.:~
/
/
.>/ (
1JAMES J. ~Y()~s ~, (!" ~
Acting Director
COngressional Liaison
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THE CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON

October 20, 1976

MEMORANDUM

M. CANNON

FROM:
f

I

This is in response to your request for the views of
the Council of Economic Advisers on enrolled bill H. R. 1144
"to amend the Internal Revenue Code of 1954 and to provide
for a study of tax incentives for recycling."
This bill would:
(1)

allow tax-exempt social clubs to receive up to
25% of their income outside their membership
with such income being subject to tax;

(2)

disallow the corporate dividend deduction now
available to tax exempt social clubs;

(3)

disallow tax-exempt status to social clubs which
discriminate on the basis of race, color, or
religion;

(4)

delay the effective date by six months of a
provision contained in the Tax Reform Act of
1976 relating to the minimum tax paid by corporations; and

(5)

require the Treasury Department and the Environmental Protection Agency to report on any disincentive effects the current tax code may have on
the recycling of solid waste materials.

The Council of Economic Advisers recommends that the
President sign H. R. 1144.

94TH CONGRESS}
~d Session

HOUSE OF REPRESENTATIVES {

REPORT

No. 94-1353

TAX TREATMENT OF SOCIAL CLUBS AND OTHER
MEMBERSHIP ORGANIZATIONS

JULY

21, 1976.-Committed to the Committee of the Whole House on the State
of the Union and ordered to be printed

Mr. ULLMAN, :from the Committee on Ways and Means,
submitted the :following

REPORT
[To

accompa~y

H.R. 1144]

The -Committee on Ways and Means, to whom was referred the bill
(H.R. 1144) to amend the Internal Revenue Code of 1954 with respect to the tax treatment of social clubs and certain other memoorship organizations, having considered the same, reports fa.vorably
thereon with an amendment and recommends that the bill as amended
do pass.
The amendment is as :follows:
Page 2, strike out line 15 and all that :follows down through line 18,
and insert:
(d) The amendments made by this section shall apply to
taxable years beginning after the date of the enactment of
thisAct.
.
.
SEc. 2. (a) Section 501 of the Internal Revenue Code. of
1954 (relating to exemption :from tax on corpm;ations, certain
trusts, etc.) is amended by redesignating subsect,im,l (g) as
subsection (h) and by inserting .after subsection (f) the: following new subsection:
·
.
·
·

"(g)

PRoHIBITION O:F DISCRIMINATION BY CERTAI~ SociAL

CLUBs.-Notwithstanding subsection (a), an. {)rganization
which is described in subsection (c) (7) shall not be exempt
:from ta~ation ~nder subsection (a) :for any ,tax!!-ple ~~arjf,
at any time durmg such taxable year, the charter, bylaws, or
ot~er gove!ning mstrument, of such. organizatio~
.any '
written pohcy statement of such orgamzatwn contalllS a.pro. vision wh~ch providesfor disc~i~ination against' any pel'S;on ·
on the basis of race, color, or rehg1on."
. .
.
(b). The amen~el!t made by subsectiop (a) shall.~pplytq:.
taxable years begrnnmg after the date of the enactment of
this Act.

or

57-006
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I. SUMMARY
This bill amends. the requirements for tax exemption for social clubs
and similar organizations (including college fraternities and sororities) in two respects. First, the bill provides that "substantially all"
of such an organization's activities must be for pleasure, recreation,
and other nonprofitable purposes. This change (present law requires
such an organization to be organized and operated "exclusively" for
these purposes) allows the organization to earn income from nonmember sources to a limited extent and to have a limited amount of investment income (both types of income being subject to tax) without losing
its general exemption from income tax. The second change made by
this bill provides that such an organization is to lose its tax-exempt
status if its charter, by-laws, or other governing instrument or any
of its written policy statements contains a provision which provides
for discrimination against any person on the basis of race, color, or
religion.
In addition, the bill resolves a question about the corporate dividends-received deduction in the case of organizations whiCh are generally exempt but which nevertheless are taxed on their investment
income. It disallows this deduction in computing the taxable investment income of social clubs and similar organizations, and of employee
beneficiary associations. Similarly, the bill denies the dividends received deduction for investment income of taxable membership
organizations.

II. GENERAL STATEMENT

1. Income From Nonmembers And Investment Sources (subsec.
(a) .. of the bill and sec. 501(c)(7) of the Code)
P'l'esent law
Among the present law categories of exempt organizations are social
clul;>s a:nd other somewhat similar nonprofit organizations, such as
nat10nal organizations of college fraternities and sororities. Present
law (sec. 501(c) (7)) provides that these organizations must be organized and operated exclusively for pleasure, recreation, and other nonprofitable purposes with no part of the net earnings inuring to the
b~~efit of any private shareholder. The regulations u1_1der this proVISI?n (~gs. § 1.501(c) (7)-1(b)) state that a. club whiCh engages in
busmess 1s not orgamzed and operated exclusively for nonprofitable
purposes and, therefore, is not exempt.
.
Generally, the Internal Revenue Service has not challenged the
e~e~pt statlls of these .organizations if the income derived from pr<;>Vl:dmg goods and serviCes to persons other than members and their
guests is small in relation to the total activities of the organization.
Thus, as an audit standard (Rev. Proc. 71-17, 1971-1 CB 683),
the S~rvice ·has indicated that it generally will riot disturb a social
(2)

