
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:

-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:

-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 

additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  

Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.

Tax Issues Facing Homeowners' Associations: 
Forms 1120-H, 1120, 1120-C, and 990

THURSDAY, OCTOBER 21, 2021, 1:00-2:50 pm Eastern

FOR LIVE PROGRAM ONLY



 

 

 Internal Revenue Code § 118 Contributions to the capital of a corporation. [Amended by the Tax 

Cuts and Jobs Act, P.L. 115-97; see Code history for details.] 
 

(a)  General rule.  In the case of a corporation, gross income does not include any contribution to the 
capital of the taxpayer. 
 
(b)  Exceptions.  For purposes of subsection (a), the term "contribution to the capital of the taxpayer" 
does not include- 
(1)  any contribution in aid of construction or any other contribution as a customer or potential 
customer, and 
(2)  any contribution by any governmental entity or civic group (other than a contribution made by a 
shareholder as such). 
 

(c)  Regulations.  The Secretary shall issue such regulations or other guidance as may be necessary or 
appropriate to carry out this section, including regulations or other guidance for determining whether 
any contribution constitutes a contribution in aid of construction. 
 
(d)  Cross references. 
(1)  For basis of property acquired by a corporation through a contribution to its capital, see section 
362. 
(2)  For special rules in the case of contributions of indebtedness, see section 108(e)(6). 
 



U.S. Code § 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 goods to members and which is not exempt from taxation, deductions for 
the taxable year attributable to furnishing services, insurance, goods, or other items of value to 
members shall be allowed only to the extent of income derived during such year from members 
or transactions with members (including income derived during such year from institutes and 
trade shows which are primarily for the education of members). If for any taxable year such 
deductions exceed such income, the excess shall be treated as a deduction attributable to 
furnishing services, insurance, goods, or other items of value to members paid or incurred in 
the succeeding taxable year. The deductions provided by sections 243 and 245 (relating to 
dividends received by corporations) shall not be allowed to any organization to which this 
section applies for the taxable year. 

(b) Exceptions - Subsection (a) shall not apply to any organization—  
(1) which for the taxable year is subject to taxation under subchapter H or L, 
(2) which has made an election before October 9, 1969, under section 456(c) or which is 
affiliated with such an organization, 
(3) which for each day of any taxable year is a national securities exchange subject to regulation 
under the Securities Exchange Act of 1934 or a contract market subject to regulation under the 
Commodity Exchange Act, or 
(4) which is engaged primarily in the gathering and distribution of news to its members for 
publication. 
 

https://www.law.cornell.edu/uscode/text/26/277
https://www.law.cornell.edu/uscode/text/26/277


 

 

 Internal Revenue Code § 501 Exemption from tax on corporations, certain trusts, etc. 

(a)  Exemption from taxation. 

An organization described in subsection (c) or (d) or section 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 VI of this subchapter, but (notwithstanding parts II, III, and VI of this subchapter) shall 
be considered an organization 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) : 

(3)  Corporations, and any community chest, fund, or foundation, organized and operated exclusively for 
religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster 
national or international amateur sports competition (but only if no part of its activities involve the 
provision of athletic facilities or equipment), or for the prevention of cruelty to children or animals, no 
part of the net earnings of which inures to the benefit of any private shareholder or individual, no 
substantial part of the activities of which is carrying on propaganda, or otherwise attempting, to 
influence legislation (except as otherwise provided in subsection (h) ), and which does not participate in, 
or intervene in (including the publishing or distributing of statements), any political campaign on behalf 
of (or in opposition to) any candidate for public office. 

(4) (A) Civic leagues or organizations not organized for profit but operated exclusively for the promotion 
of social welfare, or local associations of employees, the membership of which is limited to the 
employees of a designated person or persons in a particular municipality, and the net earnings of which 
are devoted exclusively to charitable, educational, or recreational purposes. 

(B)  Subparagraph (A) shall not apply to an entity unless no part of the net earnings of such entity inures 
to the benefit of any private shareholder or individual. 

(7)  Clubs 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. 

 (12) (A) Benevolent life insurance associations of a purely local character, mutual ditch or irrigation 
companies, mutual or cooperative telephone companies, or like organizations; but only if 85 percent or 
more of the income consists of amounts collected from members for the sole purpose of meeting losses 
and expenses. 



 

 

Internal Revenue Code § 528 Certain homeowners associations 

(a)  General rule. 
A homeowners association (as defined in subsection (c)) shall be subject to taxation under this subtitle 
only to the extent provided in this section. A homeowners association shall be considered an 
organization exempt from income taxes for the purpose of any law which refers to organizations 
exempt from income taxes. 
 
(b)  Tax imposed. 
A tax is hereby imposed for each taxable year on the homeowners association taxable income of every 
homeowners association. Such tax shall be equal to 30 percent of the homeowners association taxable 
income (32 percent of such income in the case of a timeshare association). 
 
(c)  Homeowners association defined. 
For purposes of this section - 
(1)  Homeowners association. 
The term "homeowners association" means an organization which is a condominium management 
association, a residential real estate management association, or a timeshare association if- 
(A)  such organization is organized and operated to provide for the acquisition, construction, 
management, maintenance, and care of association property, 
 
(B)  60 percent or more of the gross income of such organization for the taxable year consists solely 
of amounts received as membership dues, fees, or assessments from- 
(i)  owners of residential units in the case of a condominium management association, 
 
(ii)  owners of residences or residential lots in the case of a residential real estate management 
association, or 
 
(iii)  owners of timeshare rights to use, or timeshare ownership interests in, association property in 
the case of a timeshare association, 
 

(C)  90 percent or more of the expenditures of the organization for the taxable year are expenditures 
for the acquisition, construction, management, maintenance, and care of association property and, 
in the case of a timeshare association, for activities provided to or on behalf of members of the 
association, 
 
(D)  no part of the net earnings of such organization inures (other than by acquiring, constructing, or 
providing management, maintenance, and care of association property, and other than by a rebate 
of excess membership dues, fees, or assessments) to the benefit of any private shareholder or 
individual, and 
 



 

 

(E)  such organization elects (at such time and in such manner as the Secretary by regulations 
prescribes) to have this section apply for the taxable year. 
 

(2)  Condominium management association. 
The term "condominium management association" means any organization meeting the requirement 
of subparagraph (A) of paragraph (1) with respect to a condominium project substantially all of the 
units of which are used by individuals for residences. 
 
(3)  Residential real estate management association. 
The term "residential real estate management association" means any organization meeting the 
requirements of subparagraph (A) of paragraph (1) with respect to a subdivision, development, or 
similar area substantially all the lots or buildings of which may only be used by individuals for 
residences. 
 
(4)  Timeshare association. 
The term "timeshare association" means any organization (other than a condominium management 
association) meeting the requirement of subparagraph (A) of paragraph (1) if any member thereof 
holds a timeshare right to use, or a timeshare ownership interest in, real property constituting 
association property. 
 
(5)  Association property. 
The term "association property" means- 
(A)  property held by the organization, 
 
(B)  property commonly held by the members of the organization, 
 
(C)  property within the organization privately held by the members of the organization, and 
 
(D)  property owned by a governmental unit and used for the benefit of residents of such unit. 
 

In the case of a timeshare association, such term includes property in which the timeshare 
association, or members of the association, have rights arising out of recorded easements, covenants, 
or other recorded instruments to use property related to the timeshare project. 
 

(d)  Homeowners association taxable income defined. 
(1)  Taxable income defined. 
For purposes of this section , the homeowners association taxable income of any organization for any 
taxable year is an amount equal to the excess (if any) of- 
(A)  the gross income for the taxable year (excluding any exempt function income), over 
 
(B)  the deductions allowed by this chapter which are directly connected with the production of the 
gross income (excluding exempt function income), computed with the modifications provided in 
paragraph (2) . 

https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=26uscas528&permaId=ic50fe19819d711dcb1a9c7f8ee2eaa77&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=26uscas528&permaId=ic50fe19819d711dcb1a9c7f8ee2eaa77&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=26uscas528&permaId=ic50fe19819d711dcb1a9c7f8ee2eaa77&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=us_fed_26_usc_528%28d%29%282%29&permaId=ic50fe19819d711dcb1a9c7f8ee2eaa77&tagName=PARA&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=us_fed_26_usc_528%28d%29%282%29&permaId=ic50fe19819d711dcb1a9c7f8ee2eaa77&tagName=PARA&endParm=y


 

 

(2)  Modifications. 
For purposes of this subsection - 
(A)  there shall be allowed a specific deduction of $100, 
 
(B)  no net operating loss deduction shall be allowed under section 172 , and 
 
(C)  no deduction shall be allowed under part VIII of subchapter B (relating to special deductions for 
corporations). 
 

(3)  Exempt function income. 
For purposes of this subsection , the term "exempt function income" means any amount received as 
membership dues, fees, or assessments from- 
(A)  owners of condominium housing units in the case of a condominium management association, 
 
(B)  owners of real property in the case of a residential real estate management association, or 
 
(C)  owners of timeshare rights to use, or timeshare ownership interests in, real property in the case 
of a timeshare association. 

 



 

 

Treasury Regulation 1.277-1T  
(Proposed in 1972; Withdrawn in 1986) 
 
Allowable deductions incurred by certain membership organizations. 
 
(a) In general. Section 277 provides that, in the case of a social club or other membership organization which is operated 

primarily to furnish services, facilities, or goods to members and which is not exempt from taxation, deductions for 
taxable years beginning after December 31, 1970, which are attributable to furnishing services, facilities, insurance, 
goods, or other items of value to members shall be allowed but only to the extent of the gross income derived during 
such year from members or from transactions with members. Therefore, section 277 imposes a limitation on the 
deductibility of items attributable to furnishing services, facilities, insurance, goods, or other items of value to 
members which would otherwise be allowable as items of deduction under chapter 1 of the Code (including amounts 
determined without regard to whether the activity giving rise to such amounts was engaged in for profit such as, for 
example, deductions for interest under section 163). In addition, section 277 allows such organizations a limited 
deduction for items attributable to furnishing services, facilities, insurance, goods, or other items of value to members 
which would be deductible under section 162, 167, or similar provisions of the Code if the activity giving rise to such 
amounts were engaged in for profit. 

(b) Definitions. For purposes of this section— 
 

(1) Membership organization. The phrase “social club or other membership organization which is operated primarily 
to furnish services, facilities, or goods to members” (hereinafter referred to as a “membership organization”) 
means any taxable organization operated on a mutual, cooperative, or similar basis whose primary activity is 
providing members with services, facilities, or goods. For purposes of determining whether an organization is 
operated on a mutual, cooperative, or similar basis, it is immaterial whether the organization is incorporated or 
unincorporated or is regarded as a profit or a nonprofit corporation under applicable State law. An organization 
which is operated primarily to realize gains to be distributed among its shareholders in proportion to their capital 
investment or other equity interest is not a membership organization. Thus, an organization which is a regulated 
investment company as defined in section 851 is not a membership organization. 

(2) Member. The term “member” means any person (including the dependents, as defined in §1.152-1, and guests, as 
defined in §1.512(a)-3(c)(2)(iii)(b), of such a person) who has the privilege by reason of payment of dues or 
otherwise to obtain from the membership organization services, facilities, insurance, goods, or other items of value 
on a mutual, cooperative, or similar basis whether or not such person owns stock in the organization or 
holds a certificate of membership and whether or not such a person is entitled to participate in the management 
of the organization. 
 

(3) Membership activity. The term “membership activity” means the furnishing of services, facilities, insurance, 
goods, or other items of value to members on a mutual, cooperative, or similar basis. 

(4) Nonmembership activity. Any activity of a membership organization other than the furnishing of services, 
facilities, insurance, goods, or other items of value to members on a mutual, cooperative, or similar basis is a 
“nonmembership activity.” 

(c) Examples. The provisions of paragraph (b) of this section may be illustrated by the following examples: 
 

Example (1). C is a nonexempt national organization composed of individuals interested in the preservation of 
natural resources. C’s sole objective is the promotion of activities and projects which in its view, will preserve 
natural resources. C accomplishes its objective by advertising, by presenting its view to State and Federal elected 



 

 

officials, and by actively supporting candidates for public office who agree with its views. Although C and its 
members generally have the same opinions on conservation issues, C does not promote the specific interests of 
any of its members. C obtains the funds necessary to accomplish its objective by assessing each of its members 
annual dues of ten dollars. C is not furnishing its members services since the same services would be available to 
them even if they were not dues-paying members. Therefore, C is not a membership organization for purposes of 
section 277 and this section. 

Example (2). M Corporation was established by B to own and operate a golf club for individuals living in homes 
built by B. B established M to facilitate the sale of houses he built. B anticipates he will earn a profit on his 
investment in M. M’s facilities are open only to individuals who buy his homes (“its members”) and their 
dependents and guests. Although M’s “members” have a voice in the operational policies of the golf club, all 
decisions are subject to the approval of B, who is the sole shareholder of M. Under these circumstances, M is not 
providing its members with services, facilities, or goods on a mutual, cooperative, or similar basis and is not, 
therefore, a membership organization for purpose of section 277 and this section. 

(d) Income and deductions of a membership organization. 
 

(1) In general 
 

(i) Net membership income. If for any taxable year membership income (determined under subparagraph (2) of 
this paragraph) exceeds membership deductions (determined under subparagraph (6) of this paragraph), the 
taxable income of a membership organization for such taxable year is the excess of the organization’s total 
gross income over its total deductions (determined under subparagraph (5) of this paragraph). 
 

(ii) Net membership loss. If for any taxable year a membership organization has sustained a net membership loss 
(membership deductions exceed membership income), the taxable income of the organization for such taxable 
year is the excess of its nonmembership income (determined under subparagraph (4) of this paragraph) over 
its nonmembership deductions (determined under subparagraph (7) of this paragraph). A net membership loss 
is not deductible in the taxable year in which it is incurred, but may be carried over to succeeding taxable 
years in the manner provided by paragraph (e) of this section. 

 
(2) Membership income. Membership income is the gross income received by a membership organization from its 

members in consideration for membership activities, including the interest income derived from members who 
pay their initial membership fee in installments. In addition, membership income also includes the gross income 
derived by a member- ship organization from institutes and trade shows conducted primarily for the education of 
members. The determination of whether an institute or trade show is conducted primarily for the education of 
members depends upon all the surrounding facts and circumstances, including such factors as the format of the 
exhibits, the manner in which the exhibitors are selected, the prices charged for space, and use of the exhibits as 
sales facilities. 

(3) Certain rental income. For purposes of subparagraph (2) of this paragraph, the term “membership income” 
includes that part of the rental income received from a person in exchange for permitting him to operate a 
membership organization facility as determined in accordance with this subparagraph. That part of such rental 
income so included in “membership income” is equal to the product of the total rental income, multiplied by a 
fraction, the numerator of which is the gross income received from members by such operator with respect to 
such facility, and the denominator of which is the total gross income received by such operator with respect 
thereto. This subparagraph shall apply only if the operator of such facility maintains adequate records to determine 
what portion of the total gross income he receives is gross income from members attributable to furnishing 



 

 

services, facilities, insurance, or goods or other items of value to members. For example, if the operation of the 
dining facilities of a membership organization is leased to a concessionaire, and 95 percent of the total gross 
income for the use of the facilities is from members, then 95 percent of the amount paid by the concessionaire to 
the organization shall be treated as membership income. Similarly, if a membership organization leases its golf 
shop to a golf professional, and 97 percent of the total gross income for the use of such facility is from members, 
then 97 percent of the amount paid to the membership organization by the golf professional shall be treated as 
membership income. 

(4) Nonmembership income. Nonmembership income is gross income exclusive of membership income. Thus, 
amounts of gross income paid to a membership organization by another membership organization or an exempt 
social club described in section 501(c)(7) for services, facilities, insurance, or goods or other items of value 
provided by such membership organization under a reciprocal arrangement with such other organization shall be 
treated as nonmember- ship income, even though both organizations are of like nature. 

(5) Total deductions. For purposes of this section, the total deductions a membership organization may take into 
account are the sum of its membership deductions and its nonmembership deductions. 

(6) Membership deductions. Membership deductions are the expenses, depreciation, and similar items of deduction 
attributable to membership activities. Such items of deduction may, however, be taken into account only to the 
extent that such items are otherwise allowable as deductions under chapter 1 of the Code (applied without regard 
to whether the activity giving rise to such items was engaged in for profit). 

(7) Nonmembership deductions. Nonmembership deductions are the expenses, depreciation, and similar items 
allowable as deductions under chapter 1 of the Code other than those items described in subparagraph (6) of this 
paragraph. 

(8) Allocation of deductions. Items of deduction attributable in part to nonmembership activities and in part to 
membership activities shall be allocated between the two classes of activities on a reasonable and consistently 
applied basis. 

(e) Carryover of net membership loss 

• (1)In general. If for any taxable year there is a net membership loss, such loss is treated as an item of deduction 
attributable to membership activities in the succeeding taxable year, but only if such loss is reported on the 
membership organization’s original or amended tax return for the year in which it was sustained. Therefore, 
section 277 and this section do not impose a time limitation on the carryover to a succeeding taxable year of such 
loss. 

• (2)Change of status. If in any taxable year a membership organization ceases to operate as such an organization (as 
defined in paragraph (b)(1) of this section), a net membership loss sustained by such an organization in a prior 
taxable year may not be carried over to such a taxable year. For example, assume that a membership organization 
has a net membership loss in 1972 of $10,000. This loss may not be carried over to 1973, if on January 1, 1973, the 
organization ceases to operate as an organization whose primary activity is furnishing services, facilities, or goods 
to its members on a mutual, cooperative, or similar basis. 

• (3)Net operating loss. Any amount treated as a net membership loss under section 277 and this section shall not 
qualify as a net operating loss (as defined in section 172(c)) and shall not be allowed as a net operating loss 
deduction in any year. 

 
(f) Determination of basis. For purposes of this section, an adjustment which would otherwise be required to be made to 

the basis of property used for membership activities is not affected by the denial of all or part of a deduction which 



 

 

might be taken into account by an organization not subject to the provisions of section 277 and this section. For 
example, adjustment must be made for depreciation even though the organization is allowed only a portion of the 
depreciation allowance because membership deductions exceed membership income. 

(g) Examples. The application of this section may be illustrated by the following examples: 
 
Example (1). C is a nonexempt social club organized to enrich the social and cultural life of retired persons. C’s 
activities include the planning of social events for its members. C also owns and operates a rooming house and a home 
for retired persons. Accommodations in the rooming house are rented on a weekly basis to the general public with the 
expectation of making a profit from such rentals. Accommodations in the home for retired persons are available only 
to C’s members. During 1972 C has the following items of gross income and deduction: 

 
Membership income: 
Dues and assessments $ 14,000 

Income from home for retired persons   15,000  $

 29,000 Deductions  

 

attributable to membership activities: 

Nonmembership income: 
Rooming house rentals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
 20,000 
Deductions attributable to nonmembership activities 
Depreciation of rooming house . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 3,500 
Taxes on rooming house . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500 
Maid service, linens, etc. for rooming house . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11,000
 17,000 
 

 
Since C’s membership income ($29,000) exceeds its membership deduction ($26,000), C’s taxable income for 1972 is 
$6,000, the excess of its total gross income ($49,000) over its total deductions which may be taken into account 
($43,000). 

