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® | MEMORANDUM
10: REVIEW STAFF B PE 12721783
FROM: DIANA J. IEE/JEAN GALLANCY ﬂl%
RE: IRC SECTION 277

It. has been brought to our attenticm that a number of
cooperatives are now being audited by IRS to determine any tax
liability because of IRC Section 277. That section concerns
membership organizations which operate primarily to furnish
services to its members. It is unclear whether a cooperative
which is a business corporation under the Business Carporation
Law would fall within the section. Arguably it could. The
section does not allow non-member incame to be offset by

: housmg—related expenses in determining taxable income. Non-
. member incame could include reserve fund contributions, inter-

, est on. reserve funds, commercial income, etc. In the past it
was assumed that this incame was offset by the operating
expenses of the coop and therefore the coop was subject to no
or minimal incame tax.

Sect:.onZ'i'?ami:.tsmpactmthetaxable incoame of
a ‘ooop should be discussed in all inocame tax opinions. This
applies to plans not yet accepted and amendments to-plans
which may result manewtaxopm::.on

See copy of Section 277 attached and a recent article

from the BNA fbusmg Reporter.
D.J.L'/J-G.
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program of & pational polltical cooven-
ton. ....,....-i. L oAaMeT, _
Bubsec.' (d). Pub.L, 83443 redesignated
former subsec. (d) aa {(e).

1968 Amendment. Bubsec. (¢), Pub.L.

. 60-364 added subsec. (c). Former gubsec,

{¢) redealgnated (d).

Bubsec. (d), Pub.L. 0-36+ redesignated
former subeec. (¢) as (d).

Etfective Dats of 1074 Amendment.
Amendment by Pub.L. 83443 spplicable
with respect to taxable years beglnning
after Dec. 31, 1974, see section 410(c)(1)
of Pub.L. 63443, set out as en Effective
Date of 1074 Amendment note under sec-
tlop 431 of Title 2, The Congress,

Effective Dats of 1968 Amendment.
Pub.L. 90-364, § 108(b) provided that:
wphe amendmepts mede by subsection
(a) shall apply with respect to amounts
pald or locurred on orf after Jaouary 1,
18088,

ot .

.

Internal Revenue &=T41.

!

.

[P

)

to which this section applies for the taxable year. K
.,TS Exceptions.—Subsection (a) shall not apply to any org

Ction—.g. . - - .
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INCOME TAX Ch.
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. Deductions incurred by certain membership o..mma_um
;! (A tions in transactions with members

() General rule—In the case of a social club or other member
ghip organization which is operated primarily to furnish services o
goods to members and which is not exempt from taxation, deduc
tions for the taxable year attributable to furnishing services, insur
ance, goods, or other items of value to members shall be allo
anly to the extent of income derived during such year from memb
or transactions with members (including income derived during such
year from institutes and trade shows which are primarily for the ed
cation of members). If for anyt
such income, the excess shall be treated as a deduction attributable?
furnishing services, insurance, goods, or other items of value to mef;
bers paid or incurred in the succeeding taxable year.
tions provided by sections 243, 244, and 245 (relating to ﬁ:i%ﬁ
received by corporationa) shall not be allowed to any E.mwauw_“

axable year such deductions exceed

(1) which’ for the taxable year is subject to taxatio

__ #(2) which has made an electjon before October 9, 19
" gection 456(c) or which is affiliated with such an orga

i SR 72

Eitectlve Date. Pub.L. 86-368, | 301{e),
provided that: "“The smendments magy _
by subsections (a) and (b) [edding thy
gectlon] shall appiy to taxable years by, .
gloning after December 31, 1083, but oaly
with respect to amounts pald ot Incurrey
after the date of the epactment of thy, .

Act (Mag, 15, 1866).”

Program Advertiaing for Presidenily
and Vice-Presidential Nominatlng Cop.
ventions, Pub.L. §3-825, § 10(g), Jan, 3+
1975, 88 Stat. 2118, repeated Pub.L. 00-34p, '
June 18, 1968, 82 Stat. 183, providing for
advertisiog in o cooventlon program of 3
national pollticel conventlon, epplicabl
with respect to amounts pald or Incurred *
on or after Jan, 1, 1068,

Legislative Hlstory: For leglalatirg’.
history and purpose of Pub.L. 89368, aee
1666 U.8.Code Cong. snd Adm.News, p.’
1033. See, also, Pub.L. 00-384, 1088 U8,
Code Cong. and Adm.News, p. 2Hl;
Pub.L. 93-443, 1874 U.8.Code Cong. an
Adm.News, p. 3987, .
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‘.rum.n?::nau in Text. The Sccurities Ex-
m.mr-una Act of 1934, referred to in subsec.
u.._..S.ur Ja Act June 6, 1834, ¢ 404, A8
“gul. 681, which is clagsitied principally
%10 chapter 2B (section 78a et seq.) of Ti-
1¢'13, Commerce and Trade. For com-
ulete classification of this Act to the
 Code, see section 78a of Title 15, and Ta-
wv_n.-. yolume.

mm..ntﬂuo nossmn:w Exchange Act, referred
Zto'in subsec. (B)(3), I8 Act Sept. 21, 1922,
18863, 42 Stat. 008, which s classified
.ew.-.num..n:u. to chapter 1 (section 1 et sey.)
of Title 7, Agriculture. For complete
classiication of this Act to the Code, see
Tatles volume.