clubs, certain fraternities and sororities, and employees' beneficiary
if the club's annual income from outside sources either is· not more
than $2,500 or is not more than 5 percent of the total gross receipts
of the organization. Where gross receipts from nonmember dealings
exceed this 5-percent figure, all facts and circumstances are taken
into. account in detennining whether the or~anization c_ontimies to
quahfy for exempt status. In the case of mvestment m·come, the
Service applies no percentage rule, but instead looks to whether a
substantial part of the club's income is from investment sources
club's exempt status solely on the basis of its nonmember .activities
(Rev. Rul. 66-149, 1966-1 CB 146).
Reasons for change
.
·
.
In the Revenue Act of 1950, because of the competitive prob~em with
taxable businesses, Congress impoFied the regular income tax on the
income certain tax-exempt organizations recej,ve from.a,ctive bus~ness
enterprises which are unrelated to th~ir exempt purposes. Social clubs,
national organizations of college fraternities and sororities,. and certain other types of tax-exempt organizations were not subjected to
the unrelated business income tax· imposed at that time. · . ,
In its consideration o,f the Tax Reform Act of 1969, ho"~e~ier, \lecause many of the exempt organizations not subject to the unrelated
business income tax were engaging in substantial business activity,
Congress extended the unrelated· business income tax to virt,ua.lly all
of the exempt organizations not already ~mbject to that ta~: As· a result, social clubs and national orio-anizations of college fraternities and
sororities became taxable on al of their unrelated business income.
In addition, the 1969 Act extended the unrelated business inco~e
tax, in the case of these social clubs and national organizations of
college fraternities and sororities, to. cover investment. income· as. well
as unrelated business income. Investment income was made taxable
in the case of these membe1~ship organizations because. not to do ::;o
would have permitted them to provide recreational or social faCilities
and services out of revenues other than membership fees :and as a
result would have permitted individuals to devote investment income,
free of tax, to personal activities.
Because of the personal nature of these organizations, the Internal
Revenue Service in prior years developed the 5-percent test referred
to above in determining whether a social club was properly exempt
from tax. Not to have significant:W limited the income which could be
~erived from nonmembers, under the conditions prevailing at that
time, would have resulted in nontaxed income being devoted to the
personal, recreational, or social benefit of the members of these clubs.
Ho~ver, since the passage of the 1969 Act, this strict line of demarcation between the exempt and nonexempt activities of social clubs
~ppears u~necessary. Since the passage of the 1969 Act all of the
mcome derived from nonmembers as well as investment income is subject to tax, even though the organization itself is still classified as an
exempt orga~zation. Thus,_ while it is necessary to require that a soeial
club ~ust still be substantially devoted to the personal, recreational,
or social benefit of members, the extent to which such a club can obtain
income from nonmember sources can be somewhat liberalized. In view
of these considerations your committee's bill clarifies existinglaw to
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permit somewhat larger amounts of income to be derived by exempt
social clubs from nonmembers and also from investment income
sources.
Explanation of pr01Jision
, The first amendment made by the bill substitutes for the requirement of existing law that dubs which are exempt from tax under sec.
501 (c) (7) must be organized and operated "exclusively" for pleasure,
recreation, and other nonprofitable purposes, the new requirement that
"substantially all" of such a club's activit.ies must be for these
purposes.1
The effect of this change is twofold. First, it is intended to make
it clear that these orgamzations may receive some outside income,
inclu~~ ~nvestment income, :without losing t~eir exempt ~atus. Second, It IS mtended that a soCial club be permitted to denve a somewhat higher level of income than was previously allowed from the
use of its facilities or services by nonmembers without the club losing
its exempt status. The decision in each case as to whether substantially
all of the organization's activities p.re related to its exempt purposes
is to continue to be based on all the facts and circumstances. However,
the facts and circumstances approach is to apply only if the club
earns more than is permitted under the new guidelines. If the outside
income is less than the guidelines permit, then the club's exempt
status will not be lost on account of nonmember income.
Your committee intends that these organizations be permitted to
receive up to 35 percent of their grosa receipts, including investment
income, from sources outside of their membership without losing
their tax-exempt status. Your committee also intends that within
this 35-percent amount not more than 15 percent of the gross receipts
should be derived from the use of a social club's :facilities or services
by the general public. In e':ffect, this latter modification increases from
5 percent (current audit standard: Rev. Proc. 71-17) to 15 percent
the proportion of gr~ receipts a club may receive from making its
club facilities available to the general public without losing its exempt
status. This Rlso means that a club exempt from taxation described in
sec. 501(c) (7) is to be permitted to re{:eive up to 35 percent of its
gross ·receipts from a combination of investment income and receipts
!rom nonmembers S? long as the latter do not represent more than 15
percent of total receipts.
·
·
Gross receipts are defined for this purpose as those receipts from
normal and usual activities of tlie club (that is, those activiti~s they
have traditionally conducted) including charges, admissions, membership fees, dues, assessments, investment income (such as dividends,
~nts, ,and similar receipts) 2 ~11;d !lormal recurring capital gains on
mvestments, but excludmg Imtlahon fees and capital contributions.
However, where a club receives 1musual amounts of income, such as
from the sale of its clubhouse or similar facility, that income is not
to be included in the formula; that is, such unusual income is not to be
inCluded in either the gross receipts of the club or in the permitted 35or 1~-percent allowances. Your committee does not intend that these
organizations should be permitted to re~ive, within the 15.: ·or 35-

percent allowances, income from the active conduct of businesses not
traditionaHy c.arrie~ on by these organizations.
Your commit~e mtends that a social club, national organization of
a college fraternity or sorority, and any other organization exempt
~mder section .501(c) (7), may receive the full 35-percent amount of
Its gross receipts from _investmet~t income sources (reduced by any
am(;mnt of non.me~ber mcome, discussed above). This means that a
nati?nal. orgamzatlon of ~ c?llege fraternity or sorority that has no
outside n:co~e from pe~mittmg the general public to use its facilities
may recerye mvestment mcome up~ the full 35-percent amount of its
g~oss receipts. On the otJ.:er hand, m.t?-c; case where a social club per~mts nonmem~ers to use Its club fac1hhes and receives 15 percent of
Its gross receipts from these n~nmember.sources, it may receive only
up to 20 percent of Its gross receipts from mvestment income.
~n the case o.f the application of the unrelated business income tax
to mvestment mcome ?f these o~ganizations,. present law (sec. 512
(~) (3)) ex~mpts that mcome which IS set aside to be used for re1igwus, char1ta~le, ~cientific, literary, educational, etc., purposes (the
purp~ses specified m .&;c·. 170 (c) ( 4)) or the reasonable cost of adminIstrahpn of. these activities: For purposes ~f th.e 35-perce~t test, your
committee mtends that this exempt function mcome be mcluded in
_both the numerator and t~e ~enominator, and if this exempt function
mcom~ c~use~ the org;:tmzatiOn to exceed the 35-percent limit, the
orgamzahon IS to lose Its exempt status (unless the facts and circumstances of the case warrant otherwise).
. I! an organization .h~ f?Utside income in excess of the 35-percent
hm1t (or 15-percent hmi} m t?~ .case of gross receipts derived from
nonmember use .of a clubs fac1hhes), all the :facts and circumstances
are ~o be taken mto account in p,e~ermining whether the organization
guahfies f?r exempt status. If It IS determmed that the organization
JS t~ lose Its e:x;empt status ~or .that vear, all of its income, even that
received from 1t~ membership, IS to be subject to tax in that year. In
su~h. a case the mcome received from the club's members (but onl
tlns mcome) could be offset by the cost of services and goods furnishea
the members (sec. 277).
2. Dividends Received Deduction for Exempt Social Clubs, etc
(subsec. (b) of the bill and sec. 512(a)(3)(A) of the Code) •
Present Z.aw
. Generally1 the tax on unrelated business income does not a 1 to
mve~t.ment mcome.: ;However, in the case of social clubs, cert~~ ~ra
termhes ~~:nd sor~~h~s, and employees' beneficiary associations "invl~thdn~ mcome' IS mcluded in the tax base. This result is a~com
I~ e m the ca~ of these organizations by defining their unrelated
usmess taxable mcome (sec.. 512(a) (3)) as meaning gross income
(other than exeml?t functiOn mc?me) 3 less allowable deductions directly cofnnec~ed :v1th the productiOn of gross income (again excluding
exempt unctiOn mcome).