Example (2). E is a nonexempt membership organization engaged in the business of supplying electricity to rural 
areas on a cooperative basis. Under applicable State law and its articles of incorporation if a member lives in a 
rural area which becomes incorporated into a township, such member can continue to receive electricity from E 
on a fee basis but must transfer back to E his certificate of membership, and is no longer entitled to share in the 
profits of E on a patronage basis. E engages in the activity of supplying nonmembers with electricity in the 
expectation of making a profit. E’s cost of supplying electricity to members and nonmembers is the same. For the 
calendar year 1972, E has gross income of $100,000 (consisting of $60,000 from members and 
$40,000 from nonmembers). E’s deductions attributable to supplying electricity for 1972 are $85,000 (consisting 
of $58,000 attributable to supplying members and $27,000 attributable to supplying nonmembers). In addition, E 
has a $25,000 net membership loss carried over from 1971 which was reported on E’s tax return for 1971. E 
computes its taxable income as follows: 

 
Membership income:  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,000 
Deductions attributable to membership activities: 

For 1972  . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 58,000 
 

Taxes on home for retired persons . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,600  

Depreciation on home for retired persons . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000  

Maid service, food, linens, etc. for home for retired persons . . . . . . . . . . . . . . . . . . . . . . 15,000  
Social events for the benefit of C’s members . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   7,400 26,000 

 



 

 

Carryover from 1971 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  25,000
 83,000 

Nonmembership income:  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 
Deductions attributable to nonmembership activities: . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000 

 
Since E’s membership deductions ($83,000) exceeds its membership income ($60,000), E’s taxable 
income is the excess of its nonmembership income ($40,000) over its nonmembership deductions which 
may be taken into account ($27,000), or $13,000. In addition, E has sustained a net membership loss of 
$23,000 ($83,000 of deductions less $60,000 of income) which may be carried over to 1973, if E reports 
such loss on its tax return for 1972. 

 



 

 

 Federal Regulations Reg § 1.528-1. Homeowners associations. 

(a)In general. Section 528 only applies to taxable years of homeowners associations beginning after 
December 31, 1973. To qualify as a homeowners association an organization must either be a 
condominium management association or a residential real estate management association. For the 
purposes of Section 528 and the regulations under that section, the term "homeowners association" shall 
refer only to an organization described in section 528. Cooperative housing corporations and 
organizations based on a similar form of ownership are not eligible to be taxed as homeowners 
associations. As a general rule, membership in either a condominium management association or a 
residential real estate management association is confined to the developers and the owners of the units, 
residences, or lots. Furthermore, membership in either type of association is normally required as a 
condition of such ownership. However, if the membership of an organization consists of other 
homeowners associations, the owners of units, residences, or lots who are members of such other 
homeowners associations will be treated as the members of the organization for the purposes of the 
regulations under section 528. 
 
(b)Condominium. The term "condominium" means an interest in real property consisting of an undivided 
interest in common in a portion of a parcel of real property (which may be a fee simple estate or an 
estate for years, such as a leasehold or subleasehold) together with a separate interest in space in a 
building located on such property. An interest in property is not a condominium unless the undivided 
interest in the common elements are vested in the unit holders. In addition, a condominium must meet 
the requirements of applicable state or local law relating to condominiums or horizontal property 
regimes. 
 
(c)Residential real estate management association. Residential real estate management associations are 
normally composed of owners of single-family residential units located in a subdivision, development, or 
similar area. However, they may also include as members, owners of multiple-family dwelling units 
located in such areas. They are commonly formed to administer and enforce covenants relating to the 
architecture and appearance of the real estate development as well as to perform certain maintenance 
duties relating to common areas. 
 
(d)Tenants. Tenants will not be considered members for purposes of meeting the source of income test 
under section 528(c)(1)(B) and §1.528-5. However, the fact that tenants of members of a homeowners 
association are permitted to be members of the association will not disqualify an association under 
section 528(c)(1) if it otherwise meets the requirements of section 528(c) and these regulations. 
 

Reg § 1.528-2. Organized and operated to provide for the acquisition, construction, 
management, maintenance and care of association property. 

(a) Organized and operated.  

(1) Organized. To be treated as a homeowners association an organization must be organized and oper-
ated primarily for the purpose of carrying on one or more of the exempt functions of a homeowners as-
sociation. For the purposes of section 528 and these regulations, the exempt functions of a homeowners 



 

 

association are the acquisition, construction, management, maintenance, and care of association proper-
ty. In determining whether an organization is organized and operated primarily to carry on one or more 
exempt functions, all the facts and circumstances of each case shall be considered. For example, when an 
organization provides in its articles of organization that its sole purpose is to carry on one or more exempt 
functions, in the absence of other relevant factors it will be considered to have met the organizational 
test. (The term “articles of organization” means the organization's corporate charter, trust instruments, 
articles of association or other instrument by which it is created.) 

(2) Operated. An organization will be treated as being operated for the purpose of carrying on one or 
more of the exempt functions of a homeowners association if it meets the provisions of §§1.528-5 and 
1.528-6. 

(b) Terms to be interpreted according to common meaning and usage. As used in section 528 and these 
regulations, the terms acquisition, construction, management, maintenance, and care are to be inter-
preted according to their common meaning and usage. For example, maintenance of association property 
includes the painting and repairing of such property as well as the gardening and janitorial services asso-
ciated with its upkeep. Similarly, the term “construction” of association property includes covenants or 
other rules for preserving the architectural and general appearance of the area. The term also includes 
regulations relating to the location, color and allowable building materials to be used in all structures. (For 
the definition of association property see §1.528-3) 

 

Reg § 1.528-3. Association property. 

(a) Property owned by the organization. “Association property” includes real and personal property 
owned by the organization or owned as tenants in common by the members of the organization. Such 
property must be available for the common benefit of all members of the organization and must be of a 
nature that tends to enhance the beneficial enjoyment of the private residences by their owners. If two or 
more facilities or items of property of a similar nature are owned by a homeowners association, and if the 
use of any particular facility or item is restricted to fewer than all association members, such facilities or 
items nevertheless will be considered association property if all association members are treated equita-
bly and have similar rights with respect to comparable items or facilities. Among the types of property 
that ordinarily will be considered association property are swimming pools and tennis courts. On the oth-
er hand, facilities or areas set aside for the use of nonmembers, or in fact used primarily by nonmembers, 
are not association property for the purposes of this section. For example, property owned by an organi-
zation for the purpose of leasing it to groups consisting primarily of nonmembers to be used as a meeting 
place or a retreat will not be considered association property. 

(b) Property normally owned by a governmental unit. “Association property” also includes areas and fa-
cilities traditionally recognized and accepted as being of direct governmental concern in the exercise of 
the powers and duties entrusted to governments to regulate community health, safety and welfare. Such 
areas and facilities would normally include roadways, parklands, sidewalks, streetlights and firehouses. 
Property described in this paragraph will be considered association property regardless of whether it is 
owned by the organization itself, by its members as tenants in common or by a governmental unit and 
used for the benefit of the residents of such unit including the members of the organization. 



 

 

(c) Privately owned property. “Association property” may also include property owned privately by 
members of the organization. However, to be so included the condition of such property must affect the 
overall appearance or structure of the residential units which make up the organization. Such property 
may include the exterior walls and roofs of privately owned residences as well as the lawn and shrubbery 
on privately owned land and any other privately owned property the appearance of which may directly 
affect the appearance of the entire organization. However, privately owned property will not be consid-
ered association property unless—  

(1) There is a covenant or similar requirement relating to exterior appearance or maintenance that ap-
plies on the same basis to all such property (or to a reasonable classification of such property); 

(2) There is a pro rata mandatory assessment (at least once a year) on all members of the association for 
maintaining such property; and 

(3) Membership in the organization is a condition of ownership of such property. 

 

Reg § 1.528-4. Substantially test. 

(a) In general. In order for an organization to be considered a condominium management association or a 
residential retail estate management association (and therefore in order for it to be considered a home-
owners association), substantially all of its units, lots or buildings must be used by individuals for resi-
dences. For the purposes of applying paragraph (b) or (c) of this section, and organization which has at-
tributes of both a condominium management association and a residential real estate management asso-
ciation shall be considered that association which, based on all the facts and circumstances, it more 
closely resembles. In addition, those paragraphs shall be applied based on conditions existing on the last 
day of the organization's taxable year. 

(b) Condominium management associations. Substantially all of the units of a condominium manage-
ment association will be considered as used by individuals for residences if at least 85% of the total 
square footage of all units within the project is used by individuals for residential purposes. If a completed 
unit has never been occupied, it will nonetheless be considered as used for residential purposes if, based 
on all the facts and circumstances, it appears to have been constructed for use as a residence. Similarly, a 
unit which is not occupied but which has been in the past will be considered as used for residential pur-
poses if, based on all the facts and circumstances, it appears that it was constructed for use as a resi-
dence, and the last individual to occupy it did in fact use it as a residence. Units which are used for pur-
poses auxiliary to residential use (such as laundry areas, swimming pools, tennis courts, storage rooms 
and areas used by maintenance personnel) shall be considered used for residential purposes. 

(c) Residential real estate management associations. Substantially all of the lots or buildings of a resi-
dential real estate management association (including unimproved lots) will be considered as used by in-
dividuals as residences if at least 85% of the lots are zoned for residential purposes. Lots shall be treated 
as zoned for residential purposes even if under such zoning lots may be used for parking spaces, swim-
ming pools, tennis courts, schools, fire stations, libraries, churches and other similar purposes which are 
auxiliary to residential use. However, commercial shopping areas (and their auxiliary parking areas) are 
not lots zoned for residential purposes. 



 

 

(d) Exception. Notwithstanding any other provision of this section, a unit, or building will not be consid-
ered used for residential purposes, if for more than one-half the days in the association's taxable year, 
such unit, or building is occupied by a person or series of persons, each of whom so occupies such unit, or 
building for less than 30 days. 

 

Reg § 1.528-5. Source of income test. 

An organization cannot qualify as a homeowners association under section 528 for a taxable year unless 
60 percent or more of its gross income for such taxable year is exempt function income as defined in 
§1.528-9. The determination of whether an organization meets the provisions of this section shall be 
made after the close of the organization's taxable year.  

 

Reg § 1.528-6. Expenditure test. 

(a) In general. An organization cannot qualify as a homeowners association under section 528 for a taxa-
ble year unless 90 percent or more of its expenditures for such taxable year are qualifying expenditures as 
defined in paragraphs (b) and (c) of this section. The determination of whether an organization meets the 
provisions of this section shall be made after the close of the organization's taxable year. Investments or 
transfers of funds to be held to meet future costs shall not be taken into account as expenditures. For 
example, transfers to a sinking fund account for the replacement of a roof would not be considered an 
expenditure for the purposes of this section even if the roof is association property. In addition, excess 
assessments which are either rebated to members or applied against the members' following year's as-
sessments will not be considered an expenditure for the purposes of this section. 

(b) Qualifying expenditures. Qualifying expenditures are expenditures by an organization for the acquisi-
tion, construction, management, maintenance, and care of the organization's association property. They 
include both current operating and capital expenditures on association property. Qualifying expenditures 
include expenditures on association property despite the fact that such property may produce income 
which is not exempt function income. Thus expenditures on a swimming pool are qualifying expenditures 
despite the fact that fees from guests of members using the pool are not exempt function income. Where 
expenditures by an organization are used both for association property as well as other property, an allo-
cation shall be made between the two uses on a reasonable basis. Only that portion of the expenditures 
which is properly allocable to the acquisition, construction, management, maintenance or care of associa-
tion property, shall constitute qualifying expenditures. 

(c) Examples of qualifying expenditures. Qualifying expenditures may include (but are not limited to) ex-
penditures for—  

(1) Salaries of an association manager and secretary; 
(2) Paving of streets; 
(3) Street signs; 
(4) Security personnel; 
(5) Legal fees; 
(6) Upkeep of tennis courts; 



 

 

(7) Swimming pools; 
(8) Recreation rooms and halls; 
(9) Replacement of common buildings, facilities, air conditioning, etc; 
(10) Insurance premiums on association property; 
(11) Accountant's fees; 
(12) Improvement of private property to the extent it is association property; and 
(13) Real estate and personal property taxes imposed on association property by a State or local govern-
ment. 
 

Reg § 1.528-7. Inurement. 

An organization is not a homeowners association if any part of its net earnings inures (other than as a di-
rect result of its engaging in one or more exempt functions) to the benefit of any private person. Thus, to 
the extent that members receive a benefit from the general maintenance, etc., of association property, 
this benefit generally would not constitute inurement. If an organization pays rebates from amounts oth-
er than exempt function income, such rebates will constitute inurement. In general, in determining 
whether an organization is in violation of this section, the principles used in making similar determina-
tions under Section 501(c) will be applied.  

 

Reg § 1.528-8. Election to be treated as a home-owners association. 

(a) General rule. An organization wishing to be treated as a homeowners association under section 528 
and this section for a taxable year must elect to be so treated. Except as otherwise provided in this sec-
tion such election shall be made by the filing of a properly completed Form 1120-H (or such other form as 
the Secretary may prescribe). A separate election must be made for each taxable year. 

(b) Taxable years ending after December 30, 1976. For taxable years ending after December 30, 1976, 
the election must be made not later than the time, including extensions, for filing an income tax return 
for the year in which the election is to apply. 

(c) Taxable years ending before December 31, 1976, for which a return was filed before January 31, 
1977. For taxable years ending before December 31, 1976, for which a return was filed before January 31, 
1977, the election must be made not later than the time provided by law for filing a claim for credit or 
refund of overpayment of taxes for the year in which the election is to apply. Such an election shall be 
made by filing an amended return on Form 1120-H (or such other form as the Secretary may prescribe). 

(d) Taxable years ending before December 31, 1976, for which a return was not filed before January 31, 
1977. For taxable years ending before December 31, 1976, for which a return was not filed before January 
31, 1977, the election must be made by October 20, 1980. Instead of making such an election in the 
manner described in paragraph (a) of this section, such an election may be made by a statement attached 
to the applicable income tax return or amended return for the year in which the elections made. The 
statement should identify the election being made, the period for which it applies and the taxpayer's ba-
sis for making the election. 



 

 

(e) Revocation of exempt status. If an organization is notified after the close of a taxable year that its 
exemption for such taxable year under section 501(a) is being revoked retroactively, it may make a timely 
election under section 528 for such taxable year. Notwithstanding any other provisions of this section, 
such an election will be considered timely if it is made within 6 months after the date of revocation. The 
preceding sentence shall apply to revocations made after April 18, 1980. If the revocation was made on or 
before April 18, 1980, the election will be considered timely if it is made before the expiration of the pe-
riod for filing a claim for credit or refund for the taxable year for which it is to apply. 

(f) Effect of election.  

(1) Revocation. An election to be treated as an organization described in section 528 is binding on the or-
ganization for the taxable year and may not be revoked without the consent of the Commissioner. 

(2) Exception. Notwithstanding paragraph (f)(1) of this section, an election under this section may be re-
voked prior to July 18, 1980. Such a revocation shall be made by filing a statement with the director of the 
Internal Revenue Service Center with whom the return of the organization for the year in which the rev-
ocation is to apply was filed. The statement shall include the following information.  

 (i) The name of the organization. 

 (ii) The fact that it is revoking an election made under section 528. 

 (iii) The taxable year for which the revocation is to apply. 

 

Reg § 1.528-9. Exempt function income. 

(a) General rule. For the purposes of section 528 exempt function income consists solely of income which 
is attributable to membership dues, fees, or assessments of owners of residential units or residential lots. 
It is not necessary that the source of income be labeled as membership dues, fees, or assessments. What 
is important is that such income be derived from owners of residential units or residential lots in their 
capacity as owner-members rather than in some other capacity such as customers for services. Generally, 
for the membership dues, fees, or assessments with respect to a residential unit or lot to be exempt func-
tion income, the unit must be used for (or the unit or lot must be expected to be used) for residential 
purposes. However, dues, fees, or assessments paid to an organization by a developer with respect to un-
finished or finished but unsold units or lots shall be exempt function income even though the developer 
does not use the units or lots. If an assessment is more in the nature of a fee for the provision of services 
in the course of a trade or business than a fee for a common activity undertaken by a collective group of 
owners for the purpose of enhancing or maintaining the value of their residences, the assessment will not 
be considered exempt function income to the organization. Furthermore, income attributable to dues, 
fees, or assessments will not be considered exempt function income unless each member's liability for 
payment arises solely from membership in the association. Dues, fees, or assessments that are based on 
the extent, if any, to which a member avails him or herself of a facility or facilities are not exempt function 
income. For the purposes of section 528, dues, fees, or assessments which are based on the assessed 
value or size of property will be considered as arising solely as a result of membership in the organization. 
Regardless of the organization's method of accounting, excess assessments during a taxable year which 



 

 

are either rebated to the members or applied to their future assessments are not considered gross in-
come and therefore will not be considered exempt function income for such taxable year. However, if 
such excess assessments are applied to a future year's assessments, they will be considered gross income 
and exempt function income for that future year. In addition, assessments in a taxable year, such as an 
assessment for a capital improvement, which are not treated as gross income do not enter into the de-
termination of whether the organization meets the source of income test for that taxable year. 

(b) Examples of exempt function income. Assessments which are considered more in the nature of a fee 
for common activity than for the providing of services and which will therefore generally be considered 
exempt function income include assessments made for the purpose of—  

(1) Paying the principal and interest on debts incurred for the acquisition of association property; 
(2) Paying real estate taxes on association property; 
(3) Maintaining association property; 
(4) Removing snow from public areas; and 
(5) Removing trash. 

(c) Examples of receipts which are not exempt function income. Exempt function income does not in-
clude—  

(1) Amounts which are not includible in the organization's gross income other than by reason of section 
528 (for example, tax-exempt interest); 
(2) Amounts received from persons who are not members of the association; 
(3) Amounts received from members for special use of the organization's facilities, the use of which is not 
available to all members as a result of having paid the dues, fees or assessments required to be paid by all 
members; 
(4) Interest earned on amounts set aside in a sinking fund; 
(5) Amounts received for work done on privately owned property which is not association property; or 
(6) Amounts received from members in return for their transportation to or from shopping areas, work 
location, etc. 

(d) Special Rule. Notwithstanding paragraphs (a) and (c)(3) of this section, amounts received from mem-
bers or tenants of residential units owned by members (notwithstanding §1.528-1(d)) for special use of an 
association's facilities will be considered exempt function income if—  

 (1) The amounts paid by the members are not paid more than once in any 12 month period; and 

 (2) The privilege obtained from the payment of such amounts lasts for the entire 12 month period or 
portion thereof in which the facility is commonly in use.  

Thus, amounts received as the result of payments by members of a yearly fee for use of tennis courts or a 
swimming pool shall be considered exempt function income. However, amounts received for the use of a 
building for an evening, weekend, week, etc., shall not be considered exempt function income. 