LA

t..-.S...b:K:nSn.;. Subsec. {a). Pub.L.

$4-848 provided that the deductions pro-
q._n_n.n_ by sections 243, 244, and 245 (relat-
log' to dividends received by corpora-

xem-. .-__b:uo»con:uimn»oauqeqn.‘:..
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ITEMS NOT DEDUCTIBLE
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: (3) which for each day of any taxable year is a natiopal se-
curities exchange subject to regulation under the Monclnmmw Ex-
change Act of 1934 or a contract market subject to regulation
under the Commodity Exchange Act.

dded Pub.L. 91-172, Title I, § 121(b)(3)(A), Dec. 30, 1969, 83
slat. 6540, and amended Pub.L. 94-568, § 1(c}, Oct. 20, 1976, 90

Historical Note

igation to which this section ap)jlies for
the taxable year. —

E-—mn:a.o_u:..acnua...m>_====.a=—.
Amendment by Pub,L. $4-368 n._w_,:nee_o
to taxable yenrs beglnning afier}Oct, 20,
1078, see section 1({d} of I'ub.Lg 94568,
set out as an Effective Dule mon 1876
Amendments note under section] 501 of
this title. ’ ‘

Effcctive Date. Section appligpable to
taxable years beginning after ec, 31,
1070, see section 121{g)} of Pub.Li 81-172,
set out as an Kffective Date for 10¢8
Amendment note under section| 511 of
this title.

Leglstative MHlistory. For _n,w.m_.,._:_..o
history and purpose of Puh.L. 8 ,T.__m. see
1909 U.5.Code Cong. and Adm. Ngws, pp
1645, 1527, 1039, 2103, 2400. Sge, alao,
Pub. L, 4-=508, 1076 U.S8.Code Cang. and
Adm, News, p. 6051,

v

C.1.5. Interngl ltevenuk § 256 ef seq.

Capital expenditures incurred in planting and mmg_o?
ing citrus and almond groves; certain capital ex-
penditures of farming syndicates

3 B.AM__U:..QQE.E rule.—Except as provided in subsection (¢), any
; ...M#.rr_.r_. ?:osﬂ.mzm as a deduction without regard to this s ction),
,,m,mm__ﬂ»_ .18 attributable to the planting, cultivation, maintenapce, or
HeTee o_.wam:ﬂ of any citrus or almond grove (or part p:o_.mo.wv. and
w.i.hh:»w:ﬁ.ma before the close of the fourth taxable «mm_,mgmm:-
ried to ¢ ﬁ.pxu&_o year in which the trees were plunted, mgrn: be
K “eczmoznm%:m_.mnnoc:r For purposes of the preceding mnﬁpmanm.
e be tr of a citrus or almond grove planted in one Exmc._gm year
F“ ealed separately from the portion of such grove planied

) Farc: .
un.m.,w.”ws.:m syndicates.—Except as provided in subsection (¢},
3¢ of any farming syndicate (as defined in section 464(c))

133
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the housing authority gets a fee of 1.5 points on each house
saie, which averages about $15,000, she said.

In connection with this program, the PHA made some
loans directly, using the proceeds of a tax-exempt loan from
a local lender. The marketing and financing activities under
inclusionary zoning generate sporadic income. however, she
cautioned.

The multifamily developments also are subject to the 15
percent quota. which the PHA uses as an outlet for its
Section 8 certificate bolders. But for those apartments set-
aside under the low-income quota but not rented under
Section 8, the PHA will find eligible tenants, verify their
incomes aod rents for county purposes, and charge a iee for
this service. - :

The zoning law also allows a builder to contribute to the
PHA in lieu of directly providing low-income units. Through
this mechanism, the authority was given outright one town-
bouse in a market-rate development, from which it now gets
regular income. :

Management Business

Much of the PHA's apartment management business aiso
comes through a local government reguiation, which had

required recipients of community development graots for
bousing to submut project management pians. For small
developers, the PHA was suggested as a resource to develop
such plans and afterwards often became the management
agent. James related,

Most of the units it manages are Section B-assisted or in
the same building as other Section 8 units, and James said
the PHA gets on average 7 percent of monthly rent for its
rent-up, collection, and maintenance services on over 150
units. .