~
·bU1. ·contin~es, tbe preseu· law requirement that no .part ,,of tl):e net eat:n!ngs. of
the org'anizatton· may tnllre to the' benefit of any private shareholder. ·
·
· · ·

Tee.

h

2 Section 512 (b) generally excludes from tb
t
"
,
passive investment income such as dividend~ 1nt;~~st unrelft\e<l business taxable income"
3 Exempt function Income Is defined In section
(3)~B)f'S,
and
t>apital
gnln~.
(a')
fees, charges. or similar am(lunts paid b m b 512 1n
as groRs income from dut>a
st1tut!ng tbe basis for the exemption of th~ or:!'rii:~~ion, connection with the purposes con:

6
One of the deductions allowed corporations in the comp·~tation of
the regular corporate income tax is the dividends received deduction.
Generally, this allows corporations a deduction equal to 85 percent of
dividends received from taxable domestic corporations. The proposed
Treasury regulations on social clubs, certain fraternities and sorori~
ties, and employees' beneficiary associations 4 provide that the dividends received deductioD is not allowed for purposes of romputing
unrelated business taxable income for those organizations, because
that deduction is not an expense directly connected with the production of income.
ReaJJons for change
Treasury representatives have informed your committee that questions have been raised with respect to these proposed regulations, as to
whether Congress intended to disallow the dividends received deduction. To clarify this point the Treasury Department has requested
Congress to state specifically that the dividends received deduction is
not available in the case of investment income of tax-exempt l'locial
clubs, certain fraternities and sororities, and employees' beneficiary
associations.
·
The major reason for the dividends received deduction is to avoid
two or more corporate taxes on corporate earnings as the· income is
passed from one corporation to another, in addition to taxing the
same amount to individual shareholders when the earnings are paid
out as dividends to them. In the case of social clubs, certain fraternities and sororities, and employees' beneficiary associations, however,
the individual income tax on shareholders does not apply, since the
dividend income received by. these organizations is not distributed to
the members. In this case since the exempt organization is in effect
taking the place of the individual member for tax purposes, it seems
appropriate that the tax apply to these organizations in much the same
manner as in the case of individual shareholders.
For· reasons indicated above, your committee believes that the proposed Treasury regulations disallowing the dividends received deduction are consistent with the intent and structure of the provision (sec.
512(a) (3)) enacted in the Tax Reform Act of 1969, which allows deductions in the case of investment income of social clubs, certain
:fraternities·and sororities, and employees' beneficiary associations only
in the case of deductions directly connected with the production of
income. Your committee's bill specifically clarifies this point by providing that in these cases the dividends received deduction is notto be
considered as directly connected with the production of gross income.
E xplan.ation of provision
The second amendment made hy this bill denies a corporate dividends
received deduction to tax-exempt social clubs, certain fraternities and
sororities, and voluntary employees' beneficiary associations (described
in sees. 50l(c) (7) and (9)) in computing their "unrelated business
taxable income." Under present law the unrelated business taxable income of these organizations is defined as their gross income (excluding
any exempt function income) less the deductions under this chapter
•Proposed Reg.§ 1.512(a}-3(b}(2), published on May 18, 1971 (36 Fed. Reg. 8808,
8809).
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"which are directly connected with the production of the gross income"
(again excluding exempt function income). The bill specifically provides that the corporate dividends received deduction is not to he considered as a deduction which is "directly connected with the produation
of gross income."
3. Dividends Received Deduction for Nonexempt Membership
Organizations (subsec. (c) of the bill and sec. 277(a) of the
Code)
PreBent law
Under J?resent law (sec. 277, enacted as part of the Tax Reform Act
o_f 1969), m the case of taxable membership organizations the deduction for expenses. incurred in supplying services, facilities, or goods
to t?e members IS to be allowed only to the extent of the income
received from these members. This was provided in order to prevent
!axable men:bership organizations from escaping tax on business or
I~vestment mcon:e by using this income to provide services, facilities, or goods to Its members at less than cost and then deducting the
!oss from the membership activity against the business or investment
mcome.
Reasons for change
To the extent these organizations receive dividend income which is
used to pr~vid~ services, .facili~ies, or goods to the members the same
~roblem a;nses m connection with these taxable membership organizations. as m the case o.f t~e. tax-exempt. membership. organizations
~es~nbed above (sec. 2. D~v~dends Received Deduction, for Exempt
~oc1al Clubs, etc.). If the dividends received deduction w:ere available
IJ?- the case of the tax on the membership organization (in effect pro~Vld~ng a substitute fo~ t~e dividend tax on shareholders) the second, or
md1v1dual, tnx on this mcome would be avoided in substantially the
same wa:y ~sin the ~ase of the exempt membership organizations (,..,ere
the prov1s1~n de~cnbed abo.ve not to be added). Moreover, i:f nothing
w:ere. done m this reg-ard m the case of taxable membership orgamzations, the. nontaxable organizations by revoking their exempt status could avmd the tax on this dividend income in this manner.
yor the r?asons indicat_e~ above your committee believes it is appropriate to disallow the dividends received deductions in the case of
these taxable membership organizations in the same manner as in the
case of the tax-exempt membership organizations referred to above.
E mplanation of provision
T~1e third ame;ndment made by th~s bill denies a corporate di,vidends
rece1v~d ?eductiOn to ta.xabl~ social clubs and other membership
orgamzatwns opera~ed pl'lmarily. to furnish services or goods to members (referred to I;tl sec. 277). These organizations, with certain
exceptiOns s~t f?rth m J?rese~t law, are permitted deductions attributable t? furmslnng services, Insurance, goods, or other items of value
to their membet:s only.to the extent of the income derived from members or transact~o~s with meJ?bers. The bill specifically provides that
!he corporate dividends received deduction (sees. 243, 244, and 245)
IS not to be allowed to these organizations.
,
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4. Prohibition of Discrimination by Social Clubs, etc. (sec. 2(a)
of the bill and new sec. 501(g) of the Code)
Present z.a.,w

In compliance with clause 2(1) (2) (B) o£ Rule XI of the Rules
of the House of Representatives, the following statement is made
relative to the vote of the Committee on the motwn to report the bill.
This bill, as amended, was or~ered reported by voice vote.