 

Reg § 1.528-10. Special rules for computation of homeowners association taxable in-
come and tax. 



 

 

(a) In general. Homeowners association taxable income shall be determined according to the provisions 
of section 528(d) and the rules set forth in this section. 

(b) Limitation on capital losses. If for any taxable year a homeowners association has a net capital loss, 
the rules of sections 1211(a) and 1212(a) shall apply. 

(c) Allowable deductions.  

(1) In general. To be deductible in computing the unrelated business taxable income of a homeowners 
association, expenses, depreciation and similar items must not only qualify as items of deduction allowed 
by chapter 1 of the Code but must also be directly connected with the production of gross income (ex-
cluding exempt function income). To be “directly connected with” the production of gross income (ex-
cluding exempt function income), an item of deduction must have both proximate and primary relation-
ship to the production of such income and have been incurred in the production of such income. Items of 
deduction attributable solely to items of gross income (excluding exempt function income) are proxi-
mately and primarily related to such income. Whether an item of deduction is incurred in the production 
of gross income (excluding exempt function income) is determined on the basis of all the facts and cir-
cumstances involved in each case. 

(2) Dual use of facilities or personnel. Where facilities are used both for exempt functions of the organiza-
tion and for the production of gross income (excluding exempt function income), expenses, depreciation 
and similar items attributable to such facilities (for example, items of overhead) shall be allocated be-
tween the two uses on a reasonable basis. Similarly where personnel are employed both for exempt func-
tions and for the production of gross income (excluding exempt function income), expenses and similar 
items attributable to such personnel (for example, items of salary) shall be allocated between the two ac-
tivities on a reasonable basis. The portion of any such item so allocated to the production of gross income 
(excluding exempt function income) is directly connected with such income and shall be allowable as a 
deduction in computing homeowners association taxable income to the extent that it qualifies as an item 
of deduction allowed by chapter 1 of the Code. Thus, for example, assume that X, a homeowners associa-
tion, pays its manager a salary of $10,000 a year and that it derives gross income other than exempt func-
tion income. If 10 percent of the manager's time during the year is devoted to deriving X's gross income 
(other than exempt function income), a deduction of $1,000 (10 percent of $10,000) would generally be 
allowable for purposes of computing X's homeowners association taxable income. 

(d) Investment credit. A homeowners association is not entitled to an investment credit. 

(e) Cross reference. For the definition of exempt function income, see §1.528-9. 

 



 
Concord Consumers Housing Cooperative v. Commissioner 
 
Docket No. 31365-81., 89 TC 105, Filed July 16, 1987 
 
P is a federally subsidized, nonexempt, nonprofit corporation organized to provide housing for persons of low and 
moderate incomes. P earned interest income on two reserve accounts and on an escrow account it was required to 
maintain under its agreements with the Federal Housing Administration (FHA) and the Michigan State Housing 
Development Authority (MSHDA). Held: Interest income earned on those accounts is not “income derived . . . from 
members or transactions with members” within the meaning of sec. 277(a), I.R.C. 1954, and constitutes nonmembership 
income. Held further: Expenses attributable to and deductible against such nonmembership income determined. 
 

Robert W. Siegel, for the petitioner. D. Marcus Carr, for the respondent. 
 
Parker, Judge: Respondent determined deficiencies in petitioner’s Federal income tax as 
follows: 
 
Taxable Year Ended 

 
 
 
 
Deficiency 

March 31, 1976 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,309 
March 31, 1977 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,036 
March 31, 1978 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,865 

 
 
After concessions(1) the issues remaining for decision are: 
 
(1) Whether the interest petitioner earned on two reserve accounts and a mortgage escrow account required to be 
established pursuant to Regulatory Agreements with the Federal Housing Administration and the Michigan State 
Housing Development Authority consti- tutes income “derived . . . from members or transactions with members” 
(membership income) within the meaning of section 277(a);(2) and 
 
(2) If not, and if such interest constitutes instead nonmembership income, whether any deductions are properly 
attributable to the production of such nonmembership income. 
 
Findings of Fact 
 
Some of the facts have been stipulated and are so found. The stipulation of facts, as orally supplemented at trial, and the 
exhibits attached thereto are incorporated herein by this reference. 
 
Petitioner, Concord Consumers Housing Cooperative, (hereinafter sometimes referred to as Concord) is a nonprofit, 
nonstock corporation incorporated on January 16, 1970, in accordance with the laws of the State of Michigan.(3) At the 
time the petition was filed in this case, petitioner’s principal business office was located in Trenton, Michigan. Petitioner 
reports its income under the accrual method of accounting and on a fiscal year basis ending March 31. During the years 
in issue, petitioner filed its U.S. Corporation Income Tax Returns (Forms 1120) with the Internal Revenue Service Center 
at Cincinnati, Ohio. 
 
Concord is a federally subsidized, nonprofit corporation organized exclusively to provide housing facilities for persons of 
low and moderate incomes and such social, recreational, commercial, and communal facilities as may be incidental or 
appurtenant thereto and, in general, to carry on any business in connection therewith and incidental thereto, with all 
powers conferred upon corporations by the laws of the State of Michigan but not inconsistent with Act No. 346 of Public 
Acts of 1966 of the State of Michigan, as amended. 



 
 
Concord obtained mortgages from the Michigan State Housing Development Authority (MSHDA) and obtained mortgage 
insurance and the benefits of special financing through the Federal Housing Administration (FHA), Department of 
Housing and Urban Development (HUD), in accordance with section 236 of the National Housing Act, as amended.(4) 
MSHDA is the mortgagee on all the real property owned by petitioner. In order to obtain these mortgages from MSHDA 
and to qualify under section 236 of the National Housing Act for Federal assistance, petitioner was required to enter into 
Regulatory Agreements with FHA. The Regulatory Agreements set forth extensive rules and regulations governing 
virtually every aspect of petitioner’s activities. In the event petitioner fails to comply with the terms of the Regulatory 
Agreements, FHA, among other things, can institute mortgage foreclosure proceedings or any other appropriate legal 
proceeding and assume management of petitioner. Petitioner’s members, who will be described below, elect their own 
board of directors to conduct corporate activities. Corporate activity, however, is restricted by the terms and conditions 
of the Regulatory Agreements, which effectively provide FHA and MSHDA with the ultimate authority to regulate 
petitioner. 
 
Concord was constructed in eight phases or sections. Seven sections contain 50 dwelling units each and the eighth section 
contains 41 units, for a total of 391 units. Separate mortgages were obtained from MSHDA for each section, and 
petitioner and FHA executed separate Regulatory Agreements with respect to each section. These eight Regulatory 
Agreements were executed in the period from March 20, 1970 through June 9, 1971. The terms and conditions set forth 
in each of these Regulatory Agreements are essentially identical. 
 
Occupancy in Concord is limited to those families whose incomes do not exceed the limits prescribed by the Federal 
Housing Commissioner (hereinafter referred to as “the Housing Commissioner”) with the exception of those occupants 
who agree to pay fair market rental value. However, preference is given to those families displaced from an urban 
renewal area, or as a result of governmental action, or as a result of a disaster determined by the President to be a 
major disaster, and to those families whose incomes are within the lowest practicable limits for obtaining membership 
in the project. 
 
Membership in petitioner is limited to 391 members, i.e., one per unit. Each applicant for membership submits a 
certification of income and written evidence substantiating the information given on the certification. Memberships in 
petitioner are sold at a cost of approximately $900 to $1,000.(5) After becoming a member, the individual is assigned a 
unit and pays rent for that unit commonly referred to as a “carrying charge.” 
 
With the prior approval of the Housing Commissioner, petitioner established for each dwelling unit a basic carrying 
charge and a fair market carrying charge. The basic carrying charge was determined on the basis of operating Concord 
with payments of principal and interest under a mortgage bearing interest at one percent. See note 4, supra. The fair 
market carrying charge was determined on the basis of operating Concord with payments of principal, interest, and 
mortgage insurance premiums due under the insured mortgage on the project. The amount of the basic carrying charges 
and the fair market carrying charges can be changed only with the approval of the Housing Commissioner. 
 
Generally, the actual carrying charge to be collected for each unit is the greater of either the basic carrying charge or 25 
percent of the member’s income. However, in no event is the actual carrying charge collected greater than the fair 
market carrying charge. The Regulatory Agreements require petitioner to make a monthly report of any excess income 
and remit to the Housing Commissioner on a monthly basis the difference, if any, between the total carrying charges 
collected and the approved basic carrying charge per unit for all occupied units. 
 
Sixty days prior to the beginning of each fiscal year, petitioner is required to prepare and submit a proposed operating 
budget to FHA for approval. This proposed operating budget is required to set forth the anticipated income of the 
project and a detailed estimate of expenses, including separate estimates for administration expense, operating 



 
expense, maintenance expense, utilities, hazard insurance, taxes and assessments, ground rent, interest and 
amortization, mortgage insurance premium, replacement reserve, and operating reserve. 
 
Most members of Concord also receive additional Federal assistance. As of the date of trial, 244 members of Concord 
were receiving a Federal subsidy under section 8, and 41 members of Concord were receiving a Federal subsidy under a 
rent supplement program.(6) The remaining 106 members were paying the basic carrying charge or rent. Section 8 is a 
subsidy provided by the Federal Government where the member pays a portion of the basic carrying charge, with the 
balance of the carrying charge paid by the Federal Government, specifically HUD. The rent supplement program is 
similar to the section 8 subsidy in that the Federal Government, specifically HUD, pays a portion of the member’s basic 
carrying charge. 
 
Members paying less than the fair market carrying charge are required to submit a recertification of income to 
petitioner at various intervals. Written evidence substantiating the information given on these recertifications is also 
required. 
 
In accordance with the terms and conditions of the Regulatory Agreements, petitioner is required to establish two 
reserve funds, namely, a replacement reserve fund and a general operating reserve fund. The purpose of the 
replacement reserve fund is to make funds available to petitioner to replace structural elements and mechanical 
equipment of the project, such as stoves and refrigerators, roofing, or street repairs, and for other items of expense not 
specifically included in petitioner’s annual budget. However, disbursements from this fund are permitted only after 
receiving the consent in writing from the Housing Commissioner. 
 
The replacement reserve is funded by petitioner on a monthly basis in various amounts specified in each of the eight 
Regulatory Agreements. Each Regulatory Agreement provides a specific dollar amount that must be placed in the 
replacement reserve each month. The total annual payments required to be deposited into this fund for all eight 
Regulatory Agreements was $27,364.08 at the time the project began and had increased by the time of trial to $41,436. 
There is nothing in the record indicating that petitioner ever deposited any amount in excess of the required monthly 
payments. 
 
Pursuant to the Regulatory Agreements, the mortgagee (MSHDA) managed and controlled the replacement reserve fund 
at all times. The Regulatory Agreements require this fund to be maintained either in the form of a cash deposit or invested 
in obligations of, or fully guaranteed as to principal by, the United States of America. Any interest earned on these funds 
is credited to the replacement reserve account for petitioner’s subsequent use in that petitioner submits bills it has paid 
for replacements and is reimbursed from the replacement reserve. 
 
The Regulatory Agreements also require petitioner to establish and maintain a general operating reserve fund. Petitioner 
is required to contribute monthly to this fund in an amount not less than three percent of the monthly amounts 
otherwise chargeable to the members pursuant to their occupancy agreements. Three percent of the chargeable 
monthly amounts totals approximately $65,000 annually. Upon accrual in this fund of 15 percent of the current annual 
chargeable amounts, petitioner is permitted to reduce its contributions from three percent to two percent of the 
monthly chargeable amounts. However, in the event withdrawals from the general operating reserve reduce it below the 
15 percent level, the rate of monthly deposits immediately reverts to the three percent rate. Upon accrual in this fund of 
25 percent of the current annual chargeable amounts, petitioner is permitted to discontinue all deposits into this fund 
so long as the 25 percent level is maintained. There is nothing in the record indicating that petitioner ever deposited into 
this account any amount in excess of the required monthly payments or that the fund had ever accrued the appropriate 
amounts to permit either a reduction in the monthly payments or to discontinue the payments entirely. Indeed, at the 
time of trial, petitioner’s general operating reserve fund had a deficit in the amount of $51,800. 
 
The purpose of the general operating reserve fund is to provide a measure of financial stability during periods of special 



 
stress and to meet deficiencies from time to time as a result of delinquent member payments. In addition, the fund is 
used to repurchase membership certificates of withdrawing members, and for other contingencies. Disbursements 
totaling in excess of 20 percent of the total balance in the reserve as of the close of the preceding annual period may not 
be made during any annual period without the consent of the Housing Commissioner. Upon payment of tenants’ 
delinquencies or the sale of membership certificates for which funds were withdrawn, such amounts are required to be 
redeposited in the general operating reserve fund. 
 

Unlike the replacement reserve fund, the general operating reserve fund was under petitioner’s control (or the control 
of its management company) at all times. However, similar to the replacement reserve fund, the Regulatory Agreements 
require this fund to be maintained either in the form of a cash deposit or invested in obligations of, or fully guaranteed 
as to principal by, the United States of America. 
 
Petitioner’s management company actually runs the housing project. As part of its many responsibilities, that 
company manages the general operating reserve for petitioner, maintaining the funds in the form of insured bank 
deposits, Treasury bonds, and Treasury bills in accordance with the Regulatory Agreements. Any interest earned on 
these funds is credited to the general operating reserve for petitioner’s subsequent use. However, part of the interest is 
used to pay the management company’s annual fee. 
 
Petitioner’s management company also makes monthly mortgage payments to MSHDA on petitioner’s behalf. Part of each 
payment is placed in a mortgage escrow account established and maintained by MSHDA for the subsequent payment of 
petitioner’s real estate taxes and insurance. The mortgage escrow account is an interest-bearing account and the interest 
earned is credited to the account and used solely to pay petitioner’s real estate taxes and insurance. No part of this 
interest is accessible to petitioner for its general operating expense and no part is used to pay the management 
company’s annual fee. The management company’s annual fee is related to the replacement reserve fund and the 
general operating reserve fund in the sense that the company’s fee includes a certain percentage of the interest earned 
on those reserve funds, but does not include a percentage of the interest earned on the mortgage escrow account. 
 
Petitioner’s present management company began managing petitioner in April of 1978, subsequent to the years 
before the Court.(7) In addition to Concord, this company manages approximately nine other housing organizations such 
as Concord. The company performs various services for Concord including collecting and posting the monthly rent 
payments to member’s cards, depositing funds, preparing monthly cash flow statements for HUD and MSHDA, and 
maintaining petitioner’s books. The company also invests funds on petitioner’s behalf, assures that the general 
operating reserve is properly maintained, attends board meetings, obtains bids on repairs, supervises the maintenance 
department and supervises membership resales and recertifications. In addition, a property manager visits the premises 
twice a week. 
 
In total, the management company devotes approximately 980 hours each year to managing Concord. About 100 
hours of this time is related to the interest income generated by the escrow and reserve accounts, particularly the 
general operating reserve fund. These services include preparing the cash flow statements, making reports to the board 
of directors, reviewing investments, making requests to withdraw monies, reconciling interest, checking interest rates 
at various banks, and on occasion, changing banks and making requests for reimbursement from the replacement 
reserve fund. Petitioner’s management company receives annually, as part of its management fee, an amount equal to 
4.5 percent of the interest earned on petitioner’s two reserve accounts. 
 
For its taxable years ended March 31, 1976, 1977, and 1978, petitioner claimed deductions for management fees in the 
amounts of $41,005, $43,293, and $52,457, respectively. Petitioner also incurred audit fees of $2,800 in each of those 
years. 
 



 
In obtaining its eight mortgages, petitioner incurred a financing cost totaling $277,645 which it is amortizing over 40 years, 
in the amount of $6,941 per year. In addition, petitioner incurred organizational costs at its inception totaling $213,049 
for legal and accounting fees and is amortizing this amount over 40 years also, in the amount of $5,326 per year. 
 
During petitioner’s taxable years ended March 31, 1976, 1977, and 1978, interest earned on the two reserve funds and 
the mortgage escrow account totaled $21,997, $15,181, and $19,324, respectively. For the taxable year ended March 
31, 1976, the record does not provide a breakdown of the interest earned with respect to these individual accounts. For 
the other two years, the breakdown is as follows: 
 

 
FYE 

 Replacement 
Reserve 

Operating 
Reserve 

rtgage Escrow 
Account  

Total 
 

3-31-77 
 

7,991 ($602)* 
 

7,792 
 
15,181 

3-31-78 8,016 4,432 6,876 19,324 
 
 
* Negative figure because overstated by $3,500 in the preceding year. 
 
Petitioner reported these amounts of interest as income in these years. On its U.S. Corporation Income Tax Returns 
(Forms 1120) for its taxable years ended March 31, 1976 and 1977, petitioner reported total gross income of $686,773 
and $753,021 and total deductions of $854,672 and $925,857, respectively, resulting in a substantial loss each year. 
Petitioner did not specifically allocate any of the deductions to its interest income. On its U.S. Corporation Income Tax 
Return (Form 1120) for its taxable year ended March 31, 1978, petitioner reported interest income of $19,324 as 
outside (nonmember) income and specifically allocated deductions totaling $29,639 to this income resulting in a loss of 
$10,315 for such year. Petitioner allocated the entire annual amortization for finance cost ($6,941) and for organization 
cost ($5,326), for a total of $12,267 to the interest income. Petitioner also allocated $10,491 of the management fee, 
$3,811 of the legal fee, and $3,070 of the audit and tax appeal fee, for a total of $17,372, to the interest income. 
 
In a statutory notice of deficiency dated September 30, 1981, respondent determined that the interest on the 
replacement reserve fund, the general operating reserve fund, and the mortgage escrow account during each of the 
years in issue constituted nonmember or nonmembership income within the meaning of section 277. Respondent 
further determined that petitioner failed to establish that its expenses, or any portions thereof, deducted on its tax 
returns were attributable to this nonmembership interest income. Respondent thus increased petitioner’s taxable 
income for each of the years in issue by the amounts of this interest income, $21,997, $15,181, and $19,324, 
respectively.(8) 

Opinion 
 
Petitioner is a nonexempt, nonprofit corporation organized exclusively to provide housing for persons of low and 
moderate incomes. As such, petitioner qualifies for and receives the benefits of special mortgage financing afforded by 
section 236 of the National Housing Act, as amended. During the years in issue, petitioner earned and reported as income 
interest on two reserve accounts and a mortgage escrow account. However, each year petitioner’s expenses exceeded its 
income (including this interest income). Thus, petitioner reported a loss in each year and paid no tax with respect to the 
interest earned on these accounts. 
 
We must determine whether the interest earned on those three accounts constitutes “income derived . . . from 
members or transactions with members” (hereinafter sometimes referred to as member income or membership income) 
within the meaning of section 277. If we conclude that such interest constitutes nonmember or nonmembership income 
(income not derived from members or transactions with members), then we must determine what deductions, if any, 
are properly attributable thereto. 