Another way in which the city has generated business for
the PHA is to use the authority's staff for early development
work on a limited equity co-op. The PHA at this stage is
under contract to seek out a svitable building for conversion.

James noted that having a very progressive local govern-
ment was 3 big help in keeping up interest in new develop-
ment options for low-income housing. .

Floating tax-exempt bonds has also been a “big money
maker” for the authority in its role as administrator, she
added. and Santa Cruz is now working oa its first “80/20"
bond-financed project (a market-reat project with 20 per-
cent low-income units). :

BUSINESS AND FINANCE

P

INCREASING COMPLEXITY OF CO-OP FINANCING
SEEN RAISING PROSPECT FOR TAX CHANGES

Experts in the field of .cooperative housing taxation agree
that major changes in the application of tax laws to CO-0ps5,
and perhaps changes in the laws themselves, lie just ahead.

Discussions at the annual meeting of the Cooperative
League of the U.S.A. (CLUSA) on October 25-26 focused most
sharply on the tax status of the “non-member” income co-
ops earn {rom commercial rents and interest on reserves,
and on the difficulties in qualifying as co-ops under Internal
Revenue Code Section 216, which is a key to co-ops’ ahilities

to pass through tax deductions to members, -
» - Eligibility under Section 218 has been a problem for
. cooperatives with the potential for high commercial‘rent
' revenue. Because they have to keep non-member income

down to 20 percent of total revenues, New York City co-ops

- have often had to charge below-market commercial rents. A
* second type of 216 prablem is its requirement that the value

of shareholdery’ stock be proportional to their share of total
co-op equity, a condition which may not be met by limited
equity co-ops, judging by a recent IRS private letter ruling.

The importance and level of interest in resolving such
Issues have been elevated recently because of the increasing
complexity of cooperative housing finance, explained Mat-

2 y5-FhenDoNd-counselare-becoming-involiedyishencg-

’

seek tax-exempt bond financing) and FNMA (Federal Na-
tional Mortgage Association) is looking at co-op loan (pur-
chases), meeting the letter of the law on Section 216 will
mean 3 lol more than in the past,” he noted.

11-7-483
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These issues have also come to the fore because of in-
creasing [RS audit activities, questioning certain co-ops’ tax
practices. and because congressional tax-writing commit-
tees are dissatisfied with the current co-op tax law.. .

¢o ¢ -+ Growing Tension - [ -t.low

-“After 42 years without very major problems, there is a

. Browing lension between taxing authorities and the cooper-
ative community,” asserted Dennis B. Drapkin, Washington,
D.C.. attorney and tax specialist. While Section 21§ may
have been suitable for cooperatives for much of the last four
decades, the roundtable participants agreed that it is now
Inappropriate in many ways for today's co-ops. - ;
The restrictions on outside income imposed by Section
216, plus the TRS audits now under way which focus on the
taxation of member versus non-member income, “really say
something has to happen” to change the law, he stated. -~
“The 80/20 situation (limiting non-member incorne to 20
percent of a co-op’s total) is close to intolerable for the co-op
community,” he said. Once Congress is pressured into coo-
sidering loosening this requirement, “that will .open up
{discussion of) all the areas of taxation of co-0ps,” perhaps
with action as early as 1984, Drapkin predicted. ’

- Income to 20 percent of a co-op’s total should be changed to
" a less strict requirement, co-op advocates argued, perhaps

by simply mandating that housing must be the corperation's
. principal purpose. This would enable co-ops to mazimize

7
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their earnings from any rental space, as long as housing
remained the major use of space or source of income,

At 2 minimum, the participants asserted, the appiication

of the 80/20 test should be modified. Currently, any co-op
exceeding the 20 percent non-member income quota 1s com-
pletely ineligible for 216 pass-throughs to its members. but
under a liberalized revision of the Code, this “clif" could he
<onverted to a “rolling slope.” Then pass-through deductions
would be reduced once the 20 percent limit is exceeded
without jeopardizing the co-op members’ basic right to tax
deductions.
- A second major issue in revamping the tax law, from the
perspective of the co-op community, is the status of nop-
member income. Recent IRS audits, some of which are stil]
not completed but are under review in Washington, have led
some co-ops to begin to segregate non-member income from
shareholder income for tax purposes. The corporation incurs
4 tax liability on the former even if housing-related deduc-
tions might be available to shelter it, under this interpreta-
tion. Such a segregation of income sources is sugpested
under Section 277 of the Code, which governs membership
organizations in general.

It and when co-op tax law is rewritten, Drapkin and
others agreed that co-ops likely will be liable for some tax
on their non-member income. This leature of tax law affects
nearly every co-op in the nation, as long as it has capital
Teserves earning interest. In contrast, the 20 percent non-
member income limit is of concern primarily to New York
City co-ops with commercial rental potential.