The Internal Revenue Code does not deal explicitly with the question of whether an income tax exemption for social clubs, etc. (i.e.,
organizations described in sec. 501 (c) (7) which are exempt under sec.
501 (a) ),, is incompatible with discrimination on account of race, color,
or rehgwn.
It has been held (1JloGlotten v. 0Mnally, 338 F. Supp. 448 .(D.C.,
D.C. 1972)) that, in light of the present statutory scheme of mcome
tax treatment of social clubs, etc. (including their treatment u~der: t~e
unrelated business income tax provisions described above),. diS?riJ1.!1nation on accmmt of race is not prevented under the ConstitutiOn m
the case of an exempt organization merely because described in section
501(c) (7)."
Reasons for change
Your committee concluded that it is inappropriate for a social club
or similar organiz~tio~ d~scri¥ in sec~ion. 501(c~ (7~ t? be exempt
from income taxatiOn If 1ts written pohcy IS to d1scnmmate on account of race, color, or religion.
Explanation of provisiM
Under the bill, an organization otherwise exempt from i!lcome tax
as an organization described in section 501(c) (7) is to lose Its exempt
status for any taxable year if, at any time du~ing ~hat year, the organization's charter, by-laws, o~ other go.v~rnmg. mstrum~nt, or a~y
written J?Olicy statement contams a prov1s:on which provides fo_r ~Is
criminatiOn tlgainst any person on the basis of race, color, or rehgwn.

5. Effective dates (subsec. (d) of the first sec. and sec. 2(b) of
the bill)
The amendments made by this bill apply to taxable years beginning
after the date of enactment of this Act.
The amendment as to income from nonmembers and investment
sources, and the amendments as to the corporate dividends received
deduction are clarifications of existing law under the Tax Reform Act
of 1969.

IV. OTHER MATTERS REQUIRED TO BE DISCUSSED
UNDER HOUSE RULES
In compliance with clause 2(1) (3) of Rule XI of the Rules of the
House of Representatives, the following statements are made:
With respect to subdivision (A), relating to oversight findings,it
was as a result of your committee's oversight activity concerning the
effects of the Tax Reform Act of 1969 on certain types of exempt
organizations and nonexempt membership corporations that the committee concluded that the provisions of this bill are appropriate so as
to clarify the status and tax liability of those organizations.
With respect to subdivision (B), after consultation with the Director of the Congressional Budget Office, your committee states that the
changes made to existing law by this bill involve no new budget authority or new or increased tax expenditures.
With respect to subdivision (C), the Director of the Congressional
Budget Office has not made an estimate or comparison of the estimates of the cost of H.R. 1144 but has examined the committee's
estimates and agrees with the methods and the dollar estimates resulting therefrom.
With respect to subdivision (D), your committee advise8 that no
oversight findings or recommendations have been submitted to your
committee by the Committee on Government Operations with respect
to the subject matter of H.R. 1144.
In compliance with clause 2(1) (4) of Rule XI of the Rules of the
House of Representatives, your committee states that the enactment
of this bill is not expected to have an inflationary impact on prices
and costs in the operation of the national economy.

III. EFFECT OF THE BILL ON THE REVENUES AND VOTE
OF THE COMMITTEE IN REPORTING THE BILL
In compliance with clause 7 of Rule XIII of the Rules of the House
of Representatives, the following statement is made relative to t~e
effect of this bill on the revenues. Your committee estimates that this
bill will result in a small revenue gain, probably less than $100,000
per year. The Treasury Department agrees with this statement.
• In that same decision, the court held that, in the case of fraternal beneficiary societies
operating under the lodge system, discrimination on account of race is inconsistent both
with such an organization's tax-exempt status (sec. 501(c)'(8); this may also apply as to
sec. 501 (c) (10)) .and also with its status as a limited charitable contribution donee (sec.
170(c)(4)).
Also, the Supreme Court has af!lrmed (Onit v. Green, 404 lT.S. 997 (1971)) a dpclsion
(Green v. Oonnally, 330 F. Supp. 1150 (D.C., D.C. 1971)) that discrimination on acconnt
of race is Inconsistent with an educational institution's tax-exempt status (see. 501 (c) (3))
and also with its status as a charitable contribution donee (sec. 170(c)'(2} ).
H. Rept.

94-1353-~2
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Subchapter F-Exempt Organizations

*

*

*

*

*

*

*

PART I-GENERAL RULE
V. CHANGES IN ExiSTING LAw MAnE

BY

THE BILL, AS R.EPORTED

In compliance with clause 3 of Rule XIII of the Rules of the House
of Representatives, changes in existing law made by the hill, as reported, are ·shown as follows (existing law proposed to he omitted
1s enclosed in black brackets, new matter is printed in italics, existina
o
law in whieh no change is proposed is shown in roman) :

INTERNAL REVENUE CODE OF 1954

*
*
*
Subtitle A-Income Taxes

*

*

*

*

*

...

*
*
*
*
*
Subchapter B-Computation of Taxable Income
*

*

*

*

PART IX-ITEMS NOT DEDUCTIBLE

*

*

*

*

*

SEC. 277. DEDUCTIONS INCURRED BY CERTAIN MEMBERSHIP ORGANIZATIONS IN TRANSACTIONS WITH MEMBERS.

(a) GENERAL RULE.-In the case of a social club or other membership organization which is operated primarily to furnish services or
g-oods to members and which is not exempt from taxation, deductions
for the taxable year attributable to furnishing services. insurance,
goods, or oth~r items o~ value ~o members shall be allowed only to
the extRnt of mcome derived durmg such year from members or transactions with members (including income derived during such year
f~·om institutes and trade shows which are primarily for the ednca~-wn of members). If for any taxable year such deductions exC'eed sueh
mcome, the excess shall be treated as a deduction attribntahle to
furnishing services, insurance, goods, or other items of value to members paid or incurred in the succeeding taxable year. The dedurtions
provzded by sedions 243, 244, and fJ45 (relating to dividends reoeived
by corporations) shall not be allowed to any organieation to which
this section applies for the tamable year.