 
 
Section 277(a) provides:(9) 
 

(a) General Rule.—In the case of a social club or other membership organization which is operated primarily to furnish 
services or goods to members and which is not exempt from taxation, deductions for the taxable year attributable to 
furnishing services, insurance, goods, or other items of value to members shall be allowed only to the extent of income 
derived during such year from members or transactions with members (including income derived during such year from 
institutes and trade shows which are primarily for the education of members). If for any taxable year such deductions 
exceed such income, the excess shall be treated as a deduction attributable to furnishing services, insurance, goods, or 
other items of value to members paid or incurred in the succeeding taxable year. The deductions provided by sections 
243, 244, and 245 (relating to dividends received by corporations) shall not be allowed to any organization to which this 
section applies for the taxable year. [Emphasis added.] 
 
Section 277(a) is a deduction deferral, not a deduction disallowance provision. Generally, this section applies to 
nonexempt membership organizations which are operated primarily to furnish services or goods to their members.(10) 
This provision limits deductions (attributable to furnishing services, goods, or other items of value to members) to the 
extent of membership income. However, those deductions disallowed in one year can be used in the succeeding year to 
offset membership income. The effect of section 277 is to prevent taxable membership organizations from avoiding tax 
on nonmembership income by operating membership activities at a loss and using this loss to offset the 
nonmembership income. Associated Barbers & Beauticians v. Commissioner, 69 T.C. 53, 70–75 (1977). 
 
Respondent essentially takes the position that interest earned by an organization described in section 277 necessarily 
constitutes investment income and is properly characterized as nonmembership income. Petitioner contends that 
Congress never intended such a blanket rule to apply to section 277 organizations. Rather, relying on the legislative 
history, petitioner argues that we should construe nonmembership income under section 277 similar to “unrelated 
business taxable income” as that term is construed under section 513 and the regulations thereunder. As such, 
membership income should be defined, according to petitioner, to include all income received from sources substantially 
related to the function of the organization. Petitioner points to the fact that the interest in this case was earned on 
accounts required to be maintained pursuant to the terms of the FHA and MSHDA Regulatory Agreements. Thus, 
petitioner contends the income on those accounts was derived from sources substantially related to its function and is 
therefore properly characterized as membership income under section 277. 
 
Unfortunately, the term “income derived . . . from members or transactions with members” is not defined in the Code, 
and regulations under section 277 have yet to be promulgated.(11) Moreover, the parties have not cited and we have 
not found any case wholly dispositive of the issue herein.(12) Our opinion in Associated Barbers & Beauticians v. 
Commissioner, supra, concluded that interest income on United States Savings Bonds and Treasury Notes was 
nonmembership income, but the main thrust of that opinion was the status of the taxpayer as a membership 
organization vel non. Also petitioner tries to distinguish that case on the ground that the investments therein were 
voluntary whereas in this case they were compelled by the Regulatory Agreements. We think that factor is not 
determinative. In any event, we will look to the language of the statute and its legislative history to construe the term so 
as to give effect to Congressional intent. United States v. American Trucking Ass’n, 310 U.S. 534, 542–544, reh. denied 
311 U.S. 724 (1940). 
 
Section 277 was enacted into law by section 121 of the Tax Reform Act of 1969 (TRA 69), Pub. L. 91-172, 83 Stat. 537, in 
connection with the extensive revisions made to the unrelated business income tax provisions. Generally, the unrelated 
business income tax is a tax imposed on the income of a tax-exempt organization, which is generated by a trade or 
business, regularly carried on, and not substantially related to the organization’s tax-exempt purpose. United States v. 
American College of Physicians, 475 U.S. 834, (1986), [57 AFTR 2d 86-1182, 86-1 USTC par. 9339]; United States v. 



 
American Bar Endowment 475 U.S. 105 (1986), [58 AFTR 2d 86-5190, 86-1 USTC par. 9482]. Prior to 1969, many tax-
exempt organizations were not subject to the unrelated business income tax. However, with few exceptions TRA 69 
extended the unrelated business income tax to virtually all tax-exempt organizations since these organizations, which 
were previously entirely exempt from tax, were “equally apt to engage in unrelated business.” H. Rept. No. 91-413 (Part 
1) (1969), 1969-3 C.B. 230. 
 
Simply extending the coverage of the “unrelated business income tax” did not address the particular problem with 
respect to investment income of “organizations which are exempt on the grounds of mutuality or common 
membership.” H. Rept. No. 91-413, supra, 1969-3 C.B. at 231. Since investment income generally is not derived from a 
trade or business and thus not subject to the unrelated business income tax, the investment income generated by 
various tax-exempt membership organizations was generally exempt from tax. Congress reasoned that the tax 
exemption provided for these organizations, such as social clubs, was originally “designed to allow individuals to join 
together to provide recreational or social facilities or other benefits on a mutual basis, without tax consequences.” H. 
 

Rept. No. 91-413, supra; S. Rept. No. 91-552, (1969), 1969-3 C.B. 469. As such, “the tax exemption operates properly only 
when the sources of income of the organization are limited to receipts from the membership . . . 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 in that untaxed dollars can be used . . . to provide 
pleasure or recreation to its membership.” H. Rept. No. 91-413, supra; S. Rept. No. 91-552, supra, 1969-3 C.B. at 469–
470. 
 
In order to prevent certain tax-exempt membership organizations from escaping tax on their investment and other 
nonmember income, Congress added section 512(a)(3). Sec. 121 of the Tax Reform Act of 1969, Pub. L. 91-172, 83 
Stat. 537. Section 512(a)(3) extends the definition of “unrelated business taxable income” to include all income that is 
not “exempt function income.” As originally enacted,(13) section 512(a)(3) provided as follows: 
 
(3) Special Rules Applicable to Organizations Described in Section 501(c)(7) or (9).— 
 
(A) General Rule.—In the case of an organization described in section 501(c)(7) or (9), the term “unrelated business 
taxable income” means the gross income (excluding any exempt function income), less the deductions allowed by this 
chapter which are directly connected with the production of the gross income (excluding exempt function income), 
both computed with the modifications provided in paragraphs (6), (10), (11), and (12) of section (b). 
 
(B) Exempt Function Income.—For purposes of subparagraph (A), the term “exempt function income” means the gross 
income from dues, fees, charges, or similar amounts paid by members of the organization as consideration for 
providing such members or their dependents or guests goods, facilities, or services in furtherance of the purposes 
constituting the basis for the exemption of the organization to which such income is paid. Such term also means all 
income (other than an amount equal to the gross income derived from any unrelated trade or business regularly carried 
on by such organization computed as if the organization were subject to paragraph (1)), which is set aside— 

(i) for a purpose specified in section 170(c)(4), or 
 

(ii) 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 directly connected with a purpose described in clause (i) or (ii). 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 
income for the taxable year. 
 
Organizations described in section 512(a)(3) are thus taxed on all income other than that received from members in 



 
exchange for goods and services and other than that income specifically exempted by section 512(a)(3)(B)(i) or (ii). 
Thus, to be taxable, the income of these organizations need not be generated by a “trade or business.” Consequently, 
interest earned on investments, unless specifically exempted by section 512(a)(3)(B)(i) or (ii), is “unrelated business 
taxable income” within the meaning of section 512(a)(3), regardless of whether such income is substantially related to 
the organization’s exempt purpose. In addition, deductions attributable to the organization’s exempt function income 
cannot be used to offset its unrelated business taxable income. 
 
The enactment of section 512(a)(3) prompted Congress to enact section 277. Congress was aware that certain 
nonexempt membership organizations were using their investment income and nonmember income to offset the cost 
of providing services to their members, which in some instances rendered their investment income totally 
nontaxable: 
 
Certain nonexempt corporations organized to provide services to members on a nonprofit basis realize investment 
income, or income from providing services to nonmembers, which is used to defray all or part of the cost of providing 
services to members. The courts have upheld this treatment in certain cases, although the effect is to render the 
investment income nontaxable, and therefore to permit untaxed dollars to be used by the organization to provide 
services for its members. H. Rept. No. 91-413 (Part 1) (1969), 1969-3 C.B. 232. 
 
Virtually identical concerns were expressed in the Senate Report. S. Rept. No. 91-552 (1969), 1969-3 C.B. 471. In addition, 
the concern was also expressed that without a specific provision to deal with investment and nonmember income of 
nonexempt membership organizations, those tax- exempt organizations governed under newly enacted section 512(a)(3) 
might attempt to avoid its effect “in treating investment income and income received from nonmembers as unrelated 
business income by giving up their exempt status and deducting the cost of providing services for members against this 
income.” H. Rept. No. 91-413, supra, 1969-3 C.B. at 232.(14) 
 
In response, Congress enacted section 277. The purpose of section 277 was “to prevent [taxable] membership 
organizations from escaping tax on business or investment income by using this income to serve its members at less 
than cost and then deducting the book ‘loss’.” S. Rept. No. 91-552 (1969), 1969-3 C.B. 471. 
 
The effect of section 277 for nonexempt organizations is essentially the same as the effect of section 512(a)(3) for 
exempt organizations. Both sections prevent their respective organizations from escaping tax on their investment 
income and nonmember income by offsetting such income with losses incurred in providing goods and services to 
members.(15) The purpose of section 512(a)(3) is accomplished by defining unrelated business taxable income to mean 
all income that is not “exempt function income,” less the deductions allowed which are directly connected with the 
production of such income (excluding exempt function income). The purpose of section 277 is accomplished by simply 
limiting deductions in any taxable year for expenses incurred in providing goods and services to members to the extent 
of the “income derived during such year from members or transactions with members.” We have found nothing to 
indicate that Congress intended that phrase to include all income from sources substantially related to the function of 
the organization, as petitioner contends. Indeed, the plain language of section 277 precludes us from reaching such a 
conclusion. Petitioner has not cited and we have not found any authority for deviating from the plain language of the 
statute. 
 
In addition, because of the nexus between section 277 and section 512(a)(3) and the similar concerns Congress 
expressed with respect to investment income and other nonmember income of both tax-exempt and taxable 
membership organizations, we conclude that Congress did not intend taxable organizations described in section 277 to 
be treated more favorably than tax-exempt organizations described in section 512(a)(3).(16) For purposes of section 
512(a)(3), “unrelated business taxable income” includes all investment income except limited amounts specifically 
excluded by section 512(a)(3)(B)(i) or (ii), and investment income cannot be offset by expenses of providing goods and 



 
services to members. We think it necessarily follows that all investment income constitutes nonmembership income 
within the meaning of section 277. It would indeed be anomalous to hold investment income constitutes “unrelated 
business taxable income” for purposes of section 512(a)(3) but in some instances constitutes membership income for 
purposes of section 277. Such an interpretation would thwart the underlying Congressional intent of both section 
512(a)(3) and section 277. Accordingly, based on the plain language of section 277 and its legislative purpose, we 
conclude that since the interest income earned and credited to petitioner’s replacement reserve, general operating 
reserve, and mortgage escrow account was not received from members or transactions with members, such income 
constitutes nonmembership income within the meaning of section 277.(17) 
 
Having concluded that the interest petitioner earned on the replacement reserve, the general operating reserve, and the 
mortgage escrow account is nonmembership income, we must now determine what deductions, if any, are attributable 
to this nonmembership income. 
 
Petitioner incurred the following expenses during the years in issue and the parties agree that a portion of each expense 
is attributable to the interest generated on the above accounts: 
 

  Amortized Amortized   
Management Mortgage Organizational Audit 

TYE Fee Finance Costs Costs Fee Total 
 

3-31-76 $ 41,005 $
 6,941 

(18) $ 5,069 $ 2,800 $ 55,815 

3-31-77 43,293 6,941 5,069 2,800 58,103 
3-31-78 52,457 6,941

 5,326 
(19) 2,800 67,524 



 

 

The portion of each expense properly allocable to the nonmembership income each year naturally is in dispute. Petitioner 
argues that ten percent of the management fee, the amortized mortgage finance costs and organizational costs, and 20 
percent of the audit fee are properly allocable to the nonmembership interest income.(20) Respondent requested the 
Court to find that only three percent of management and auditing fees and two percent of organizational and financing 
cost are properly allocable to such income, but on brief respondent contended for a range of one to five percent of each 
expense. 
 
Unfortunately, neither the management company nor petitioner’s accountant maintained a separate accounting of the 
expenses attributable to petitioner’s nonmembership interest income.c Petitioner’s allocation of these expenses is 
primarily based upon the testimony of Alphonse Marcus, a principal of the management firm, and John Gwizdala, 
petitioner’s accountant. 
 
At trial, Mr. Marcus gave his best estimate of the time his company devoted to the three interest-bearing accounts. 
However, his company did not work for petitioner during the years before the Court. See note 7, supra. Mr. Gwizdala gave 
his opinion with respect to the organizational costs, the finance costs, and the auditing fee that he considered properly 
allocable to the three interest-bearing accounts. While both witnesses appeared credible,(21) petitioner did not offer 
and there is nothing in the record setting forth the underlying factual data that each witness relied upon. Consequently, 
we are reluctant to make an allocation based solely on their unsupported conclusions. 
 
However, when a taxpayer proves that some part of an expenditure was made for deductible purposes and when the 
record contains sufficient evidence for us to make some reasonable approximation, we will do so. Cohan v. 
Commissioner, 39 F.2d 540 (2d Cir. 1930). Although the evidence is less than satisfactory for this purpose, we will do our 
best with the materials at hand “bearing heavily . . . upon the taxpayer whose inexactitude is of his own making ” Cohan 
v. Commissioner, supra, 39 F.2d at 543–544. 
 
There is no dispute in this case as to the amounts that petitioner expended during the years in issue with respect to its 
amortized organizational costs and finance costs, management fees, and auditing fees. Moreover, there is no dispute 
in this case that some portion of each expense is allocable to the nonmembership interest income. Accordingly, based 
on all the facts and circumstances, but bearing heavily against petitioner for the inexactitude of its evidence, we 
conclude that five percent of each of the above expenses is properly allocable to the nonmembership income and 
petitioner is entitled to deduct such amounts in each of the years in issue. 
 
To reflect the parties’ stipulation and our holdings,(22) Decision will be entered under Rule 155. 

Reviewed by the Court. 
 
Sterrett, Simpson, Chabot, Nims, Whitaker, Hamblen, Cohen, Swift, Gerber, Wright, Parr, and Wells, JJ., agree with the 
majority opinion. 
 

Case Footnotes: 
 
(1) Respondent concedes that petitioner is entitled to the investment tax credit claimed for the taxable years ended 
March 31, 1976 and March 31, 1978. 

(2) Unless otherwise indicated, all section references are to the Internal Revenue Code of 1954, as amended and in effect 
during the taxable years in question, and all “Rule” references are to the Tax Court Rules of Practice and Procedure. 



 

(3) The parties stipulated that petitioner “was incorporated on January 16, 1970 as a cooperative housing corporation 
and was organized exclusively to provide housing facilities.” However, petitioner has not contended that it is a 
“cooperative housing corporation” within the meaning of section 216, and the record does not contain the facts 
necessary for us to determine whether, during the years before the Court, petitioner satisfied the statutory requirements 
of section 216(b)(1) and the pertinent regulations. See Eckstein v. United States, 452 F.2d 1036 (Ct. Cl. 1971). Indeed, from 
the evidence in the record and from the parties’ briefs, we cannot find that the parties attached any significance to the 
above stipulated language. Since neither party contends that petitioner is a “cooperative” to which section 216 or 
Subchapter T applies, and since the facts in the record are not sufficient for us to conclude that petitioner is a 
“cooperative housing corporation” within the meaning of section 216(b)(1) or that petitioner is “operating on a 
cooperative basis” within the meaning of section 1381(a)(2), we attach no significance to the above stipulated language in 
this case. In other cases we have held that those provisions can apply to cooperative housing corporations. Concord 
Village, Inc. v. Commissioner [Dec. 33,476], 65 T.C. 142 (1975); Park Place, Inc. v. Commissioner [Dec. 31,298], 57 T.C. 767 
(1972). The parties have neither cited nor relied upon those cases, possibly because the issues therein are not involved 
here. All the taxable years in those two cases preceded the enactment of section 277, and so neither of those cases 
involved the applicability of section 277 to cooperative housing corporations or to cooperatives generally. Both of those 
cases involved various forfeitures and payments from and “overassessments” as to members and whether such 
forfeitures, payments, and overassessments constituted contributions to capital, income to the corporation, or amounts 
available to be distributed to patrons and deducted as patronage dividends. Here, there is no question that the disputed 
interest constitutes income to petitioner, and here Article XII of petitioner’s Articles of Incorporation expressly provides 
that “No dividend shall be paid at any time upon any membership issued by this corporation.” Accordingly, our opinion 
below will be limited to section 277 and its application to the facts of this case, i.e., to the only issue pleaded, tried, and 
briefed by the parties. We leave to another day any exploration of the possible interrelationship and full sweep of sections 
216, 277, and Subchapter T. 

(4) Section 236 was added to the National Housing Act by section 201 of the Housing and Urban Development Act of 
1968, Pub. L. 90-448, 82 Stat. 498, 12 U.S.C. sec. 1715Z-1 (1982). 

Section 236 was enacted to assist low and moderate income families in obtaining suitable rental and cooperative 
housing. Generally section 236 authorizes the Department of Housing and Urban Development (HUD) to issue mortgage 
insurance on mortgage loans for qualified 236 projects and to pay, on behalf of the mortgagors, the mortgage insurance 
premiums and the interest on the mortgage loan over one percent. These interest payments, commonly referred to as 
interest reduction payments, reduce the total operating costs of a 236 project by lowering, in effect, the rate of interest on 
the mortgage loan to one percent. The reduced operating costs enable the 236 project to charge lower rents to its 
tenants. For a good overview of section 236, see Graff v. Commissioner, 74 T.C. 743 (1980), affd. 673 F.2d 784 (5th Cir. 
1982). See also “Low Income Housing: Section 236 of the National Housing Act and the Tax Reform Act of 1969,” 31 U. Pitt. 
L. Rev. 443 (1970). 

(5) The Articles of Incorporation provide for 391 memberships at the initial cost of $100 each. However, section 8(d) of 
petitioner’s bylaws provides a formula in determining transfer values of membership certificates with respect to 
subsequent purchasers. This formula takes into account the original purchase price, improvements made by previous 
tenants with the prior approval of the directors, and the amount of principal amortized by petitioner on its mortgage 
indebtedness and attributable at the discretion of the directors to the dwelling unit involved as paid by all holders, past 
and present, of the same membership. However, the first three years of principal payments on its mortgage 
indebtedness are not included in this computation. 

(6) The record does not fully explain the particulars of either the section 8 program or the rent supplement program. 
We assume that the section 8 program refers to the housing assistance program provided by section 8 of the United 
States Housing Act of 1937 as amended by the Housing and Community Development Act of 1974, Pub. L. 93-383, 88 
Stat. 653, 662, 42 U.S.C. sec. 1437(f) (1982). We also assume that the rent supplement program refers to the housing 



 

assistance program provided by section 101 of the Housing and Urban Development Act of 1965, as amended by sec. 
202 of Pub. L. 90-448, 82 Stat. 503 (1968), 12 U.S.C. 1701(s) (1982). 

