Page 1 of 10

File with Secretary of State

Adopt by-laws; adopt a calendar year

File as homeowner assoc by 3/15 using form 1120H; §528 (refer also to RevRul 70-604) OR ---

Obtain Tax Exemption Under  §501(c)(4) by filing Form 1023 to request an Internal Revenue Service Determination Letter.  (the §528 election requires the filing of form 1120-H, while the §501(c)(4) route will require annual filing of form 990 {IN MOST CASES THIS SHOULD BE THE PREFERRED CHOICE}

6. Election

In order to be treated as a homeowners association for a taxable year, an organization must affirmatively elect such treatment for the taxable year.  288   A separate election must be made for each taxable year.  289   The election must be made no later than the time, including extensions of time, for filing the tax return for the year in which the election will apply.  290   Once an election has been made, the election is binding on the association and cannot be revoked without the consent of the IRS.  291

/Footnote/ 288 §528(c)(1)(E). 

/Footnote/ 289  Regs. §1.528-8(a). 

/Footnote/ 290  Regs. §1.528-8(b). If an organization is exempt from taxation under §501(a), and the exemption is revoked retroactively after the close of a taxable year, the organization may make a timely election to be treated as a homeowners association by making an election within 6 months of the date of revocation. Regs. §1.528-8(e). 

/Footnote/ 291  Regs. §1.528-8(f)(1). See Rev. Rul. 83-74, 1983-1 C.B. 112 (Consent to revoke election granted where election made on inadequate advice from advisor); Rev. Rul. 82-203, 1982-2 C.B. 110 (Consent to revoke elections for prior taxable years denied where purpose of revocations was to take advantage of operating loss carryback from current taxable year).

The election is made by filing Form 1120-H, "U.S. Tax Return for Homeowners Associations."  292   Form 1120-H also serves as the association's tax return for the taxable year.

/Footnote/ 292 Regs. §1.528-8(a).
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Homeowners Associations

Homeowners associations are eligible for a limited exemption from income taxation. 243  The exemption applies to amounts received as membership dues, fees or assessments from owners within the homeowners association. Such receipts from owners are designated exempt function income. The scheme of taxation is accomplished by imposing a tax of 30% on the homeowners association taxable income (32% in the case  of a time-share association). Homeowners association taxable income consists of all of the organization's income except exempt function income.

/Footnote/ 243 §528. Section 528 was added to the Code as part of the Tax Reform Act of 1976, P.L. 94-455, §2101(a), effective for taxable years beginning after 1973. The purpose of the exemption for homeowners associations was to place cooperative efforts of homeowners acting in concert to maintain and improve their residences on a par with homeowners acting individually for similar purposes. S. Rep. No. 938, 94th Cong., 2d Sess. 393 (1976). Section 528 is the exclusive section providing for the tax treatment of homeowners associations. §528(a). Thus, homeowners associations are not subject to the unrelated business income tax. Despite the limited nature of the exemption for homeowners associations, they are considered organizations exempt from income taxes for purposes of any law which refers to organizations exempt from income taxes. Id.

2. Exempt Purposes

A homeowners association must be organized and operated primarily to carry out one or more of the specified exempt purposes of a homeowners association.  261   The exempt purposes of a homeowners association are to provide for the acquisition, construction, management, maintenance and care of association property.  262   The organizational aspect of the exempt purposes requirement is generally satisfied if the articles of organization of the association limit its purposes to carrying out one or more of the exempt purposes.  263   A homeowners association is considered to be operated for the requisite purposes if it satisfies the source of income and expenditure tests discussed below.  264

/Footnote/ 261 §528(c)(1)(A). See Regs. §1.528-2(a)(1). 

/Footnote/ 262 §528(c)(1)(A). The terms describing the exempt purposes of a homeowners association are to be construed according to their common meaning and usage. Regs. §1.528-2(b). For example, the term "construction" encompasses covenants and other rules for preserving the architectural and general appearance of the area. Construction also includes regulations relating to the location, color and allowable building materials to be used in structures. "Maintenance" includes painting, repairing, gardening and janitorial services. Id. 

/Footnote/ 263  Regs. §1.528-2(a)(1). The term "articles of organization" refers to the organization's corporate charter, trust instruments, articles of association or other instruments by which the organization was created. Id. 

/Footnote/ 264  Regs. §1.528-2(a)(2). 