*

*

*

(10)

*

*

' J
I

*
*
CHAPTER 1-NORMAL TAXES AND SURTAXES

*

*

*

SEC. 501. EXEMPTION FROM
TRUSTS, ETC.

J

*
TAX

*
ON

*

CORPORATIONS,

*

CERTAIN

(a) ~XEMPTION FROM T~xATION.-A_n organization described in
subsect10~ (c) <?r (d) or sectwn 401 (a) shall be exempt from taxation
under this subtitle unless such exemption is denied under section 502
or 503.
(b) TAx ON UNRELATED BusiNESS INCOME AND CERTAIN OTHER
AcTIVITIEs.-An organization exempt from taxation under subsection
(a) shall be subject to tax to the extent provided in parts II III and
v~ of this subchapter, but (m:twithstanding :parts II, III, ~nd VI of
this subchapter) shall be considered an orgamzation exempt from income taxes for the purpose of any law which refers to organizations
exempt from income taxes.
(c) LIST OF EXEMPT ORGANIZATIONS.-The following organizations
are referred to in subsection (a) :
( 1) C?rporatio!ls organizeq !-mder Act of. Congress, if such
corporations are mstrumentahties of the Umted States and if,
under such Act, as amended and supplemented, such corporations
are exempt from Federal income taxes.
. (2). Corporations organize~ fo~ the exclusive purpose of holdmg title to .Property, collectmg mcome therefrom, and turning
ove! t~e ent~re amount thereo!, less expenses, to an organization
whiCh Itself IS exempt under thiS section.
. (3) Cori?orations, and any community chest, fund, or foundatlc;m, <?rgamze~ and opera~d exclusiv~ly for religious, charitable,
sCientific, testmg for pubhc safety, hterary, or educational purposes, or for the pr~vention o~ c~elty to children or animals, no
part of the net earmngs of whiCh mures to the benefit of any private s:J;lare.holder <?r individual, no substantial part of the activities
?f whiCh 18 carrymg on propaganda, or otherwise attempting, to
mflu~nce _Iegisl9;tion, and w:J;lic~ does n?t J?Rrt~cipate in, or intervene m ( mcludmg the publishmg or d1str1butmg of statements)
any political campaign on behalf of any candidate for pubh~
office.
(4) Civic leagues or organizations not organized for profit but
oper9;te~ exclusively for the promotion of social welfare, or local
assocmtwns of employees, the membership of which is limited to
the ~lJ!ployees of a designated person or l?ersons in a particular
mumc1pahty, and the net earnmgs of wh1ch are devoted exclusively to charitable, educational, or recreational purposes.
(5) Lab?r, agricultural, or horticultural organizations.
(6) Busmess leagues, chambers o:f commerce, real-estate boards
boar~s. o:f ~rade, or p:ofessional football leagues (whether or not
admm1stermg a pensiOn fund for football players), not organized
for profit and no part of the net earnings of which inures to the
benefit o£ any private shareholder or individual.
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(7) Clubs organized [and operated exclusively for pleasure, recr~ation, and other nonprofitable purposes] fOT pleasure, reereatzon, and other nonprofitable purposes, substantially all of the ac~ivit:es of ~ohi~h are for such purposes and no part of the net earnmgs of which mures to the benefit of any pri,rate shareholder.
(8) Fraternal beneficiary societies, orders, or associations(A) operating under the lodge system or for the exclusive
benefit of the members of a fraternity itself operating under
the lodge system, and
(B) providing :for the payment of life, sick, accident, or
o~h~r benefits. to the members of such society, order, or assoCiation or then' dependents.
(9) VoluntarY. em~loy1.•cs' _beneficiary associations provid
for
1
ti1e
payment of life, s1ck, accident, or other benefits to the mem s
?f such association or their dependents or designated beneficiaries,
If no part of the net earnings of such association inures (other
than through such payments) to the benefit of any private shareholder or individual. ·
. ( 10) Domestic fraternal societies, orders, or associations, operatmg nnder the lodge system(A) the net. earning~ of. whi<?h are devoted.exclusively to
rehgwus, chantable, scientific, hterary, educatiOnal, and fraternal purposes, and
. (B) which do not provide for the payment of life, sick, acmdent, or oth~r benefits.
·
( 11) Te~chers' retiremelJ.t fund afsociations of a purely local
character , 1f,
,
I
,
(A) no part of the_ir net earnings inures (other than
th~ough payment of re~1re.m~nt benefits) to the benefit of any
private shareholder or mdiVlduaL and
(B) the income consists solelv of amounts received from
public taxation, ·amounts r~ceived from assessments on the
~caching salaries of mem,bers, and income in respect of
m vestments.
( 12) Benevolent ~ife insu_ra.r;tce ~ssociations. of a purely local
charac~er, mutual ditch or Irr1gat10n compames, mutual or coo:peratl ve telephone compan~es, or like o_rganizations; but only if
8."> percent or more of the mcome consists of amounts collected
from members for the soleyurpos~ of meeting losses and ~xpenses.
(13) Cemetery_ compames owne~ and operated exclusively for
the benefit of thei~· members or which are not operated for profit;
and any corporatiOn ?hartered so~ely fo~ t~e purpose of the disposal of bodies by ~urml or crematwn whiCh IS not permitted by its
charter to engage m any business not necessarily incident to that
purpose, no part of the net earnings of which inures to the benefit of any private shareholder or individual.
(14) (A) Credit unions without capital stock organized and
operated for mu~ual purposes .an~ with<:mt profit.
. (B) Corporations or assoCiatiOns without capital stock orgamzed ~fore September 1, 1957, and operated for mutual purposes
and :Without profit for the pur~e of providing reserve funds for,
and msurance of, shares or deposits in( i) domestic building and loan associations,