Detailing the specifics of the rent supplement program and the section 8 program is not necessary for purposes of this 
case. Suffice it to say that each program provides additional Federal funds to certain families unable to pay the basic 
carrying charge for housing. At the time of trial, 285 of petitioner’s 391 members were receiving assistance from HUD in 
paying the basic carrying charge established under the Regulatory Agreements. 

(7) Mr. and Mrs. Alphonse Marcus are the principals of the present management company. Mr. Marcus testified at the 
trial, but there was no testimony by anyone connected with the management company that served in that capacity 
during the years before the Court. While Mr. Marcus testified that he thought his company’s activities and the time his 
company spent on Concord’s work were representative of that of the predecessor company, he had no personal 
knowledge as to the earlier years. We have made findings based on Mr. Marcus’ testimony, but the weight that can 
properly be accorded to it is lessened by his lack of personal knowledge. However, since Mr. Marcus performs similar 
services for nine other housing organizations such as Concord and since the State and Federal regulatory requirements 
give some assurance of reasonable consistency in administrative practices, we think his testimony is entitled to some 
weight. 

(8) Respondent also determined that petitioner failed to establish that the net operating losses (NOLs) in prior years or 
any portions thereof were attributable to nonmembership income. Accordingly, respondent determined this 
nonmembership interest income could not be reduced by those NOLs. 

(9) Section 277(b) excepts certain organizations from the general rule under subsection (a). None of those exceptions are 
applicable herein. 
 
(10) No issue has been raised in this case as to petitioner’s status as a membership organization operated primarily to 
furnish services or goods to its members within the meaning of section 277. Indeed, petitioner has never contended 
otherwise, and the record does not suggest that petitioner is other than an organization described in section 277. See 
Associated Barbers & Beauticians v. Commissioner, 69 T.C. 53, 70–75 (1977). 

(11) Proposed regulations under section 277 were issued in May of 1972. However, respondent announced in a News 
Release dated December 9, 1986, the closing of 133 regulation projects. One of the projects listed was project No. LR 721-
71 pertaining to section 277. Thus, whether the proposed regulations under this section will ever be promulgated in final 
form is uncertain. 

In any event, proposed regulations carry no more weight than a position or argument advanced on brief. See Freesen v. 
Commissioner, 84 
T.C. 920, 939 (1985), revd. on other grounds [86-2 ustc P9617] 798 F.2d 195 (7th Cir. 1986), quoting F.W. Woolworth Co. v. 
Commissioner [Dec. 30,169], 54 T.C. 1233, 1265–1266 (1970). Moreover, the proposed regulations provided no assistance 
in the resolution of the instant case. 
 
(12) We note than in Shore Drive Apartments, Inc. v. United States, an unreported case (M.D. Fla. 1976, 38 AFTR 2d 76–
5916, 76–2 par. 9808), the District Court on cross motions for summary judgment held without discussion or analysis that 
interest earned on investments in United States obligations was not membership income within the meaning of section 
277(a). 

(13) Section 512(a)(3) remains substantially the same today, except for expansion to include organizations described in 
section 501(c)(17) and (20), and a new sentence at the end of section 512(a)(3) relating to dividends received by 
corporations. 

(14) The same concern was reiterated as an argument in favor of the enactment of section 277 in the Summary of H.R. 



 

13270, Tax Reform Act of 1969, prepared by the staffs of the Joint Committee on Internal Revenue Taxation and the 
Committee on Finance, 91st Cong., 1st Sess. 30 (Comm. Print 1969): 

(2) This provision is necessary to prevent exempt membership organizations from attempting to avoid the effect of the 
unrelated business income rule by giving up their exempt status and deducting the cost of providing services for members 
from its investment or nonmembership income. 

(15) The Summary of H.R. 13270, Tax Reform Act of 1969, prepared by the staffs of the Joint Committee on Internal 
Revenue Taxation and the Committee on Finance, 91st Cong., 1st Sess. 30 (Comm. Print 1969), provides the following 
argument in support of section 277: 

(1) To permit a membership organization to offset investment or business income against a loss arising from services 
provided to members is the same as if an individual were allowed to offset his personal or recreational expenses against his 
investment income. 

(16) The nexus between section 512(a)(3) and section 277 is seen again in 1976 when Congress added essentially identical 
amendments to each section. 

In 1976, Congress amended section 512(a)(3)(A) to prevent the use of the deductions provided by sections 243, 244, and 
245 (relating to dividends received by corporations) in computing unrelated business taxable income as defined in that 
section. Pub. L. 94-568, sec. 1(b), 90 Stat. 2697 (Oct. 20, 1976). See note 13, supra. Congress also enacted a similar 
amendment to section 277(a) which stated “The deductions provided by sections 243, 244 and 245 (relating to dividends 
received by corporations) shall not be allowed to any organization to which this section applies for the taxable year.” Pub. 
L. 94–568, sec. 1(c), 90 Stat. 2697 (Oct. 20, 1976). See Rolling Rock Club v. United States, 785 F.2d 93 (3d Cir. 1986). 

Congress was concerned that without a similar provision in section 277, tax-exempt organizations defined in section 
512(a)(3) could avoid tax on this dividend income by simply giving up their tax-exempt status. H. Rept. No. 94-1353 to 
accompany H.R. 1144 (Pub. L. 94-568), 94th Cong., 2d Sess. 7 (1976); S. Rept. No. 94-1318 to accompany H.R. 1144 (Pub. 
L. 94-568), 94th Cong., 2d Sess. 7 (1976). 

(17) Citing Land O’Lakes, Inc. v. United States, 675 F.2d 988 (8th Cir. 1982), petitioner invites us to consider cases under 
Subchapter T in defining “membership income” for purposes of section 277. We decline the invitation. Recently we have 
had occasion to explore thoroughly the matter of patronage sourced income for cooperatives, i.e., income “from 
business done with or for its patrons” under section 1388(a). Illinois Grain Corporation v. Commissioner, 87 T.C. 435 
(1986), on appeal (7th Cir., March 2, 1987); Certified Grocers of California, Ltd. and Subsidiaries v. Commissioner, 88 T.C. 
238 (1987). Subchapter T provides a comprehensive framework for taxation of cooperatives. Petitioner does not contend 
that it comes within Subchapter T. Suffice it to say that we are not prepared to say that “income derived . . . from 
members or transactions with members” under section 277 has the same meaning as income “from business done with 
or for its patrons” under section 1388(a). See Washington-Oregon Shippers Cooperative, Inc. v. Commissioner, T.C. 
Memo. 1987-32, n.13. 

Petitioner also cites Farm Service Cooperative v. Commissioner, 70 T.C. 145, 156 (1978), revd. on cooperative issue 619 
F.2d 718 (8th Cir. 1980) and overruled by this Court on that point in Certified Grocers of California, Ltd. v. Commissioner, 
supra. Relying on our passing comment on section 277 in that case, petitioner insists it does not come within the 
purpose of section 277 to disallow only intentional and sham losses. The section 277 issue in Farm Service Cooperative 
was decided on respondent’s failure of proof, and our brief reference to section 277 therein did not purport to analyze 
the full range of section 277 in its proper sphere. 

(18) The record is unclear as to why petitioner claimed $5,069 for amortized organizational costs in 1976 and 1977 when 
the total cost of 213,049 amortized over 40 years results in annual allowances of $5,326 as claimed in 1978. In any 
event, we have used the amounts petitioner reported. 



 

(19) In 1978, petitioner incurred an expense in excess of $12,000 relating to a tax appeal. However, since this tax appeal 
involved local property taxes, we conclude that no part of this expense is properly allocable to nonmembership income. 

(20) Petitioner understandably no longer seeks 20 percent of the management fee and 100 percent of the finance cost, 
organizational cost, and audit fee, as claimed on the 1978 tax return. We agree with respondent that those amounts 
were unreasonable. 

(21) Here, as is generally the case with opinion evidence, credibility is not the issue. As we have had occasion to note: 
 
The Court’s task is to determine the credibility of any lay or expert witness based upon objective facts, the reasonableness 
of the testimony, the consistency of the statements made by the witness, and, in some cases, the demeanor of the 
witness. In the present case, as in the ordinary case, any doubts about the reliability of an expert’s testimony are based 
on the failure of the facts to support his assumptions and his ultimate opinion rather than any doubt as to whether the 
expert is expressing a truthful opinion. 

Estate of Fittl v. Commissioner, T.C. Memo. 1986-452, 52 T.C.M. 567, 571, 55 P-H Memo T.C. par. 86,452 at 2097–2098. 
 
(22) We are satisfied that our treatment of investment income under section 277 is compelled by the statutory language, 
Congressional intent, and the underlying legislative history. However, the interest generated by the various accounts in 
this case appears to have benefited HUD more than petitioner’s members. The interest was used to defray a portion of 
petitioner’s overall operating costs. Since HUD pays part of the basic carrying charges (“rent”) for 285 of petitioner’s 
members, that portion of the defrayed operating costs attributable to these members would appear to lower the financial 
assistance payments from HUD with respect to these members. On the other hand, the tax liability resulting from our 
holding necessarily increases petitioner’s operating costs, and the increase attributable to the 285 members receiving 
Federal assistance in paying their basic charges will apparently be paid by HUD. 

At least one commentator takes the position that for purposes of section 277, investment income is nonmember 
income, regardless of whether the generating funds are member contributions. However, he also suggests an exception 
might be made with respect to interest earned on cash reserves required by the FHA as a condition of obtaining 
mortgage insurance. See Miller, “Section 277: Guardsman or Marauder?,” 10 J. Real Est. Tax. 370, 374 (1983). While good 
policy reasons may exist for creating such an exception, it is not the function of a court to rewrite or amend a statute in 
the guise of construing it. David Metzger Trust v. Commissioner, 76 T.C. 42, 59–60 (1981), affd. 693 F.2d 459 (5th Cir. 
1982), cert. denied 463 U.S. 1207 (1983). If Congress sees a need to exempt the interest earned by housing 
organizations such as petitioner, it can do so. 
 

Concurring Opinion 
 
Korner, J. 
 
I concur in the result which the majority has reached in this case, based upon the facts as found, but I think it desirable to 
add a few comments so that the majority opinion herein will not be misinterpreted. 
 
The majority opinion, in footnote 3, refuses to find that this petitioner either is a cooperative organization within the 
meaning of section 216, or within the meaning of Subchapter T of the Code, and therefore does not consider the 
applicability of those provisions of law to this case. I agree that section 216 has no application to this case, not because 
the record will not support a holding that this petitioner is a section 216 cooperative (it may or may not be), but because it 
is irrelevant. Section 216 deals only with certain taxes, interest and depreciation expense which may be deducted by a 
tenant stockholder of a housing cooperative. None of those persons are before us as petitioners, and none of those items 
are in dispute in this case. Thus, this case can be decided without any reference to section 216, or petitioner’s 



 

qualification thereunder. 
 
The application of Subchapter T to this case, however, is a different matter. If this petitioner was being operated on 
cooperative basis, within the meaning of section 1381(a)(2), then the provisions of Subchapter T attach, and 
petitioner’s liability is to be determined under those provisions as a matter of law. The application of Subchapter T is 
not elective on the part of either petitioner or respondent. Neither party can avoid the application of the correct law to 
the facts of the case by failing to plead or argue it. That is the province of the Court. See Park Place, Inc. v. 
Commissioner, 57 T.C. 767, 769 (1972). We have previously held that low income nonprofit housing corporation, 
which concededly were cooperatives, are governed by Subchapter T, and that those Code provisions preempt other 
more general Code provisions which otherwise might be applicable. Concord Village, Inc. v. Commissioner, 65 T.C. 142 
(1975); Park Place, Inc. v. Commissioner, supra. 
 
Here, the majority avoids the question of the applicability of Subchapter T by specifically refusing to find that 
petitioner was operated on the cooperative basis, for lack of adequate facts. There is certainly some support for the 
proposition that this petitioner was not operated on the cooperative basis, in that the findings of fact would suggest that 
there is no possibility that any margins or savings which petitioner might realize could ever be rebated to the tenant 
members of the corporation as patronage refunds. The obligation of the organization to rebate to the patron member, 
on a patronage basis, the excess of its charges collected from the member over its actual costs of operation, and the right 
of the patron member to receive such distributions, is the principal factor which distinguishes cooperatives from other 
forms of business organization, and is the sine qua non of operating on the cooperative basis. See I. Packel, The 
Organization and Operation of Cooperatives 186–187, 252 (4th ed. 1970).(1) 
 
Giving proper deference to the trial judge as the finder of facts in this case, I thus concur in the result reached by the 
majority here, as long as it is clear, as I think it should be, that we are not holding that the provisions of section 277 
supersede the provisions of Subchapter T in a case where the latter provisions apply. In such a case, I think a different 
analysis would be required, with at least the possibility that a different result might be reached. Compare Certified 
Grocers of California, Ltd. v. Commissioner, 88 T.C. 238 (1987); Illinois Grain Corporation v. Commissioner, 87 T.C. 435 
(1986), on appeal (7th Cir., March 2, 1987). 
 
Case Footnotes: 
 
(1) Article XII of petitioner’s Articles of Incorporation, quoted in footnote 3 of the majority opinion, is not relevant to a 
determination of this question, since patronage refunds made by a cooperative to its members are not “dividends” at 
all, either under general law or under section 316. 
 
Whitaker, Hamblen, Jacobs, Wright, Parr, and Williams, JJ., agree with this opinion. 
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Flat Top Lake Association, Inc., Plaintiff-Appellant v. United States of America, Defendant-Appellee (C-4), U.S. Court of Appeals, 4th 
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C. Durney, Acting Assistant Attorney General, Robert Steven Pomerance, Michael L. Paup, Martha B. Brissette, Department of Justice, Washington, 

D.C. 20530, for defendant-appellee. 

 
Before WIDENER, HALL, and CHAPMAN, Circuit Judges. HALL, Circuit Judge:  

Flat Top Lake Association ("Flat Top" or ''the Association")  appeals an order of the district court granting summary  judgment in favor of the 

United States in a civil action seeking a refund of income taxes. The district court concluded that Flat Top was not entitled to exemption from 

taxation as a social welfare organization pursuant to Section 501(c)(4) of the Internal Revenue Code, 26 U.S.C. 
§501(c}(4). Finding no error in that determination, we affirm. 

Flat Top was organized in 1950 as a nonprofit corporation under state law by certain individuals, who wished to develop an artificial take in the area 

near Beckfy, West Virginia. The purpose of the Association as provided in the articles of incorporation was:  

 
To own, control, lease and self real estate; to build, maintain and operate a lake and other recreational facilities for the pleasure and convenience of 

its members without profit upon a cooperative basis, and to do all other things necessary or incidental to the operation ofa recreational and 

conservation project. 

 
In furtherance of its stated goal, the Association acquired approximately 2,200 acres of land whereon it constructed a 230 acre artificial lake. The land 

surrounding the lake front was subdivided into lots and sold at $1,000 a lot Access to the property was provided by a two -lane road also constructed 

by the Association. The road is not a public highway and bears a sign at the entrance to the development stating "Flat Top Lake Association, Private 

Property, Members Only." 

 
The articles of incorporation and the Association bylaws provide that entry into the development property, and use of the lake or any other 

Association facilities is restricted to members and their guests. Membership is limited to persons over 21 years of age who own in their 

own names one or more lots in the development. Members must also pay annual dues and special assessments as levied by the Association's 

board of directors with the approval of the majority of the members. 

 
At present there are 375 lots in the Flat Top Lake development owned by members. There are permanent structures on 240 of the lots and 80 

families reside at Flat Top on a year-round basis. The remaining members use their lots as recreational facilities.  

 
There are no schools, churches or commercial establishments within the bounds of Flat Top lake property, nor is commercial development 

permitted by the Association bylaws. Although Flat Top has the requisite number of residents to incorporate as a class four municipality 

under West Virginia law, it has chosen to continue to operate under statutes applicable to private corporations. The Association has, 

however, undertaken certain tasks of a quasi-governmental nature. It has construct d a bridge within the development, maintains certain 

common areas including the road, a park, and the lake itself, and provides waste disposal for residents. Finally, the Association has arranged for 

some law enforcement by obtaining the appointment of a conservator of the peace pursuant to West Virginia Code §6-3-1. The conservator is paid 

by the Raleigh County Sheriff's Department which is in turn reimbursed by the Association. 

From  "1952  until 1979, the Association  enjoyed exemption  from federal  taxation  as a social welfare organization.( 1)   In    1979,  however, the 

Regional Director of the Internal Revenue Service ("IRS")  concluded that the Association  could not qualify  for  exempt sta tus because it did not 

benefit a "community" bearing a "recognizable  relationship to  a governmental  unit." Reasoning that the Association existed only for the private 

benefit of its members, the Director revoked the social welfare organization exemption retroactively to 1975. 

 
The Association sought administrative review of the Director's adverse decision but the revocation of exempt status was affirmed by the 

Commissioner of the IRS on June 18, 1981. Thereafter, Flat Top, as required, filed returns and paid ta>ces for the years 1975--81.(  2)   Amended 
returns were subsequently filed again asserting exempt status and seeking a refund. After the refunds were denied, the Association filed the 

instant civil action seeking a judicial determination that it is and has been a tax exempt organization. 

By memorandum opinion filed on October 14, 1986, the district court granted summary judgment in favor of the United States. The district judge noted 

that she was aware of no authority that authorized tax exemption for "a private association of home owners which restricts use of its facilities to 

the exclusive use of its members." 
 

This appeal followed. 

II. 
 

At issue is the proper interpretation and application of section 501(c)(4) of the Internal Revenue Code, 26 U.S.C. §501(c)(4)  which provides 

a ta>c exemption for: 

Civic leagues or organizations not organized for profit, but operated exclusively for the promotion of social welfare, or local associations of 

employees, the membership of which is limited to employees of a designated person or persons in a particular municipality and the net earnings 

of which are devoted exclusively to charitable or recreational purposes. 

The chief analytical difficulty lies in the need to formulate a workable definition of "social welfare." The IRS has attempted to advance the analysis 

by promulgating a regulation at 20 C.F.R. §1.50(c)(4)-1 which defines a social welfare organization as one "primarily engaged in promoting in 

some way, the common good and general welfare of the community. (emphasis added) Unfortunately, the regulation itself is of l imited value since 



it merely substitutes one amorphous term (i.e. "community") for another ("social welfare"). 

On appeal, the Association contends that the district court failed to recognize that in reality Flat Top Lake is a separate, distinct, definable 

“community" and urges our consideration of Vecillio v. United States, 196 F.Supp. 1 (D. W.Va. 1961), in which the district court repeatedly 

described Flat Top Lake in those terms. Citing, inter alia, Rancho Santa Fe Association v. United States, 584 F.Supp. 54 (S.D. Cal. 1984), and Lake 

Petersburg Association v: United States, 35 T.C.M. (P-H) 74,055 (1974), appellant argues that an organization that directs its efforts to the 
betterment of all inhabitants of a community equally thereby serves the social welfare even if the benefits are not available to the 

public at large. 