The term "association property" refers to the following categories of real and personal property:  265

•   property owned by the association or held as tenants in common by the association's members;  266

•   property owned by a governmental unit and used for the benefit of residents of the unit; and

•   property within the association privately held by the association's members.  267

There are restrictions on the treatment of privately owned property in the third category as association property. Such property is association property only if the following conditions are satisfied:  268

•   there is a covenant or similar restriction relating to exterior appearance or maintenance that applies on the same basis to all such property;

•   there is a pro rata mandatory assessment at least annually on all members of the association for maintaining such property; and

•   membership in the association is a condition for ownership of the property.

/Footnote/ 265 §528(c)(5), redesignated by the Taxpayer Relief Act of 1997, P.L. 105-34, §966 (pre-1997 Act §528(c)(4)).

/Footnote/ 266  This type of 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 the owners. Regs. §1.528-3(a). Areas which are set aside for use by nonmembers, or which are in fact primarily used by nonmembers, may not be treated as association property. Id. 

/Footnote/ 267  To qualify in this category, the condition of the privately owned property must affect the overall appearance or structure of the residential units. Regs. §1.528-3(c). 

/Footnote/ 268  Id.

Examples of association property in the first category are swimming pools and tennis courts.  269   Areas owned by governmental units which are association property may include roads, parks, sidewalks, streetlights and firehouses.  270   Privately owned property in the third category may include exterior walls and roofs of privately owned residences and the lawns and shrubs on privately owned land.  271 

/Footnote/ 269  Regs. §1.528-3(a). 

/Footnote/ 270  Regs. §1.528-3(b). 

/Footnote/ 271  Regs. §1.528-3(c).

The term "timeshare association" means any organization (other than a condominium association) that is organized and operated to acquire, construct, manage, maintain, and care for association property in which its members hold a timeshare right to use or a timeshare ownership interest. 271.1

/Footnote/ 271.1 §528(c)(4), as amended by the Taxpayer Relief Act of 1997, P.L. 105-34, §966, effective for taxable years beginning after 1996.

1.528-2 Organized And Operated To Provide For The Acquisition, Construction, Management, Maintenance And Care Of Association Property.

76927692

1.528-2(a) Organized And Operated

1.528-2(a)(1) Organized.

To be treated as a homeowners association an organization must be organized and operated primarily for the purpose of carrying on one or more of the exempt functions of a homeowners association. 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 property. 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.)

1.528-2(a)(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.
§ 1.528-5 Source Of Income Test.
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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 determiniation of whether an organization meets the provisions of this section shall be made after the close of the organization's taxable year.

[T.D. 7692, 45 FR 26322, Apr. 18, 1980]

§ 1.528-6 Expenditure Test.
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1.528-6(a) In General.

An organization cannot qualify as a homeowners association under section 528 for a taxable 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 assessments will not be considered an expenditure for the purposes of this section.

1.528-6(b) Qualifying Expenditures.

Qualifying expenditures are expenditures by an organization for the acquisition, 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 allocation 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 association property, shall constitute qualifying expenditures.
1.528-6(c) Examples Of Qualifying Expenditures.
Qualifying expenditures may include (but are not limited to) expenditures for:

1.528-6(c)(1) Salaries Of An Association Manager And Secretary;

1.528-6(c)(2) Paving Of Streets;

1.528-6(c)(3) Street Signs;

1.528-6(c)(4) Security Personnel;

1.528-6(c)(5) Legal Fees;

1.528-6(c)(6) Upkeep Of Tennis Courts;

1.528-6(c)(7) Swimming Pools;

1.528-6(c)(8) Recreation Rooms And Halls;

1.528-6(c)(9) Replacement Of Common Buildings, Facilities, Air Conditioning, Etc;

1.528-6(c)(10) Insurance Premiums On Association Property;

1.528-6(c)(11) Accountant's Fees;

1.528-6(c)(12) Improvement Of Private Property To The Extent It Is Association Property; And

1.528-6(c)(13)  Real estate and personal property taxes imposed on association property by a State or local government.

[T.D. 7692, 45 FR 26322, Apr. 18, 1980]

§ 1.528-7 Inurement.
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An organization is not a homeowners association if any part of its net earnings inures (other than as a direct 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 other 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 determinations under Section 501(c) will be applied.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

§ 1.528-8 Election To Be Treated As A Home-owners Association.

769276927692769276927692769276927692

1.528-8(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 section 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.

1.528-8(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.

1.528-8(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).

1.528-8(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 election is made. The statement should identify the election being made, the period for which it applies and the taxpayer's basis for making the election.

1.528-8(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 period for filing a claim for credit or refund for the taxable year for which it is to apply.