An underlying issue on the classification of €0-0p incorne
Is the possibility of two levels of taxation, both at the
corporate and individual levels, if the net earnings are
deemed to be a dividend to each individual shareholder ag
well as income to the corporation. Aveiding this scenarig
will be high on the list of co-op goals in any reworking of the
Code.

Proportionaiity At Issus

" Another threat to any co-op's eligibility under Section 21§
is the requircment that the value of members’ stock be
proporticnate to their share of the €0-0p’s net equity. A June
30, 1983, IRS private letter ruling disqualified a limited
equity cooperative from 216 status as a co-op, based on its
fat subscription rate of $500 for shareholders occupying any
of its various sized units,

The ruling implied that “there has to be sorme variation in
the value of membarzhip initsrest depending on what the

.. .shareholder is getting,” so that at least apartments with
=" different numbers of bedrooms should carry differing sub-

scriptions rates, ‘according to Patrick Clancy, the Washing-

Md, . USAL W L pErCell T, Wea, i

———

"'\, The brief IRS Miling did hot specify whether proportional
Ity would be tested only at the time a co-op initiaily is set up
or whether the formuias for future sell-outs would also have
to maintain proportionality to shares of tota) equity. Speak-
ers at the CLUSA discussion noted that it may be fairly
simple to initially structure prices to be proportional but
would be more dificult to maintain this through time if, for
example, the relative market values of different size units
shifted over time.

The Maryland co-0p which sought the letter ruiing actual-
ly had wanted afirmation of the qualification of a leasehold

€0-ap for Section 103(b) tax-exempt financing. This was *

Ry Ty heemmn

_lindirectly mceMJnr;&ig;prsjece:si.mmecﬁanial—ﬂmp
Status put it into the renta] housing category for tax-exempt
financing purpases, That enabled the county to proceed with

11-7.83 ) ' -

. develop uniform reporting standards
L programs, which would include borrows
: : ;-Worth, mortgage rate, price of house, .4
* ton, D.C.yGttorney who represents the co-0p near Columbia,_. ~_;monthly.payments. ... ... ..

Ll VEele R U ' “Targeting single family m

its bond issue. but prevents any moderate-income Lenants in
the co-op from claiming tax deductions.

Co-op advocates agreed that this ruling is another Sign
that Section 218 should be rewritten, even though as a
private ruling this IRS opinion does not constitute a legaj
precedent.

In the wax bill pending before the Hoyge which allows ax.
exempt financing for limited équity co-ops under the multj.
family housing rules (Section 103())..co-0p representatives

.are hoping to add a provision stipulating that such co-aps

automatically would qualify as cooperatives under Sectign
216. As the bill was reported by fhe Ways and Means
Committee, in contrast, it would require that limited equity
co-ops compiy with 216 1o get lax-exempt financing {even
though deductions under 216 would be denied to their
shareholders}.

PORT RECOMMENDS MORTGAGE BOND EXTENSION,
ONSTRATION PROGRAM FOR ALTERNATIVES

Thasingle family mortgage bond program has effectively
promoted homeownership for lower-income families, wih-
revenue losses to the Treasury or a serious impact
on interes\ rates. according to a new study of the program.

The repart, published for the National Center for Policy
in Washington, D.C., recommends a five-year
extension of tye mortgage bond program. In addition, it says
a simuitaneou) five-year demonstration program should be
implemented 3¢ three possible alternatives to tax-exempt
mortgage bonds ‘- taxable bonds, mortgage grants, and tax
credits, - - .-

The taxabie bonY option would involve a federal subsidy
to reduce the effective rate on bonds sold by housing finance
agencies, enabling them to offer below-market-rate mort-
gages to borrowers.

2r to cover the discount on a below-
market-rate loan. The taX credit would be the equivalent to
onthly mortgage payment.
ratien programs would have a
0 million, or $20 million per
xchange part of their mort-
alent share of the demon.
y additional cost to the

Each of the three demo
five-year authorization of 51
year. Housing agencies would
g2ge bond autherity for an equ
stration programs, eliminating
Treasury.

Uniform Repoarting Styndards
The report also urges Congress to

to low-and moderate-income potential homeywners is the
Intention of Congress and many supporters oN\the revenpe
bond program,” the report says. “Creating an eXensive and
accurate data base on who the actual beneficiales are of
this program is critical to defend it, or to changd it if the
actual beneficiaries are individuals who have less\need of
these programs.*

The report says the data gathered through this re-
porting system, along with information from the three ¥em.
onstration programs, could be used in determining whe
to extend the mortgage program beyond December 31, 198

orftgagl.:_-.l."e.ve e bon&.'.“fl'mds
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The report uses data on targeting, economic impact, and
cost to justify continuation of the mortgage bond program,
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