We acknowledge that the IRS has been something less than fully successful in establishing the precise limits of a Section 501(c)(4) exemption. We 

are further aware that some judicial decisions, most notably Rancho Santa Fe, supra, wherein the district court approved a social welfare 

exemption for an association serving a privately built housing development, do offer some support for appellant's position. Nevertheless, 

we find the Association's argument ultimately unsatisfying. Instead, we are persuaded as was the district court, that an organization that 

operates for the exclusive benefit of its members does not serve a "community'' as that term relates to the broader concept of social  

welfare. 

In 1972, the IRS recognized that "a neighborhood, precinct, subdivision, or housing development may constitute a community" for purposes of 

section 501(c)(4). See Rev. Rule 72-102, 1972-1 C.B. 149. Within two years, however, the IRS found It necessary to clarify that determination to avoid 

the claims for exemption advanced by home owners associations-private organizations formed by property owners in real estate 

developments, funded by member assessments and dedicated to the maintenance of the development. In Rev. Rule 74-99, 1974-1 C.B. 131, the 

IRS stated: 

A community within the meaning of section 501(c)(4) of the code and the regulations is not simply an aggregation of homeowners bound 

together in a structured unit formed as a integral part of a plan for the development of a real estate subdivision and the sale and purchase of 

homes therein. Although an exact delineation of the boundaries of a community" contemplated by section 501(c)(4) is not possible, the term as 

used in that section has traditionally been construed as having reference to a geographical unit bearing a reasonably recognizable 

relationship to an area ordinarily identified as a governmental subdivision or a unit or district thereof. 

Significantly, in 1976 Congress amended the Internal Revenue Code to create a specialized exemption for "homeowners associations." Ta>c Reform Act 

of 1976, Pub. Law No. 94--455, 90 Stat. 1520 §2101. The legislative history of the new section 528 reveals Congress' assessment of the then existing 

law and particularly the scope of the social welfare exemption provided by section 502(c)(4). 

Under present law, generally a homeowner association may qualify as an organization exempt from federal income tax (under sec. 

501(c)(4) of the Code) only if it meets three requirements (Rev. Aul. 74-99, 1974-1 C.B. 131). First, the homeowner's association must serve a 

"community" which bears a reasonably, recognizable relationship to an area ordinarily identified as a governmental subdivision or unit. 

Second, it must not conduct activities directed to the exterior maintenance of any private residence. Third, common areas or facilities that the 

homeowner's association owns and maintains must be for the use and enjoyment of the general public. 

 

H.R. Rep. No. 94-658, 94th Cong., 1st Sess. at 326-32; S. Rep. no. 94-938, 94th Cong. 2d Sess. at 393. 
 
The third prong in the summary demands attention in the instant case. Clearly Congress believed that an organization cannot serve social 

welfare if it denies its benefits to the general publi c.(3)    Implicitly, Congress recognized that a true   community"  functions within a broader 

national fabric. Service to such a community thereby furthers the national interest by expanding potential, by opening opportunities to all citizens 

who may someday find themselves within the bounds of that particular community. Although it is unquestionably their right to do so, when a group of 

citizens elects, as have the inhabitants of Flat Top Lake, to separate themselves from society and to establish an entity that solely advances their 

own private interests, no potential for general social advancement is implicated. In many ways, exemption from taxation may be seen as a 

democratic commonwealth's method of acknowledging the conferral of a universal benefit. Wholly private activity, however meritorious, confers no 

such benefit which would render a compensatory exemption appropriate.4 

 

We have addressed this distinction between the advancement of private interest and the promotion of social welfare on at least one other 

occasion. In Commissioner v. Lake Forest, Inc. [62-2 USTC P9602J, 305 F.2d 814 (4th Cir. 1962), we reversed the Tax Court's award of an 

exemption under 26 U.S.C. §101-the predecessor of section 501(c)(4}-to an organization that operated a housing development as a means 

of providing low Income housing to veterans. Reasoning that the work of the Lake Forest Corporation, although 

..unquestionably praiseworthy" was not directed to the benefit of the "public at large" nor of "a public character," we concluded that it was a 

"privately devoted endeavor" and not an exempt social welfare organization. Lake Forest, 305 F.2d at 818. 

Admittedly, Lake Forest did not address the precise argument urged upon us by taxpayer in this case5 i.e. that an organization serving a private 

development also serves social welfare by granting benefits to all members of that development equally. At the core of Lake Forest, however, is 

the principle that society is an inclusive concept. An organization that bases its benevolence upon some exclusive characteristic of the recipient has 

moved away from benefitting society. That is certainly true when, as in the instant case, the beneficiaries of the taxpayer's efforts have 

consciously and deliberately sought to insulate themselves from contact with society around them. To the extent that the district court decision 

allowing a section 501(c)(4) exemption in Rancho Santa Fe, supra, can be read to support the position asserted by the Association in this appeal, 

we reject Its reasoning. We would note, in any event, that the factual circumstances presented in Rancho Santa Fe are dramatically 

distinguishable from the instant case. The housing development served by the organization claiming exemption therein was much larger 

than Flat Top and, in virtually every meaningful fashion, functioned as a public municipality. Access to the development by nonresidents 

was unrestricted and the use of a substantial portion of the development's recreational facilit ies by the general public was unlimited.6 

 
Unlike the inhabitants of Flat Top Lake, there was no indication that the inhabitants of Rancho Santa Fe sought to shut themselves off from 

society and to hold an outside world at arms-length. White the court in Rancho Santa Fe did believe that a development that attained 

"community" status could exclude the public at large and still obtain section 501(c)(4) exemption, that conclusion must be regarded largely as dicta 

in light of the actual nature of Rancho Santa Fe. 

 



 

 

The determination of a "community" for section 501(c)(4) purposes will generally turn on the facts and circumstances of the individual case. See Rev. 

Rule 80-63, 1980-1 C.B. 166. Nevertheless, the guiding focus must remain upon whether the would-be community Is an active part of society or 

a private refuge for those who would live apart. In the instant case, Flat Top Lake Association has obviously done all within  its power to 

create a wholly private environment for its members. It is not a community within the contemplation of section 501(c}(4)(7) and cannot 

claim a tax exemption for benefitting itself. 
 

Ill.  

For the foregoing reasons, the judgment of the district court is affirmed. AFFIRMED. 

Case Footnotes: 

 
(1) Exemption was originally granted pursuant to Section 101(8) of the Internal Revenue Code which corresponds to the present provision 

found at 26 U.S.C. §501(c)(4). 

 
(2) According to materials provided by the Association in connection with this appeal, it has paid the following amounts since the revocation of its 

exemption: 

 
1975 ................ $ 974.00 

1976 ................................................ 994.00 

1977 ............ 42.00 

1978 .. . 51.00 

1979 .. . 6.00 

1980 ... . 1,232.40 

1981 ............................... 1,426.00 

 

1982 ... . 

 
1983 

...... 

2,837.00 

 

1,976.00 

 
(3) Congress' assessment is particularly meaningful ln light of the fact that the existence and extent of deductions from taxation are purely legislative 

determinations. Lull v. C.f.R. 602 F.2d 1166 (4th Cir. 1979). 

(4) In the slightly different context of a disputed charitable deduction sought pursuant to section 501{c)(3), the Supreme Court observed that tax benefits 

in this area are intended to encourage the development "of private institutions that serve a useful public purpose or take the place of public 

institutions of the same kind." Bob Jones University v. United States 461 U.S. 574,588; 103 S.Ct. 2017, 2026 {1983). 

(5) Taxpayer in Lake Forest contended that an organization that addressed the national concern with adequate housing was entitled to tax exemption 

even if the organization focused its remedial efforts on a specific group. 

(6) Only the tennis courts and golf course had any limitations. Even there, the restriction was not absolute in that paying guests at a local inn were 

permitted to use these facilities. 589 F.Supp. at 56. 

(7) The Association's relevance or the references to Flat Top Lake as a community in Vecillio v. United States, 196 F.Supp. (D. WVa. 1961), is 

misplaced. The court therein used the term to distinguish Flat Top from a sporting club liable for a variety of excise tax. The meaning of language in 

specialized areas of the law varies according to statutory context. Section 501(c)(4) was not at issue in Vecillio and any reference to a community 

in that case has little, if any, relevance in this appeal. 

Dissenting Opinion 

WIDENER, Circuit Judge 

Because I think Flat Top Lake Association should not necessarily be excluded from the benefit of the exemption, I respectfull y dissent. 

The Association per1orms, as the majority recognized, "tasks of quasi...govemmental nature" for the Association members and others. Those 

tasks include year-round water and sanitation services, snow removal from common areas, police protection, road and equipment maintenance 

and maintenance of the dam and other common areas. The Association is working with local authorities in considering construction of a sewage 

treatment plant. Further, it has promulgated a disaster relief plan in the event of failure of the dam, and it supplies a backup water supply to the 

nearby City of Beckley, a city of some 19,000 population. 

The tax exemption was revoked because the IRS, with whom the district court and the majority have agreed, determined that the Association 

did not meet the definition of a  community" in order to qualify for the exemption because the Association "restricts the use of its facility to the 

exclusive use of its members."(1) Slip op. at 5. Public use is thus made the sine qua non of a §501(c)(4) exemption. 

The rationale of the decisions of the district court and the majority is misplaced, however, for, as I will demonstrate, the proper premise of the 

federal tax exemption for social welfare organizations is not based upon public use, as the majority holds, but upon the public benefit 

derived therefrom. The district court found explicitly that Flat Top Lake Association falls squarely within the language of 26 U.S.C. §501(c){4) as "a 



nonprofit organizationQ operated "for the promotion of social wetfare." Since that finding of fact by the district court is even based on stipulation, 

I take it the matter is beyond question. 

With all deference to the majority's view, I suggest that we are off the track. The correct approach to the question before u s is not that 

taken in the majority opinion; rather, it is that set out in Peoples Educational Camp Society. Inc. v. CIR, 331 F.2d 923 (2d Cir.), cert. den., 379 

U.S. 839 (1964), in which the Second Circuit, in construing §501(c)(4), stated: 

The exemption granted to social welfare and like organizations is made in recognition of the benefit which the public derives from their 

social welfare activities, Trinidad v. Sagrado Orden, 263 U.S. 578, 581, 44 S.C. 204, 68 Lawyers Ed. 57458 (1924), and we think it only fair 

to determine a particular organization's right to an exemption largely on the basis of the effect its operations have on the public. Thus, we 

see that the Second Circuit, unlike ours, by its reliance on Trinidad, places the emphasis where it should be, on the public benefit 

resulting from the activity, not upon the public use thereof. 

Using that analysis, there is no doubt that in this case either a judgment for the taxpayer is required, or at the least the question should be 

reconsidered on remand. There is no evidence in this record but that all the activities of the taxpayer benefit the public, for they directly affect the 

public purse by performing activities which the taxpayers otherwise would have to pay for. Even rf it might be said that the district court did not 

approach the matter from the standpoint of public benefit rather than public use and should be afforded another opportunity to find facts, that 

opportunity should be offered; although, in this case, I see no use of it because the government does not suggest any activity undertaken by the 

taxpayer which does not benefit the public. 

Case Footnotes: 

(1) The ordinary definition of "community" is ''A body of individuals organized into a unit or manifesting usually with awareness some unttying trait" 

Webster's 3d Intl. Dictionary. And even the IRS defines the term, as used in connection  with  §501(c){4),  as  having  "  ...  a reasonably recognizable 

relationship to an area ordinarily identified as a governmental subdivision or a unit or district thereof." Rev. Ruling 74-99. 

It is at once apparent the decision of the majority can live with neither of these definitions, so it defines "community" so that it must "... relate to 

the broader concept of social welfare," or" ... function within a broader national fabric." Slip. op. at 6, 8. The quoted phrases used in the majority 

opinion, I suggest, are euphemisms for the fact that the taxpayer loses. 

 



 

 

 RANCHO SANTA FE ASSN. v. U.S. 
 

Code Sec(s): 501 

Court Name: U.S. District Court, Southern Dist. of California, 

Docket No.: Civil No. 83-0547-E(I), 

Date Decided: 01/31/1984 

Tax Year(s): Years 1981, 1982. 

Disposition: Decision for Taxpayer. 

Cites: 54 AFTR 2d 84-5518, 589 F Supp 54, 84-2 USTC P 9536. 

HEADNOTE 

1.EXEMPT ORGANIZATIONS-Organization descriptions-religious charitable, etc., organizations-exempt 
purposes in general. Homeowner association granted refund of corp. tax it paid; IRS revocation of its 
exempt status was unfounded in law or character of association's activities. Community served by 
association was coextensive with housing development. Association benefitted community by providing 
recreational services and govt. functions for benefit of residents. 

Reference(s): 1984 P-H Fed. ¶21,023(61.5). Code Sec. 501. 

OPINION 

David R. Clark, Aylward, Kintz, Stiska, Wassenaar & Shannahan, San Diego, Calif., Attys. for Plaintiff. 
Nancy Morgan, Atty., Tax Div., Dept. of Justice, Wash., D.C., for Defendant. 
Judge: ENRIGHT, District Judge: 

Memorandum Decision 

This is an action for refund of federal income taxes paid under protest in the amount of $313,927.00 by 
plaintiff Rancho Santa Fe Association, Inc. (hereinafter referred to as "Association"). Plaintiff seeks a 
refund of this amount as well as a declaration of plaintiff's tax exempt status under Section 501(c)(4) of 
the Internal Revenue Code of 1954, 26 U.S.C. §501(c)(4) (1976). The Section 501(c)(4) exemption is 
available to civic leagues or organizations not organized for profit but operated exclusively for the 
promotion of social welfare. 

Rancho Santa Fe is a large, self-contained housing development located just north of San Diego. The 
Association was incorporated as a non-profit cooperative association on July 4, 1927. On July 9, 1942, 
plaintiff was granted exempt status pursuant to the predecessor of Section 501(c)(4); this applicability 
of exempt status to plaintiff has been reaffirmed by the Internal Revenue Service (hereinafter "IRS") 
three times since the initial determination. 



 

 

Despite the absence of any intervening change in either the statutory language or the operation of the 
Association itself, on May 9, 1979 plaintiff's exempt status was revoked by an IRS determination letter. 
The reason for this revocation was stated to be that: 

 [The Association was] not operated exclusively for the promotion of social welfare since 
all of the common areas and the facilities [the Association owned and maintained were] 
not open to members of the general public for their use and enjoyment.  

As a result of this revocation, the Association paid corporate tax under protest for the fiscal years 
ending June 30, 1981 and June 30, 1982 and filed a timely complaint in this court seeking review of the 
IRS determination that plaintiff is not exempt and the IRS denial of plaintiff's request for a refund. 

Defendant presently moves this court for summary judgment in its favor; plaintiff cross-moves for 
summary judgment, as well. 

Upon due consideration of the parties' memoranda and exhibits, the arguments advanced at the 
hearing, and for the reasons set forth herein, the court grants plaintiff's motion for summary judgment. 

Facts 

The following facts about the Association and Rancho Santa Fe are relevant to the disposition of these 
motions. The Association exists to enforce protective covenants designed to preserve the character of 
the community of Rancho Santa Fe. It is a homeowner's association consisting of about 3,000 members 
who are property owners within the Rancho Santa Fe development which is governed by the protective 
covenants. The property contained in the development consists of 6,100 acres. The Association owns 
600 acres outright; the remainder is property owned by the individual members. Of the 600 acres 
owned by the Association, 300 acres are dedicated to parkland and open space, 165 acres are improved 
as playgrounds, athletic fields, a public parking lot, a community clubhouse, and hiking and bridle trails. 
The remaining 135 acres comprise an 18-hole golf course and eight tennis courts. 

The Association oversees the governance of the property within the development by enforcing the 
covenants and setting up various boards, including a planning board, a park board, a health board, a 
library board, and a recreation board. The Association also furnishes private security protection by way 
of the Rancho Santa Fe Patrol. In addition, the Association functions as a liaison between the 
community and the Board of Supervisors on issues which require the participation of larger 
governmental entities, such as maintenance of the rights-of-way and the sanitation system. Finally, the 
Association serves the community in loaning out its facilities free of charge to various public service 
organizations as well as to the schools. 

Of the lands directly under the ownership of the Association, the parklands and open space, 
playgrounds and athletic fields, public parking lot, community clubhouse, and the commercial areas are 
open to the public. The golf course and tennis courts are less freely accessible; they may be used by the 
general public only to the extent that members of the public are guests of the privately-owned Inn 



 

 

located in Rancho Santa Fe, otherwise only members of the Association may use these facilities. 

In sum, out of the 600 acres owned directly by the Association, 465 of these acres are available for use 
by the general public on an unrestricted basis. The remaining 135 acres are available to all the members 
of the Rancho Santa Fe community and to the general public, but only when the public uses the inn 
located in Rancho Santa Fe. 

Discussion 

[1] This case presents the issue of whether the Rancho Santa Fe Association is an organization operated 
exclusively for the promotion of social welfare such that it is exempt from federal income tax under 
Section 501(c)(4) of the Internal Revenue Code of 1954. 

Section 501(c)(4) provides in pertinent part: 

 (c) List of Exempt Organizations. The following organizations are referred to in subsection 
(a) [i.e. organizations exempt from federal income taxation]:  

...  

(4) Civic leagues or organizations organized not for profit but operated exclusively for the 
promotion of social welfare  

...  

26 U.S.C. §501(c)(4) (1976). The Treasury Department has issued a regulation which elaborates the 
definition of "social welfare": 

 (2) Promotion of Social Welfare. (i) In general. An organization is operated exclusively for 
the promotion of social welfare if it is primarily engaged in promoting in some way the 
common good and general welfare of the people of the community. An organization 
embraced within this section is one which is operated primarily for the purpose of bringing 
about civic betterments and social improvements.  

...  

(ii) Political or social activities. ... Nor is an organization operated primarily for the 
promotion of social welfare if its primary activity is operating a social club for the benefit, 
pleasure, or recreation of its members, or is carrying on a business with the general public 
similar to organizations which are operated for profit.  

...  

26 C.F.R. §1.501(c)(4)-1 (1983). 

A series of revenue rulings issued by the IRS further details the availability of this exemption to 
homeowner associations such as the taxpayer in the present case. Revenue Ruling 72-102 indicates that 
a nonprofit organization formed to preserve the appearance of a housing development and to maintain 



 

 

streets, sidewalks, and common areas for the use of residents is exempt under Section 501(c)(4). 
Rev.Rul. 72-102, 1972-1 C.B. 149. This ruling notes that for purposes of Section 501(c)(4) and Treasury 
Regulation 1.501(c)(4)-1, which speak of "social welfare" in terms of "general welfare of the people of 
the community," a neighborhood precinct, subdivision or housing development may constitute a 
community. The ruling continues: 

 For example, exempt civic leagues in urban areas have traditionally represented 
neighborhoods or other subparts of much larger political units. By administering and 
enforcing covenants, and owning and maintaining certain non-residential, non-commercial 
properties of the type normally owned and maintained by municipal governments, this 
organization is serving the common good and the general welfare of the people of the 
entire development.  

Rev.Rul. 72-102, 1972-1 C.B. 149 at 150. 