1.528-8(f) Effect Of Election

1.528-8(f)(1) Revocation.

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

1.528-8(f)(2) Exception.

Notwithstanding paragraph (f)(1) of this section, an election under this section may be revoked 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 revocation is to apply was filed. The statement shall include the following information:

1.528-8(f)(2)(i) The Name Of The Organization.

1.528-8(f)(2)(ii) The Fact That It Is Revoking An Election Made Under Section 528.

1.528-8(f)(2)(iii) The Taxable Year For Which The Revocation Is To Apply.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

§ 1.528-9 Exempt Function Income.
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1.528-9(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 function 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 unfinished 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 income 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 determination of whether the organization meets the source of income test for that taxable year.

1.528-9(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:
1.528-9(b)(1)  Paying the principal and interest on debts incurred for the acquisition of association property;

1.528-9(b)(2)  Paying real estate taxes on association property;

1.528-9(b)(3)  Maintaining association property;

1.528-9(b)(4)  Removing snow from public areas; and

1.528-9(b)(5)  Removing trash.

1.528-9(c) Examples Of Receipts Which Are Not Exempt Function Income.

Exempt function income does not include:

1.528-9(c)(1)  Amounts which are not includible in the organization's gross income other than by reason of section 528 (for example, tax-exempt interest);

1.528-9(c)(2)  Amounts received from persons who are not members of the association;

1.528-9(c)(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;

1.528-9(c)(4)  Interest earned on amounts set aside in a sinking fund;

1.528-9(c)(5)  Amounts received for work done on privately owned property which is not association property; or

1.528-9(c)(6)  Amounts received from members in return for their transportation to or from shopping areas, work location, etc.

1.528-9(d) Special Rule.

Notwithstanding paragraphs (a) and (c)(3) of this section, amounts received from members 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:

1.528-9(d)(1)  The amounts paid by the members are not paid more than once in any 12 month period; and

1.528-9(d)(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.

[T.D. 7692, 45 FR 26323, Apr. 18, 1980]

Tax Advice for Homeowner Associations 
Use of 1120-H and Partial Tax Exemption

As income tax time rolls around again, it is an excellent time for homeowner associations to make sure they are in compliance with all tax laws. Most Homeowner associations have to file annual federal income tax returns (due 2-1/2 months after their fiscal year end). The income tax return form will either be an 1120 or an 1120-H.

Form 1120H taxes non-exempt function income (for example, interest income) at a flat rate of 30%. Please note that when this tax law was introduced many years ago, corporate tax rates went as high as 50%, so 30% for homeowner associations did not seem all that bad. Filing form 1120, as opposed to filing form 1120H, will usually result in a 50% tax savings because normal corporate tax rates start at 15% for the first $50,000 of taxable income. However, using form 1120 becomes somewhat tricky in three ways.


First, Internal Revenue Code Section 277 limits the deduction of membership expenses to an amount equal to membership revenues. 

Secondly, the application of Revenue Ruling 70-604 has recently become an issue with the IRS. Election under Revenue Ruling 70-604 allows excess member revenue to be applied to the next years assessments, thus reducing taxable income to that of non-membership revenue (such as interest income). A recent Technical Advice Memorandum has indicated that the IRS may take a hard-nosed stance on the process used to elect this tax savings feature. We have always advised that 70-604 elections be approved at annual meetings of the members in strict compliance with the wording contained in the ruling. 

Thirdly, the Technical Advice Memorandum referred to above indicates that the IRS may consider prepaid assessments collected before year end as taxable income in the current year for associations that follow the accrual method of accounting. Caution is strongly advised when dealing with these issues.
TAX EXEMPT?
One of the most often asked questions is, "Aren't we tax exempt?" This is a commonly misunderstood area of taxation, and the answer is usually "no." Obtaining tax exempt status is not impossible for homeowner associations, however, it does require application to the Internal Revenue Service for preapproval.

Many of our Houston area association clients are enjoying the benefits of tax exempt status under Internal Revenue Code section 501(c)(4). Tax exempt homeowner associations file a federal form 990 annually, which is essentially an information return and normally does not result in any tax liability. 

There are three primary benefits of tax exemption: 

1. federal income tax savings; 

2. State sales tax and franchise/business tax savings (if not already exempt from franchise tax); and 

3. more clear-cut availability of public immunity under the State Charitable Immunity and Liability Acts, which provides civil immunity for volunteers and limited liability for organizations. All in all, tax exemption may be worth looking into. 
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