(ii) cooperative banks without capital stock organized and
for mutua} purposes and wit~out profit, or
(m) mutual savmgs banks not havmg capital stock represented by shares.
(C) Corporations or associations organized before September I,
1957, and operated for mutual purposes and without profit for the
purpose of providing reserve funds for associations or banks
described in clause (i), (ii), or (iii) of subparagraph (B); but
~nly if 85 percent or more of the income is attributable to providmg such reserve funds and to investments. This subparagraph
shall not apply to any corporation or association entitled to
exemption under subparagraph (B).
(15) Mutual insurance compames or associations other than
life or marine (including interinsurers and reciprocal underwriters) if the g:oss amount received during the taxable year from the
items described in section 822(b) (other than paragraph (1} (D)
thereof) and premiums (including deposits and assessments) does
not exceed $150,000.
(16) Corporations organized by an association subject to part
IV of this subchapter or members thereof, for the purpose of financing the ordinary crop operations of such members or other
producers and operated in conjunction with such association. Exemption shall not be denied any such corporation because it has
capital stock, if the dividend rate of such stock is fixed at not to
exceed the legal rate of interest in the State of incorporation or 8
p_ercen~ per annul!l, whichever is gr:eater, on the value of the consideratiOn for whiCh the stock was Issued, and if substantially all
such stock (other than nonvoting preferred stock, the owners of
which a;re not entitled or permitted to participate, directly or indire.ctly, m the profits of the corporation, on dissolution or otherWISe, beyond the fixed dividends) is owned by such association or
me~bers thereof; nor shall exemption be denied any such corporatwn because there is accumulated and maintained by it a reserve
required by State law or a reasonable reserve for any necessary
purpose.
( 17) (A) A trust or trusts forming part of a plan providing :for
the payment of supplemental unemployment compensation benefits, if( i) under the plan, it is impossible, at any time prior to the
satisfaction of all liabilities with respect to employees under
the plan, for any part of the corpus or income to be (within
the taxable year or thereafter) used for, or diverted to any
purpose other t~an the providing of supplemental unemployme~~ compensatiOn benefits,
(n) su~h ~nefits are J?ayable to employees under a classificatwn which IS set forth m the plan and which is found by the
Secretary or his dele~ate not to be discriminatory in favor of
e~plo;yees who are officers, shareholders, persons whose principal uu.ties consist of supervising the work of other employees,_?! highly compensated emplo:yee.s, and
(m) such benefits do not dtscrrmmate in favor of employees .who a~e officers, sh_a~holders, persons whose principal
duties cons1st of supemsmg the work of other employees, or
ope~~ted
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highly compensated employees. A plan shall not be considered
discriminatory within the meaning of this clause merely bec~use ~he benefits received under the plan bea:r a uniform relatiOnship to the total compensation, or the basic or regular
rate of compensation, of the employees covered by the plan.
(B) In determining whether a plan meets the requirements of
subparagraph (A), any benefits ;provided under any other plan
shall not be taken into consideratwn, except that a plan shall not
be consi~ered discriminatory(1) merely because the benefits under the .plan which are
first ~etermmed in a nondiscriminatory manner within the
me~nmg of subpa
raph (A) are then reduced by any sick,
ace1dent, or unemp ment compensation benefits received
under State or Federal law (or reduced by a por-tion of such
benefits if determined in a nondiscriminatory manner) , or
(ii) merely because the plan provides only for employees
who are not eligible to receive sick, accident, or unemployment compensation benefits under State or Federal law the
same benefits (or ·a portion of sueh benefits if determined in
a n~ndiscriminatory manner) which such employees would
receive under such laws if such employees were eligible for
sueh benefits, or
(iii) merely because the plan provides only for employees
who. are not eligible under another plan (which mee!ts the
reqUirements of subparagraph (A)) of supplemental unemplo.yment compensation benefits provided wholly by the employer the same benefits (or a portion of such benefits if
determined in a nondiscriminatory manner) which such
employees would receive under such other plan if such employees were eligible under such other plan, but only if the
employees eligible under both plans would make a classification which would be nondiscriminatory within the meaning
of subparagraph (A).
(C) A plan shall be considered to meet the requirements of subpara~raph (A) during the whole of any yearof the plan if on
one day in each quarter it satisfies such requirements.
(D) The term "supplemental unemployment compensation
benefits" means only(i) benefits whichare paid to an employee because of his
involuntary separation :from the employment of the employer
(whether or not such separation is temporary) resulting directly from a reduction in force, the discontinuance of a plant
or operation, or other similar conditions, and
(ii) sick ·and 'accident benefits subordinate to the benefits
described in clause (i).
(E) Exemption shall not be denied under subsection (a) to any
organization entitled to such exemption as an association described in paragraph (9) of this subsection merely because such
organization provides for the payment of supplemental unemployment benefits (as defined in subparagraph (D)( i)).
(18) A trust or trusts created before June 25, 1959, forming
part of a plan providin{! for the payment of benefits under a
pension plan fnnded only by contributions of employees, if-

(A) under the plan, it is impossible, at any time prior to
the satisfaction of all liabilities with respect to employees
under the plan, for any part of the corpus or incom~ to be
(within the taxable year or thereafter) used for, or diverted
to, :my purpose other than the providing of benefits:under the
pl:lll,

.