In the instant case, Rancho Sante Fe Association, Inc. falls within the definition of a tax-exempt 
organization devoted to the promotion of the general welfare. It performs the functions of a 
governmental entity and brings about civic betterments and social improvements that would be sorely 
missed by the Rancho Santa Fe community should they be lost or curtailed. In addition to providing 
recreational facilities in the form of a golf course, numerous tennis courts, playgrounds, athletic fields, 
parks and open spaces, the Association also serves a variety of governmental functions through the 
activities of its various boards. Further, the Association serves as a liaison to larger governmental bodies 
to protect the interests of the community which it represents. 

This conclusion is not altered by additional IRS interpretations of the exemption, as the government 
argues. In Revenue Ruling 74-99, the IRS concluded that to qualify for the Section 501(c)(4) exemption a 
homeowners' association (1) must serve a "community" which bears a reasonable relationship to an 
area ordinarily defined as a governmental unit, (2) it must not conduct activities directed to the exterior 
maintenance of private residences, and (3) the common areas or facilities it owns must be for the use 
and enjoyment of the general public. Rev.Rul. 74-99, 1974-1 C.B. 131 at 132-33. 

In addition, Revenue Ruling 74-99 sets forth the limits which, in the view of the IRS, apply to the 
availability of the public welfare exemption for housing developments. This ruling states that the term 
"housing development" is not to be viewed as necessarily coextensive with the term "community," so 
that not every association which oversees a housing development is entitled to claim the exemption. 

Finally, Revenue Ruling 74-99 states that the exemption was "intended only to approve ownership and 
maintenance by a homeowners' association of such areas as roadways and parklands, sidewalks and 
street lights, access to, or the use and enjoyment of which is extended to members of the general 
public, as distinguished from controlled use or access restricted to the members of the homeowners' 
association ...." Rev.Rul. 74-99, 1974-1 C.B. 131 at 133. In other words, under this ruling, to qualify for 
the exemption an association must benefit the entire community; it cannot exclude community 
members from sharing in its largesse. 



 

 

The most recent pronouncement on the scope of the Section 501(c)(4) exemption by the IRS broadens 
the earlier view and notes that even where the association does not represent an entire community, it 
qualifies for an exemption if the association's activities benefit the community as a whole. That ruling 
notes: 

 Whether a particular homeowners' association meets the requirements of conferring 
benefit on a community must be determined according to the facts and circumstances of 
the individual case. Thus, although the area represented by an association may not be a 
community within the meaning of that term as contemplated by Rev.Rul. 74-99, if the 
association's activities benefit a community, it may still qualify for exemption. For 
instance, if the association owns and maintains common areas and facilities for the use 
and enjoyment of the general public as distinguished from areas and facilities whose use 
and enjoyment is controlled and restricted to members of the association then it may 
satisfy the requirement of serving a community.  

Rev.Rul. 80-63, 1980-1 C.B. 116 at 116. The ruling continues on to note that a homeowners' association, 
which represents an area that is not a community, does not qualify for the exemption under Section 
501(c)(4) if it restricts the use of its recreational facilities to members of the association. Id. 

Under the above analysis, the availability of the exemption to a homeowners' association which 
restricts the use of a portion of its facilities to members of the association depends on whether the 
housing development in question is coextensive with the community it serves. If the development and 
the community are one and the same, then the benefits bestowed by the association on the 
development benefit the general public within the requirements of the statute, because the association 
is "promoting in some way the common good and general welfare of the people of the community " in 
accordance with Treasury Regulation 1.501(c)(4)-1, 26 C.F.R. §1.501(c)(4)-1 (1983) (emphasis added). 
On the other hand, if the association does not benefit the entire community, under Revenue Ruling 
80-63 it would only qualify for the exemption if the benefits it offers to the housing development are 
available to the general public and not restricted to the members of the association. 

In the present case, Rancho Santa Fe as a development constitutes an independent community within 
the meaning of the statute. Rancho Santa Fe is a housing development, significant in size and 
self-contained in orientation. It is not the ordinary residential grouping of tract homes, but is an 
independent community separated geographically from the central area of the city of San Diego of 
which Rancho Santa Fe is a sub-part. Rancho Santa Fe has its own post office and zip code and, while a 
few nearby developments such as Fairbanks Ranch share that post office, it is not alleged or contended 
that Fairbanks Ranch and Rancho Santa Fe are part of the same community. 

Given the conclusion that the development of Rancho Santa Fe is coextensive with the community of 
Rancho Santa Fe, and that Rancho Santa Fe is an independent community, it necessarily follows that the 
benefits which are provided to the members of the Association which represents the entire community 
of Rancho Santa Fe promote the general welfare of the people of the community in accordance with 
the statutory exemption. The fact that in so doing the Association also benefits whoever else might 



 

 

want to avail themselves of the open space, athletic fields, parklands, hiking and bridle trails that 
constitutes over two-thirds of the Association's land, is but an added benefit of the Association's 
activities. The critical factor is that the Association benefits the community it serves and represents on 
an unrestricted basis. 

Thus, only where an association represents less than the entire community is it a concern whether the 
benefits of the association are made available to the general public, because in that situation the 
benefits which are restricted to association members are not benefiting the community as a whole. 
There is no requirement, however, that if the work of the association benefits the entire community, 
that it must also benefit the general public in terms of the world-at-large. To graft upon the exemption 
this additional requirement negates the statutory intent and the language of the regulation which 
speaks in terms of benefiting the "community." It would also undermine the purpose behind this 
legislation which was to encourage communities such as Rancho Santa Fe to provide benefits to its 
residents. See, People's Educational Camp Society, Inc. v. Commissioner, 331 F.2d 923, 932 [13 AFTR 2d 
1319] (2d Cir. 1964). 

To require that Rancho Santa Fe give unlimited access to its golf course and tennis courts beyond the 
community it serves to the world-at-large in order to obtain the exemption at issue is a neither 
necessary nor mandated condition. To impose such a requirement would defeat the statutory purpose 
of the exemption which encourages the provision of services to communities, in that requiring 
unlimited access to these facilities would necessarily lessen the benefit to the community which the 
Association represents. Only so many rounds of golf and games of tennis can be played at these 
facilities and the demand upon them created by the Rancho Santa Fe community alone is great. To 
order that these facilities must also benefit surrounding communities would result in a concomitant 
decrease in availability of these facilities to Rancho Santa Fe itself. Congress did not require that, in 
order to obtain this exemption, an association must serve an entire city, or even several communities; 
service to a single community was viewed as sufficient. The Rancho Santa Fe Association, by serving 
well the community of Rancho Santa Fe, is entitled to this exemption. That has been the position of IRS, 
as communicated to the Association, for many years. Nothing whatever has changed during those years 
in the operation, custom or usage of the Association facilities except to broaden public access to those 
facilities. Under such circumstances, to now seek to eliminate such exemption for the Association 
without any change whatever in the statutory scheme of regulations of the agency would appear to be 
inequitable at best. 

For these reasons, plaintiff's motion for summary judgment must be granted. 

 



Revenue Ruling 70-604 

IRS Headnote. 
Excess assessments by a condominium management corporation, over and above the amounts used for 
the operation of condominium property, that are returned to the stockholder-owners or applied to the 
following year's assessments are not taxable income to the corporation.  
 
Full Text. 
A condominium management corporation assesses its stockholder-owners for the purposes of managing, 
operating, maintaining, and replacing the common elements of the condominium property. This is the 
sole activity of the corporation and its by-laws do not authorize it to engage in any other activity.  
 
A meeting is held each year by the stockholder-owners of the corporation, at which they decide what is 
to be done with any excess assessments not actually used for the purposes described above, i.e., they 
decide either to return the excess to themselves or to have the excess applied against the following 
year's assessments.  
 
Held, the excess assessments for the taxable year over and above the actual expenses paid or incurred 
for the purposes described above are not taxable income to the corporation, since such excess, in effect, 
has been returned to the stockholder-owners. 

 



 

 

 Revenue Ruling 74-99 

Headnote: 
Homeowners association, preserving appearance and maintaining common areas. 
 
A homeowners association, to qualify for exemption under section 501(c)(4) of the Code, (1) must serve 
a "community" which bears a reasonable recognizable relationship to an area ordinarily identified as 
governmental, (2) it must not conduct activities directed to the exterior maintenance of private 
residences, and (3) the common areas or facilities it owns and maintains must be for the use and 
enjoyment of the general public; Rev. Rul. 72-102 modified. 
 
Full Text: 
The Internal Revenue Service has been requested to clarify the circumstances in which an organization 
similar to the homeowners' association described in Rev. Rul. 72-102, 1972-1 C.B. 149, may qualify for 
exemption under section 501(c)(4) of the Internal Revenue Code of 1954. 
 
The characteristics of the organization of homeowners described in Rev. Rul. 72-102 are generally typical 
of many such organizations formed in recent years that seek exemption under section 501(c)(4) of the 
Code and may be summarized as follows: The organization is formed by a commercial real estate 
developer as an integral part of a plan for the development of a subdivision. Membership in the 
association is required of all purchasers of lots in the development. Membership is open only to the 
developer (at least for such time as he owns property in the development) and those who purchase lots. 
The organization is supported by periodic assessments against the members and an unpaid assessment 
constitutes a lien on the property of the homeowner-member. The stated purposes of the organization 
are, generally speaking, to administer and enforce covenants for preserving the architecture and 
appearance of the given real estate development, and to own and maintain common green areas, 
streets, and sidewalks. 
 
The foregoing format is spelled out in written documents which form a part of, and are inextricably tied 
to, enforceable contracts for the sale and purchase of private property. In the light of this combination of 
factors, the prima facie presumption is that these organizations are essentially and primarily formed and 
operated for the individual business or personal benefit of their members, and, as such, do not qualify 
for exemption under section 501(c)(4) of the Code. However, an organization of this kind may in certain 
circumstances overcome the presumption and qualify for recognition of exemption under section 
501(c)(4). 
 
Thus, notwithstanding the combination of characteristics which the organization in Rev. Rul. 72-102 has 
in common with many other homeowners' associations, it was considered to have established its 
qualification for recognition of exemption as an organization described in section 501(c)(4) of the Code. 
In reaching this conclusion Rev. Rul. 72-102 reads, in part, as follows: "For the purposes of section 
501(c)(4) of the Code, a neighborhood, precinct, subdivision, or housing development may constitute a 
community. For example, exempt civic leagues in urban areas have traditionally represented 
neighborhoods or other subparts of much larger political units. By administering and enforcing 



 

 

covenants, and owning and maintaining certain non-residential, non-commercial properties of the type 
normally owned and maintained by municipal governments, this organization is serving the common 
good and the general welfare of the people of the entire development." 
 
Increasing experience with homeowners' associations of this general kind has demonstrated, however, 
that the Revenue Ruling does not delineate the bases for the favorable holding in the case clearly 
enough to prevent misconceptions as to its scope. Specific questions have been raised as to (1) the scope 
of the term "community" as used in the ruling; (2) whether an organization whose program includes 
activities devoted to exterior maintenance of private residences comes within the ambit of the ruling; 
and (3) the interpretation of the phrase "non-residential, non-commercial properties of the type 
normally owned and maintained by municipal governments." 
 
One misconception generated by Rev. Rul. 72-102 is that the ruling appears unqualifiedly to equate a 
housing development with the term "community" within the meaning of section 501(c)(4) of the Code, 
thereby giving rise to the implication that any housing development may qualify as a community for 
exemption purposes regardless of any other attendant facts and circumstances in the case. Rev. Rul. 
72-102 is hereby modified to reject its apparent acceptance of such a narrow definition of "community" 
for purposes of section 501(c)(4). 
 
A community within the meaning of section 501(c)(4) of the Code and the regulations is not simply an 
aggregation of homeowners bound together in a structured unit formed as an integral part of a plan for 
the development of a real estate subdivision and the sale and purchase of homes therein. Although an 
exact delineation of the boundaries of a "community" contemplated by section 501(c)(4) is not possible, 
the term as used in that section has traditionally been construed as having reference to a geographical 
unit bearing a reasonably recognizable relationship to an area ordinarily identified as a governmental 
subdivision or a unit or district thereof. 
 
A second feature of Rev. Rul. 72-102 that has been subject to misinterpretation is whether, consistent 
with the position taken in the Revenue Ruling, an organization whose program includes, but is not 
limited to, activities directed to exterior maintenance of private residences may qualify for recognition of 
exemption under section 501(c)(4) of the Code. In the given facts in the Revenue Ruling there was no 
mention of any exterior maintenance activity. One of the stated purposes of the organization in Rev. Rul. 
72-102, however, is to enforce covenants for preserving the architecture and appearance of a housing 
development. It has been contended that exterior maintenance activities may properly be justified and 
subsumed under that purpose. 
 
Given the combination of factors discussed above surrounding the formation and operation of this type 
of homeowners organization, the exterior maintenance activities reinforce the prima facie presumption 
that the organization is operated essentially for private benefit. See Rev. Rul. 69-280, 1969-1 C.B. 152, in 
which exemption of an organization formed to provide maintenance of exterior walls and roofs of 
members' home is denied under section 501(c)(4) of the Code. See also Rev. Rul. 74-17, page 130, 
relating denial of exemption under section 501(c)(4) of an organization formed by unit owners in a 
condominium housing project to provide for the management, maintenance and care of all the areas and 



 

 

elements in the project that are owned in common by the unit owners. 
 
Another aspect of Rev. Rul. 72-102 that has given rise to some misconception of the ruling's scope 
involves interpretation of the phrase "non-residential, non-commercial properties of the type normally 
owned and maintained by municipal government" in determining what kinds of common areas or 
facilities an exempt homeowners' association may own and maintain. The Revenue Ruling in reciting the 
areas and facilities owned and maintained by the organization speaks only of "common green areas, 
streets, and sidewalks." The Revenue Ruling was, by the quoted phrases, designed to indicate that the 
only areas and facilities encompassed were those traditionally recognized and accepted as being of 
direct governmental concern in the exercise of the powers and duties entrusted to governments to 
regulate community health, safety, and welfare. Thus, the Revenue Ruling was intended only to approve 
ownership and maintenance by a homeowners' association of such areas as roadways and parklands, 
sidewalks and street lights, access to, or the use and enjoyment of which is extended to members of the 
general public, as distinguished from controlled use or access restricted to the members of the 
homeowners' association, as appropriate and consistent with exemption for the association. Rev. Rul. 
72-102 is modified accordingly. 
 
 
 



 

 

 Revenue Ruling 75-370 

Headnote: Rev. Rul. 75-370, 1975-2 CB 25 -- IRC Sec. 61 

Reference(s): Code Sec. 61; Reg § 1.61-1  

Condominium management assessments; realty improvements. 

Special assessments collected by a nonexempt condominium management corporation from its unit 
owner-stockholders and accumulated in a separate bank account for replacement of the roof and 
elevators in the condominium are not includible in the corporation's gross income. 

Full Text: 

Advice has been requested whether, under the circumstances described below, assessments collected by 
a nonexempt condominium management corporation from its unit owner-stockholders and accumulated 
in a separate bank account for specific capital expenditures are includible by the taxpayer in its gross 
income under section 61 of the Internal Revenue Code of 1954. 

The taxpayer, a condominium management corporation, was incorporated under the laws of state M by 
the unit owners of a condominium housing project to provide, among other things, the management, 
maintenance, and care of the common elements of the project. Every unit owner of the project must be a 
stockholder of the taxpayer and the only stockholders are condominium unit owners. Since under the 
laws of state M a condominium management corporation cannot own real property, the common 
elements of the real property of the condominium project must also be owned by the unit owners who 
each have an undivided interest therein. The corporation is not an exempt organization for Federal 
income tax purposes. Compare Rev. Rul. 74-17, 1974-1 C.B. 130. It is supported by periodic assessments 
against the unit owners. An unpaid assessment is a lien on the property of the unit owner-stockholder. 

The by-laws of the management corporation require that any assessments must be approved at a 
stockholder meeting by a majority vote of the unit owner-stockholders. In January 1974, the unit 
owner-stockholders decided at their annual meeting to levy and collect two special assessments totalling 
15 x dollars a month for 3 years from each unit owner. The assessments will be deposited in two separate 
bank accounts and will not be commingled with the general assessment funds. The assessments, 10x 
dollars and 5x dollars a month respectively, can be used only to replace the roof and the elevators located 
in the common elements of the condominium project. 

Section 61 of the Code and section 1.61-1(a) of the Income Tax Regulations provide, in part, that gross 
income means all income from whatever source derived, unless excluded by law. 

Rev. Rul. 74-321, 1974-2 C.B. 16, holds that proceeds received by a farm production credit association in 
the form of insurance premiums from its member-borrowers and dividends from the insurance company 
providing the member-borrowers group credit life insurance are not includible in the association's gross 



 

 

income. The association was acting as an agent for its member-borrowers. It managed the program in 
accordance with the requirements set forth by the Federal Farm Credit Administration. It had only 
ministerial powers over the funds and could not divert them to its own purposes. 

In the instant case, the taxpayer receives no benefit from the funds. They are specifically designated for 
the replacement of the roof and elevators located in the common elements of the real property of the 
condominium project for the sole benefit of the unit owners. The taxpayer has a fiduciary obligation to 
expend the funds collected in the manner approved by its unit owner-stockholders. The relationship 
between the taxpayer and its unit owner-stockholders insofar as the special assessments are concerned is 
one of agent and principal. 

Accordingly, in the instant case, since the funds are received by the taxpayer as an agent for the unit 
owners to be used solely for the benefit of the unit owners, the special assessments are not includible in 
the taxpayer's gross income under section 61 of the Code. 

However, this Revenue Ruling does not apply to the funds collected by a condominium management 
corporation to provide the services for which it was formed such as maintenance of common elements 
(painting, repairs, gardening, janitorial services and so forth). Thus, for example, funds accumulated to 
paint the common elements would not qualify under this Revenue Ruling. 

Compare Rev. Rul. 75-371, page 52, which holds that the special assessment for the purchase of personal 
property owned by the condominium management corporation is a contribution to its capital under 
section 118 of the Code. 



Revenue Ruling 75-371 
 
Defines “Reserves” Qualifying for Contributions to Capital; Specifically Excludes Contingency Reserve; Specifies That 
Excess Operating Income May Be Returned to Members 
 
Rev. Rul. 75-371, 1975-2 CB 52, (Jan. 1, 1975) 
 
Section 118.—CONTRIBUTIONS TO THE CAPITAL OF A CORPORATION. 26 CFR 1.118-1: Contributions to the capital of a 
corporation. (Also Section 61; 1.61-1.) Condominium management assessments; personal property.—Special 
assessments for the replacement of personal property, collected by a nonexempt condominium management 
corporation from its unit owner-stockholders and accumulated in a separate bank account, are contributions to capital. 
 
Advice has been requested whether, under the circumstances described below, a special assessmenta collected by a 
nonexempt condominium management corporation from its unit owner stockholders and accumulated in a separate 
bank accountb for a specific capital expenditure will qualify as a contribution to the capital of the corporation under 
section 118 of the Internal Revenue Code of 1954. 
 
The taxpayer, a condominium management corporation, was incorporated under the law of state M by the unit owners 
of a condominium housing project to provide, among other things, the management, maintenance and care of the 
common elements of the project, including the swimming 
pool. Every unit owner of the project must be a stockholder of the taxpayer and the only stockholders are 
condominium unit owners. The corporation is not an exempt organization for Federal income tax purposes. Under the 
provisions of its charter, the corporation may own personal property. The corporation owns all the equipment and 
tools necessary to provide services to the unit owners and any other personal property located or used in the common 
elements of the project. The corporation is supported by periodic assessments against the unit owners. An unpaid 
assessment is a lien on the property of the unit owner-stockholder. 
 
The by-laws of the management corporation require that any assessments must be approved at a stockholder meeting 
by a majority vote of the unit owner-stockholders. In January 1974, the unit owner-stockholders decided at their 
annual meeting in accordance with the bylaw requirements to levy and collect a special assessment of 2x dollars a 
month for 14 months from each unit owner. The assessment will be deposited in a special account and will not be 
commingled with the general assessment funds. The assessment will be used only to replace the outdoor furniture 
surrounding the swimming pool. 
 
Section 61 of the Code and section 1.61-1(a) of the Income Tax Regulations provide, in part, that gross income means all 
income from whatever source derived, unless excluded by law. 
 
Section 1.118-1 of the regulations provides that, in the case of a corporation, section 118 of the Code provides an 
exclusion from gross income with respect to any contribution of money or property to the capital of the taxpayer. If a 
corporation requires additional funds for conducting its business and obtains such funds through voluntary pro rata 
payments from its stockholders, the amounts so received being credited to its surplus account or a special account, 
such amounts do not constitute income, although there is no increase in the outstanding shares of stock of the 
corporation. But the exclusion does not apply to any money or property transferred in consideration of goods or 
services rendered. 
 
In United Grocers, Ltd. v. United States, 308 F.2d 634 (9th Cir. 1962), aff’g. 186 F. Supp. 724 (N. D. Calif. 1960), the 
Court of Appeals held that monthly payments by the members of a nonprofit retail grocers’ cooperative were made in 
consideration of, and in payment for, services rendered by the cooperative and not as contributions to capital. The 
court said the dominant factor in determining whether the amounts were contributions to capital or payment for 
goods or services was the motive or purpose and intent in making the contribution. See also Rev. Rul. 74-563, 1974-2 



C.B. 38, in which special assessments to pave the parking lot of a homeowners association are capital contributions by 
the homeowner-members. 
 
In the instant case the special assessment is specifically earmarked and segregated to replace the outdoor furniture 
surrounding the swimming pool. It is assessed pro rata upon each unit owner-stockholder. Moreover, the availability of 
various types of personal property, including outdoor furniture, adds to the attractiveness or usefulness of the 
condominium project and, therefore, enhances the value of a unit owner-stockholder’s property. Since ownership of 
the taxpayer is inextricably and compulsorily tied to the acquisition and enjoyment of a unit owner’s property, this 
enhanced value is sufficient to show the motive or purpose and intent for paying the special assessment is something 
other than a payment for services rendered by the taxpayer to its unit owner-stockholders. 
 
Accordingly, the special assessment for replacing outdoor furniture is a contribution to the taxpayer’s capital under 
section 118 of the Code. 
 
With respect to regular assessments, section 61 of the Code defines gross income as all income, from whatever source 
derived, except as otherwise provided by law. Funds collected by a nonexempt organization by means of assessments 
for the purpose of normal operating expenses are taxable as ordinary income under section 61. Any funds accumulated 
as contingencyc reserves are also includable in the organization’s gross income because the Internal Revenue Code 
does not provide for such accumulations without tax consequences. 
 
However, a condominium management corporation may operate in such a manner as to qualify for the benefits of 
subchapter T (sections 1381 through 1388) of the Code, thereby permitting the corporation to accumulate funds for 
reasonable business needs.d 
 
If a condominium management corporation qualifies under subchapter T it may retain without paying tax thereon up to 
80 percent of its otherwise taxable income received from its unit owner-stockholders. This is accomplished by 
distributing to the unit owner-stockholders qualified patronage dividends as defined in section 1388 of the Code for 
which the corporation would receive a deduction. These patronage dividends may be paid 20 percent in cash and 80 
percent in qualified written notices of allocation. Thus, 80 percent of the otherwise taxable income from the unit 
owner-stockholders could be retained in cash by the corporation for its reasonable business needs. 
 
Further, the unit owner-stockholders who do not use their condominium unit in their trade or business for the 
production of income may exclude the patronage dividends from their gross income. See section 1.1385-1(c)(2)(i) of 
the regulations. 
 
In addition, when a condominium management corporation receives annual assessments from its unit owner-
stockholders in excess of its needs to meet actual expenses paid or incurred for such taxable year, such excess may be 
returned directly or indirectly to them. See Rev. Rul. 70-604, 1970-2 C.B. 9, which describes a condominium 
management corporation whose sole activity in accordance with its bylaws is the management, operation, 
maintenance, and replacement of the common elements of the condominium property. An annual meeting is held by 
the unit owner- stockholders of the corporation, at which time they decide what is to be done with any excess 
assessments not actually used for the purposes described above, i.e., they decide either to return the excess to 
themselves or to have the excess applied against the following year’s assessments. The excess assessments for the 
taxable year over and above the actual expenses paid or incurred for the purposes described above are not taxable 
income to the corporation since such excess in effect has been returned to the unit owner-stockholders. 
 
Also, compare Rev. Rul. 75-370, which holds that special assessments collected by a condominium management 
corporation for the replacement of elevators and the roof are not includable in the corporation’s gross income under 
section 61 of the Code because the corporation was acting merely as an agent with respect to the funds. 
 



 



 

 

Revenue Ruling 80-63 
 
Headnote:  Homeowners' associations. 
Answers are provided to specific questions as to whether the conduct of certain activities will affect the 
exempt status under section 501(c)(4) of the Code of otherwise qualifying homeowners' associations; 
Rev. Rul. 74-99 clarified. 
 
Full Text: 
 
The Internal Revenue Service has received several inquiries asking whether the conduct of certain 
activities will affect the exempt status under section 501(c)(4) of the Internal Revenue Code of otherwise 
qualified homeowners' associations. 
 
 Section 501(c)(4) of the Code provides for exemption from federal income tax of civic leagues or 
organizations not organized for profit but operated exclusively for the promotion of social welfare. 
Section 1.501(c)(4)-1(a)(2)(i) of the Income Tax Regulations provides that an organization is operated 
exclusively for the promotion of social welfare if it is primarily engaged in promoting in some way the 
common good and general welfare of the people of the community. An organization embraced within 
this section is one which is operated for the purpose of bringing about civic betterments and social 
improvements. 
 
Rev. Rul. 72-102, 1972-1 C.B. 149, holds that certain nonprofit organizations of a type usually called 
homeowners' associations, which are formed to administer and enforce covenants for preserving the 
architecture and appearance of a housing development and to maintain streets, sidewalks, and other 
non-residential, non-commercial properties in the development of the type normally owned and 
maintained by a municipal government, may qualify for exemption under section 501(c)(4) of the Code. 
 
Rev. Rul. 74-99, 1974-1 C.B. 131, modified Rev. Rul. 72-102, to make clear that a  
homeowners' association of the kind described in Rev. Rul. 72-102 must, in addition to otherwise 
qualifying for exemption under section 501(c)(4) of the Code, satisfy the following requirements: (1) It 
must engage in activities that confer benefit on a community comprising a geographical unit which bears 
a reasonably recognizable relationship to an area ordinarily identified as a governmental subdivision or a 
unit or district thereof; (2) It must not conduct activities directed to the exterior maintenance of private 
residences; and (3) It owns and maintains only common areas or facilities such as roadways and 
parklands, sidewalks and street lights, access to, or the use and enjoyment of which is extended to 
members of the general public and is not restricted to members of the homeowners' association. 
Specific questions that have been raised and their answers are as follows: 
 
Question 1. Does Rev. Rul. 74-99 contemplate that the term "community" for purposes of section 
501(c)(4) of the Code embraces a minimum area or a certain number of homeowners? 
 
Answer: No. Rev. Rul. 74-99 states that it was not possible to formulate a precise definition of the term 

https://checkpoint.riag.com/app/find?begParm=y&app.version=19.09&dbName=TCODE&linkType=docloc&locId=26uscas501%28c%29%284%29&permaId=i61048816316bc154b779e56169f681a2&tagName=PARA&endParm=y
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"community". The ruling merely indicates what the term is generally understood to mean. Whether a 
particular homeowners' association meets the requirements of conferring benefit on a community must 
be determined according to the facts and circumstances of the individual case. Thus, although the area 
represented by an association may not be a community within the meaning of that term as 
contemplated by Rev. Rul. 74-99, if the association's activities benefit a community, it may still qualify for 
exemption. For instance, if the association owns and maintains common areas and facilities for the use 
and enjoyment of the general public as distinguished from areas and facilities whose use and enjoyment 
is controlled and restricted to members of the association then it may satisfy the requirement of serving 
a community. 
 
Question 2.  May a homeowners' association, which represents an area that is not a community, qualify 
for exemption under section 501(c)(4) of the Code if it restricts the use of its recreational facilities, such 
as swimming pools, tennis courts, and picnic areas, to members of the association? 
 
Answer:  No. Rev. Rul. 74-99 points out that the use and enjoyment of the common areas owned and 
maintained by a homeowners' association must be extended to members of the general public, as 
distinguished from controlled use or access restricted to the members of the association. For purposes of 
Rev. Rul. 74-99, recreational facilities are included in the definition of "common areas." 
 
Question 3.  Can a homeowners' association establish a separate organization to own and maintain 
recreational facilities and restrict their use to members of the association? 
 
Answer: Yes. An affiliated recreational organization that is operated totally separate from the 
homeowners' association may be exempt. See Rev. Rul. 69-281, 1969-1 C.B. 155, which holds that a 
social club providing exclusive and automatic membership to homeowners in a housing development, 
with no part of its earnings inuring to the benefit of any member, may qualify for exemption under 
section 501(c)(7) of the Code. 
 
Question 4.  Can an exempt homeowners' association own and maintain parking facilities only for its 
members if it represents an area that is not a community? 
 
Answer:  No. By providing these facilities only for the use of its members the association is operating for 
the private benefit of its members, and not for the promotion of social welfare within the meaning of 
section 501(c)(4) of the Code. 
 
Rev. Rul. 74-99 is clarified 
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In April 1999 the IRS Jacksonville, Florida office created the attached document in 

connection with the tax audits of approximately a dozen timeshare associations.  The 

purpose was to document law and audit techniques, and help IRS Agents understand the 

operations of timeshare (homeowners) associations.   

 

This is essentially a roadmap for IRS Agents on how to extract the maximum dollars from 

your association. 

 

So why is this IRS document important?  Because of the third paragraph, which states 

“While the ATG (Audit Techniques Guide) is limited to the taxation of timeshare 

associations, it may also be useful to examiners in their examination of other types of 

owners associations; for example, condominium homeowners associations.”  

 

The tax law and tax concepts are virtually identical, so this Guide is what IRS uses to 

perform audits of homeowners associations. 

















Reserves as Capital Contributions  

Written by Gary Porter, CPA  

Most discussions about homeowner association income taxes begin and end with the single issue of filing 

Form 1120 or Form 1120-H.  This is usually discussed simply from the perspective as the difference in tax 

rates.  But, Form 1120 carries significantly higher tax risk.  The largest risk, and the focus of this article, is 

the issue of reserves being considered as capital contributions for tax purposes.  This an important issue 

because capital contributions are automatically excluded from income.  It has no significant impact if filing 

Form 1120-H, as Exempt Function Income (EFI) is not taxed on that Form.  It is a critical issue on Form 

1120, as any amounts received from members that cannot be classified as capital contributions may create 

excess member income under IRC Section 277 that is subject to taxation. 

The Internal Revenue Code (IRC) is law passed by Congress.  Regulations are the Internal Revenue Service 

(IRS) interpretation of that law.  Revenue Rulings are specific situations described by the IRS that clarify 

how certain tax rules are to be applied.  Judicial decisions by various courts provide the final say in how 

certain tax law is interpreted.  There are actually numerous other levels of authoritative rulings, but these are 

the primary guiding authorities.  It is important to understand this framework to see why something as simple 

as a reserve contribution can actually be very complex. 

The basic structure of the Internal Revenue Code is that all receipts are considered income under IRC Section 

61, unless exempted from income by another section of the Code.  IRC Section 118, “Contributions to the 

Capital of a Corporation,” exempts capital contributions from income.  IRC Section 118 has been interpreted 

by numerous subsequent rulings. The balance of this article examines each of the criteria raised by those 

various rulings. 

While IRC Section 118 establishes the broad principle that capital contributions are not included in taxable 

income, the detailed parameters established by subsequent rulings are: 

1)      The PURPOSE of the assessment must be capital in nature (IRC Section 263, Revenue Rulings 74-

563, 75-370, and 75-375, Court cases Chicago Board of Trade and Maryland Country Club) 

2)      ADVANCE NOTICE must be given to members as to the intent of the purpose of the capital 

contribution (Court cases Gibbons and Maryland Country Club, Revenue Rulings 75-370 and 75-371, GCM 

[General Counsel Memorandum] 35929) 

3)      Money contributed must be ACCOUNTED FOR as a capital contribution (IRC Section 118, Court 

case Chicago Board of Trade, GCM 35929) 

4)      Money must be HELD FOR THAT PURPOSE and no other purpose (Court cases Chicago Board of 

Trade and Maryland Country Club) 

5)      Money must be HELD IN SEPARATE BANK ACCOUNTS from the operating (noncapital) bank 

accounts of the association (Revenue Rulings 75-370 and 75-371) 

6)      Money must be actually EXPENDED FOR THE INTENDED PURPOSE (Court Case United 

Grocers) 

7)      Money must INCREASE THE CAPITAL ACCOUNT OF THE MEMBER or unit owner-

stockholder (Court case Chicago Board of Trade , GCM 35929) 



My many years of experience as a tax preparer in the homeowner association industry have provided 

numerous examples to me that virtually no associations are aware of these critically important rules, and few 

tax preparers believe they are important.  I have been retained as a consultant on dozens of homeowner 

association IRS audits, probably more than any other tax practitioner in the country.  In all but one case, 

Form 1120 was involved.  I did not prepare ANY of the tax returns being audited by the IRS; I was retained 

at the recommendation of the CPA firm or tax attorney as their expert consultant.  The issue of capital 

contributions existed in 100% of these IRS audits. 

Associations that do not adhere to each of the parameters set forth above MAY not lose their reserves as 

capital contributions in an IRS audit, but each instance where the association fails to adhere significantly 

increases the risk that your reserve additions will not qualify as capital contributions. 

How associations can qualify under each of the parameters set forth above. 

1)      The PURPOSE of the assessment is described in IRC Section 263 as “Any amount paid out for new 

buildings or for permanent improvements or benefits made to increase the value . . . “ and “Any amount 

expended in restoring property . . . “  That pretty much describes the majority of reserve funds expended by 

associations.  But, it also includes additions to or replacements of personal property.  It DOES NOT include 

monies expended or set aside for painting or contingencies. 

The purpose for which funds are being accumulated in reserves is generally set forth in the reserve study.  Is 

a reserve study absolutely required to establish the capital purpose?  No, it could be more informal, such as 

being described in the budget.  However, the reserve study is better, and this is an instance where it is better 

to comply than to have to fight this issue in an IRS audit. 

Other critical mistakes associations make are (a) not formally adopting their reserve study, (b) having a 

reserve study that contains multiple proposed funding plans with no indication of which plan was adopted, 

(c) having a reserve study that does not agree with the amounts adopted in the association’s annual budget as 

reserve contributions. 

2)      ADVANCE NOTICE is usually given to members as part of the annual budget, with accompanying 

information that discloses the reason for the “Capital” reserve assessments.  It is critical to note that if 

painting or contingency are part of the reserve budget and the amounts are not disclosed it jeopardizes the 

entire capital contribution, because painting and contingency are not capital in nature. 

3)      Money contributed must be ACCOUNTED FOR as a capital contribution in the association’s 

financial statements.  While this is routinely done in professionally managed associations, too many small, 

self-managed associations fail to take this critical step.  As long as reserve monies are held in a separate bank 

account and there is a clear record of reserve contributions and expenditures, the association should be able 

to overcome this accounting deficiency in an IRS audit situation. 

4)      Money must be HELD FOR THAT PURPOSE and no other purpose.  This means that once you set 

aside monies in reserve accounts, you should NEVER invade those reserve accounts for operating 

purposes.  California statutes permit associations to borrow from reserve under certain circumstances.  While 

permitted under California law, federal tax law does allow such use of funds. 

5)      Money must be HELD IN SEPARATE BANK ACCOUNTS from the operating (noncapital) bank 

accounts of the association.  The IRS interpretation of this is that (as an example) roofing and paving funds, 

considered capital in nature, cannot be held in the same bank account as painting monies.  Why?  Painting is 

considered non-capital in nature.  Combining painting or contingency reserves with your capital reserves 

jeopardizes the entire capital contribution.  This is probably the most critical item in your reserve 



planning.  If you do not have these separate bank accounts, you should probably not be filing Form 1120, as 

your tax risk is too high.  This issue has been raised on virtually every IRS audit on Form 1120 on which I 

have consulted. 

What this means is that most associations must maintain three different bank accounts – one for operating 

funds, one for capital reserve items, and one for noncapital reserve items.  Virtually no one is doing 

this.  This deficiency could potentially be overcome in an IRS audit if you have adequate accounting, but 

there is no guarantee.  This is one of those situations where, although it is a pain to comply, it is still easy to 

comply, and why have to fight the IRS over an issue that is so easy to comply with. 

6)      Money must be actually EXPENDED FOR THE INTENDED PURPOSE.  This does not mean that 

if you assessed money for roofing that that exact amount must be expended for roofing.  It means that if you 

assess reserve monies for a capital purpose, it must be spent for a capital purpose.  Reserve bank accounts 

commingle various capital components (roofing, paving, fencing, etc.).  That dollar in the account does not 

know that it is a roofing dollar or a paving dollar.  That dollar does not know what kind of dollar it is, other 

than it is a capital dollar.  That is the only important criteria. 

7)      Money must INCREASE THE CAPITAL ACCOUNT OF THE MEMBER or unit owner-

stockholder.  This is effectively an automatic process with which the association normally need take no 

action.  The reason is that, as defined in other sections of the Code, a member’s “capital account” is 

presumed to reflect an increase in value for monies added to reserves. 

What all of this means is that the association must be very careful in its handling of reserves IF IT IS FILING 

FORM 1120.  If you’re filing Form 1120-H, you can effectively ignore all of the above and still have a safe 

tax return. 

If the association fails to comply with the above parameters established in tax law, THERE IS NOTHING 

THAT THE TAX PREPARER CAN DO TO MITIGATE YOUR TAX RISK.  The tax preparer’s 

responsibility is limited to properly presenting reserve activity in Schedules M-1 and M-2 of the association’s 

Form 1120 tax return.  Any errors at this level can generally be overcome during an IRS audit. 
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