(B) such benefits are payable to employees m~der.a classification which is set forth in the plan and. wh~c~ IS fou~d
by the Secretary or his delegate not to be discnmmatory m
favor of employees who are officers, sha.r~holders, person~
whose principal duties consist of superVIsmg the work of
other employees, or highly compensated employees, and
(C) such benefits do not discriminate in favor. of .employ~es
who are officers shareholders, persons whose prmc1pal duties
consist of super'vising the work of other employees, or highly
compensated employees. A plan shall not be considered discriminatorv within the meaning of this subparagraph merely
because the benefits received under the plan bear a uniform
relationship to the total compensation, or the basic or regular
rate of compensatio~~ o~ the employees covered by the _I>_lan.
(19) A post or orgamzatmn of war :eterans: or an auxiliary
unit or society of, or a trust or foundatiOn for, any such post or
organization( A) organized in the United States or any of its
possessions,
(B) at least 75 percent of the members of which are war
veterans and substantially all of the other members of which
are individuals who are veterans (but not war veterans), or
are cadets, or are spouses, ·widows, or widowers of war veterans of such individuals, and
(C) no part of the net earnings of which inures to the benefit of any private shareholder or individual.
(d) RELIGIOUS AND APOSTOLIC OnGANIZATIONs.-The following organizations are referred to in subsection (a) ; Religious or apostolic associations or corporations, if such associations or corporations have a
common treasury or community treasury, even if such associations or
corporations engage in business for the common benefit of the members, but only if the members thereof include (at the titne of filing
their returns) in their gross income their entire pro rata shares,
whether distributed or not, of the taxable income of the association
or corporation for such year. Any amount so included in the gross incorne of a member shall he treated as a dividend received.
(e) CooPERATIVE HosPITAL SERVICE ORGANIZATIONs.-For purposes
of this title, ~n organization shall be treated as an organization organized and operated exclusively for charitable purposes, if- .
( 1) such organization is organized and operated solely( A) to perform, on a centralized basis, one or mo.re of the
followii).g services which~ if performed on its own behalf by a
hospital which is an organization d<:'scribed in subsection (c)
(3) and exempt from taxation under subsection (a), would
constitute activities in exercising or performing the purpose
or function constituting the basis for hs exemntion; data
processin{!, purchasing. warehousing, bi11ing and coll!'ction,
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food, industrial engineering, laboratory, printing, communi. cations, record center, and personnel (including. selection,
testing, training, and educat10n of personnel) services; and
(B) to perform such services solely for two or more hospitals each of which is( i) an organization described in subsection (c) ( 3)
which is exempt from taxation under subsection (a),
( ii) a constituent part of an organization described in
subsection (c) ( 3) which is exempt from taxation under
subsection (a) and which, if organized and operated as
a separate entity, would constitute an organization described in subsection (c) (3), or
(iii) owned and operated by the United States, a
State, the District of Columbia, or a possession of the
United States, or a political subdivision or an agencv or
instrumentality of any of the :foregoing;.
•
(2) such organization is organized and operated on a corporative basis and allocates or pays, within Sllz months after the close
of i~s taxable year, all net earnings to patrons on the basis of
servxces performed for them; and
( 3) if such organization has capital stock, all of such stock
outstanding is owned by its patrons.
For purposes of this title, any organization which, by reason of the
preceding sentence, is an organization described in subsection (c) ( 8)
and exempt from taxation under subsection (a), shall be treated as a
h?.~pital and as an organization referred to in section 1'70 (b) ( 1) (A)
(m).
.
(f) CooPERATIVE SERVICE ORGANIZATIONS oF OPERATING EnucAT~ON~L 0RGANIZATIONs.-For purposes of this title, if an organization IS(1) organized and operated solely to hold, commingle, and collectiye_]y invest and reinvest (including arranging for and supervismg .the performance by independent contractors of investment servJCes related thereto) in stocks and securities, the moneys
contributed thereto by each of the members of such organization,
and to collect income therefrom and turn over the entire amount
thereof, less expenses, to such members,
(2) organized and controlled by one or more such members,
and
(3) comprised solely of members that are organizations described in clause (ii) or (iv) of section 170(b) (1) (A)~
(A) which are exempt from taxation under subsection
(a), or
.
(B) the income of which is excluded from taxation under
section 115 (a),
then such organization shall be treated as an organization organized
and operated exclusively for charitable purposes.
(g) PROHIBITION oF DiscRIMINATION BY CERTAIN SociAL OLuBs.N otuJithstanding subsection (a), an organization which is described
in subsection (c) ( 7) shall not be ewempt from tawati.on Ulflder subsection (a) for anJI tawable year if, at any time during rnwh tawable
yea~, t~ charter, bylq,ws, or o_ther go1Jerning imsflrument, of such organzzatzon or any 1.vrztten polzcy staternent of such organization eon-

tains c~ pr01.'ision which pro1}ides for discrimination against a/fi,'!J person
·
on the basis of rtt(}e, color, or religion.
[(g)] (h) CROSS REFERENCE.For nonexemption of Communist-controlled .organizations, see section 11
(b) of the Internal Security Act of 1950. (64 Stat. 997; 50 U.S.C. 790.(b)).
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PART Jfi__.;..TAXATION OF BUSINESS INCOME OF CERTAIN
EXEMPT ORGANIZATIONS

•·

*

*

*

SEC. 512. UNRELATED BUSINESS TAXABLE INCOME.

*

(a) DEFINITION.-For purposes of this title(1) GENERAL RULE.-Except as otherwise provided in this sub. section, the term "unrelated business taxable income" means the
gross income derived by any organization from any tinrelated
trade or business (as defined in section 513) regularly carried on
·b:y it, less the- deductions allowed by th1s chapter which are
directly connected with the carrying on of such trade or business,
both computed with the modifications provided in subsection (b).
(2) SPl!lCIAL RULE FOR FOREIGN ORGANIZATIONS.-ln the case of
an organization described in section 511 which is a foreign organization, the unrelated business taxable income shall be(A) its unrelated business taxable income which is derived
from sources within the United States and which is not e:ffec. tively connected with the conduct of a trade or business
within the United States, plus
(B) its unrelated business taxable income which is effectively connected with the conduct of a trade or business
'' ~ within the United States.
·(3) SPECIAL RULES APPLICABLE TO ORGANIZATIONS DESCRIBED IN
. '~TION 50'1 (C} (7) OR ( 9 ) . '
(A) GENERAL RULE.-In the case of an organization de. ; ·scribed in section 501 (c) ( 7) or ( 9), the term "unrelated
business·taxable income" means the gross income (excluding
., ' ·
·any. e:x:empt function income), less the deductions allowed
'' .
by this chapter which are directly connected with the production of the gross inco~e (excluding exe_mpt func~ion i~
( :come),. both computed w1th the modifications proV1ded m
:par&graphs (6), (10), (11), and (12) of subsection (b).For
i' ,
1 'f>W'P'Me8 of the preceding Mntenoe, the deductions pr()ll)ided
· · 'O'!f86fJtions 1J#$, 1?44, (JffUj 945 ( relati'ng to divide'IUls received
·b'!f .aiJ.'I"jH»'a:tioru) sluill be treated as not directly con'fll3cted
,~
•· tiYitk the•t!f!oduction of gross income.
'':
·· tB) EXE:m'T'FUNCTION INCOME.-:-For purposes of subpara" ';graph. (A),• the term "exempt function incomeu means the
~ Jllcome from dues, fees, charges, or similar amounts
, 1~·. ~ members of the organization· as consideration for
, : , p~~ng such m!'lm~rs ortheir dependtmts or ·guests goods,
i. •. : ~ties, or se_rVIces Ill .furtherance of the purposes: constitut~ng the ~asxs fo~ th~ exemption of the organization to
.. whtch auch mcome IS paidt Such term also means all income
(other than an amount equal to the gross income derived
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. from any unrelated trade or business regularly carried on by
such organization computed as if the organiz~tion were subject to paragraph (1) ), which is set aside(i) for a purpose specifi.ed in section 170 (c) ( 4), or
(h) in the case of an organization described in section
501 (c) (9), to provide for the payment of life, sick, accident, or other benefits,
including reasonable costs of administration diz:ectly: con-nected with a purpose described in clause (i) or (ri). If
during the taxable year, an amount which is attributable to
income so set aside is used for a purpose other than that
described in clause (i) or (ii), such amount shall be included,
under subparagraph (A), in unrelated business taxable. in.
. camt~ for the taxable year.
(C) APPLICABILITY TO CERTAIN CORPORATIONS DESCRIBED IN
SECTION oOl (CJ (2).~ln the case o:f a corporation described
in s~cti.on 501(c) (2), the income of which is payah,le to an
organization described in section 501(c) (7) or (9), subpara. graph (A) shall apply as if such corporatiOn were the <'lrganization to which the income is payable. For purposes of the
preceding sentence, such corporation shall be treated as having exempt function income :for a taxable year only if it files
a consolidated return with such ·organization for s11ch year.
.. (D) NoNRECOGNIP:ON OF GAIN.-If property used directly
. in the performance o,f the exempt function of an organization described in section 501 (c)( 7). or ( 9) is sold by such
organization, and within· a period beginning 1 year before
•the date. of such sale, and ending 3 years after such date,
other property is purchased and used by such organization
directly in the performance of its. exempt function, gain (if
any) from such sale shall be recognized only to the extent
that such organization's sales price of the old property ex. ceeds the organization's cost of purchasing the other property. For purposes of this subparagraph, the destruction in
whole or in part, theft, seizure, requisition, or condemnation
of property, shall be treated as the sale of such property,
and rules similar to the rules provided by subsections (b),
(c), (e), and (j) of section 1034 shall apply.
·
(4) SPECIAL RULE APPLICABLE TO ORGANIZATIONS DESCRIBED IN
SECTION oOl (C) (19).-In the case of an organization described
in section 501 (c) ( 19), the term "unrelated business taxable income" does not include any amount attributable to payments for
lVe, sick, accident, or health insurance with respect to members
of such organizations or their dependents which is set aside for
the purpose of providing for the :payment of insurance benefits
or for. a purpose specified in sectwn 170.( c) (4). If an amount
set aside under the preceding sentence is used during the taxable year. for a purpose other than a purpose described in the
preceding sentence, such amount shall be included,. under paragraph (1), in unrelated business taxable income for the taxable
year.
· · ·
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CORREC1'ED SHEET

H.R. 1144

.Rinttg~fourth ~ongrtss

of tht ilnittd ~tatts of 2tmtrica

AT THE SECOND SESSION

Begun and 1uild at the City of Washington on Monday, the nineteenth day of January,
one thousand nine hundred and seventy-six

5Jn 5Jct
To amend the Internal Revenue Code of 1954 with respect to the tax treatment
of social clubs and certain other membership organizations, to provide for a
study of tax incentives for recycling, and for other purposes.

Be it enacted by the Senate and HOU8e of Representatives of the
United States of America in C<Yngress assembled, That (a) section
501 (c) ( 7) of the Internal Revenue Code of 1954 (relating to exempt
organizations) is amended to read as follows :
"(7) Clubs organized for pleasure, recreation, and other non·
profitable purposes, substantially all 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."
(b) Section 512 (a) ( 3) (A) of such Code (relating to unrelated
business taxable income) is amended by adding at the end thereof the
following new sentence: "For purposes of the preceding sentence, the
deductions provided by sections 243,244, and 245 (relating to dividends
received by corporations) shall be treated as not directly connected
with the production of gross income."
(c) Section 277 (a) of such Code (relating to deductions incurred
by certain membership organizations in transactions with members)
is amended by adding at the end thereof the following new sentence :
"The deductions provided by sections 243, 244, and 245 (relating to
dividends received by corporations) shall not be allowed to any orga·
nization to which this sect10n applies for the taxable year."
(d) The amendments made by this section shall apply to taxable
years beginning after the date of the enactment of this Act.
SEC. 2. (a) Section 501 of the Internal Revenue Code of 1954 ( relating to exemption from tax on corporations, certain trusts, etc.) is
amended by redesignating subsection (h) as subsection (i) and by
inserting after subsection (g) the following new subsection:
"(g) PROHIBITION OF DiscRIMINATION BY CERTAIN SociAL CLuBS.Notwithstanding subsection (a), an organization which is described
in subsection (c) (7) shall not be exempt from taxation under subsection (a) for any taxable year if, at a!ly ~ime during such taxable
year, the charter, bylaws, or other governmg mstrument, of such orsanization or any written policy statement of such organization contams
a provision which provides for discrimination against any person
on the basis of race, color, or religion.".
(b) The amendment made by subsection (a) shall apply to taxable
years begining after the date of the enactment of this Act.
SEC. 3. (a) Paragraph (2) of section 301(g) of the Tax Reform
Act of 1976 (relating to effective date for mimmum tax provisions) is
amended to read as follows:
"(2) TAX CARRYOVER.
" (A) IN GENERAL.-Except as provided in subparagraph
(B), the amount of any tax carryover under section 56(c)
of the Internal Revenue Code of 1954 from a taxable year
beginning before January 1, 1976, shall not be allowed as a tax
carryover for any taxable year beginning after December 31,
1975.
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"(B) Except as provided by paragraph (4) and in section
56 (e) of the Internal Revenue Code of 1954, in the case of
of a corporation which is not an electing small business corporation (as defined in section 1371 (b) of such Code) or a
personal holding company (as defined in section 524 of such
Code), the amount of any tax carryover under section 56 (c)
of such Code from a taxable year beginning before .Tuly 1,
1976, shall not be allowed as a tax carryover for any taxable
year beginning after June 30, 1976.".
(b) The amendments made by subsection (a) shall take effect on
the date of the enactment of the Tax Reform Act of 1976.
SEc. 4. (a) The Secretary of the Treasury, in cooperation with the
Administrator of the Environmental Protection Agency, shall make a
thorough and complete study and investigation of all provisions of the
Internal Revenue Code of 1954 which currently impede or discourage
the recycling of solid waste materials, and shall determine what actions
Congress may take under the internal revenue laws to increase and
encourage the recycling of solid waste materials.
(b) The Secretary of the Treasury shall report his findings, together
with specific legislative proposals and detailed revenue cost estimates,
to the President and to the Congress at the earliest practicable date,
but not later than six months after the date of the enactment of this
Act.

Speaker of the HOU8e of Representatives.

Vice President of the United States and
President of the Senate.

