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any indebtedness incurred by such
trust or such corporation on or after
such date necessary to carry out the
terms of such lease, shall not be con-
sidered as an indebtedness described in
section 514(g) and in this section.

(g) Business lease on portion of prop-
erty. Where only a portion of the real
property is subject to a business lease,
proper allocation of the indebtedness
applicable to the whole property must
be made to the premises covered by the
lease. See example 2 of paragraph (b)(3)
of § 1.514(a)–2.

(h) Special rule applicable to trusts de-
scribed in section 401(a). If an employees’
trust described in section 401(a) lends
any money to another such employees’
trust of the same employer, for the
purpose of acquiring or improving real
property, such loan will not be treated
as an indebtedness of the borrowing
trust except to the extent that the
loaning trust:

(1) Incurs any indebtedness in order
to make such loan;

(2) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(3) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

(i) Subsidiary corporations. The provi-
sions of section 514(f), (g), and (h) are
applicable whether or not a subsidiary
corporation of the type described in
section 501(c)(2) is availed of in making
the business lease. For example, as-
sume a parent organization borrows
funds to purchase realty and sets up a
separate section 501(c)(2) corporation
as a subsidiary to hold the property.
Such subsidiary corporation leases the
property for a period of more than 5
years, collects the rents and pays over
all of the income, less expenses, to the
parent organization, the parent organi-
zation being liable for the indebted-
ness. Under these assumed facts, the
lease by section 501(c)(2) subsidiary
corporation would be a business lease
with respect to such subsidiary cor-
poration, and the rental income would
be subject to the tax, whether or not
the subsidiary itself assumes the in-

debtedness and whether or not the
property is subject to the indebtedness.

(j) Certain trusts described in section
501(c)(17). (1) In the case of a supple-
mental unemployment benefit trust de-
scribed in section 501(c)(17), or in the
case of a corporation described in sec-
tion 501(c)(2) all of the stock of which
was acquired before January 1, 1960, by
such a trust, any indebtedness incurred
by such trust or such corporation be-
fore such date, in connection with real
property which is leased before such
date, and any indebtedness incurred by
such trust or such corporation on or
after such date necessary to carry out
the terms of such lease, shall not be
considered as an indebtedness de-
scribed in section 514(g) and in this sec-
tion.

(2) If a supplemental unemployment
benefit trust described in section
501(c)(17) lends any money to another
such supplemental unemployment ben-
efit trust forming part of the same
plan, for the purpose of acquiring or
improving real property, such loan will
not be treated as an indebtedness of
the borrowing trust except to the ex-
tent that the loaning trust:

(i) Incurs any indebtedness in order
to make such loan;

(ii) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(iii) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

[T.D. 7229, 37 FR 28155, Dec. 21, 1972]

FARMERS’ COOPERATIVES

§ 1.521–1 Farmers’ cooperative mar-
keting and purchasing associations;
requirements for exemption under
section 521.

(a)(1) Cooperative associations en-
gaged in the marketing of farm prod-
ucts for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning back to the producers the pro-
ceeds of the sales of their products, less
the necessary operating expenses, on
the basis of either the quantity or the
value of the products furnished by
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them, are exempt from income tax ex-
cept as otherwise provided in section
522, or part I, subchapter T chapter 1 of
the Code, and the regulations there-
under. For instance, cooperative dairy
companies which are engaged in col-
lecting milk and disposing of it or the
products thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of either the quantity or the
value of milk or of butterfat in the
milk furnished by such producers, are
exempt from the tax. If the proceeds of
the business are distributed in
anyother way than on such a propor-
tionate basis, the association does not
meet the requirements of the Code and
is not exempt. In other words, non-
member patrons must be treated the
same as members insofar as the dis-
tribution of patronage dividends is con-
cerned. Thus, if products are marketed
for nonmember producers, the proceeds
of the sale, less necessary operating ex-
penses, must be returned to the pa-
trons from the sale of whose goods such
proceeds result, whether or not such
patrons are members of the associa-
tion. In order to show its cooperative
nature and to establish compliance
with the requirement of the Code that
the proceeds of sales, less necessary ex-
penses, be turned back to all producers
on the basis of either the quantity or
the value of the products furnished by
them, it is necessary for such an asso-
ciation to keep permanent records of
the business done both with members
and nonmembers. The Code does not re-
quire, however, that the association
keep ledger accounts with each pro-
ducer selling through the association.
Any permanent records which show
that the association was operating dur-
ing the taxable year on a cooperative
basis in the distribution of patronage
dividends to all producers will suffice.
While under the Code patronage divi-
dends must be paid to all producers on
the same basis, this requirement is
complied with if an association instead
of paying patronage dividends to non-
member producers incash, keeps per-
manent records from which the propor-
tionate shares of the patronage divi-
dends due to nonmember producers can
be determined, and such shares are
made applicable toward the purchase

price of a share of stock or of a mem-
bership in the association. See, how-
ever, paragraph (c)(1) of § 1.1388–1 for
the meaning of payment in money for
purposes of qualifying a written notice
of allocation.

(2) An association which has capital
stock will not for such reason be denied
exemption (i) if the dividend rate of
such stock is fixed at not to exceed the
legal rate of interest in the State of in-
corporation or 8 percent per annum,
whichever is greater, on the value of
the consideration for which the stock
was issued, and (ii) if substantially all
of such stock (with the exception noted
below) is owned by producers who mar-
ket their products or purchase their
supplies and equipment through the as-
sociation. Any ownership of stock by
others than such actual producers
must be satisfactorily explained in the
association’s application for exemp-
tion. The association will be required
to show that the ownership of its cap-
ital stock has been restrictedas far as
possible to such actual producers. If by
statutory requirement all officers of an
association must be shareholders, the
ownership of a share of stock by a non-
producer to qualify him as an officer
will not destroy the association’s ex-
emption. Likewise, if a shareholder for
any reason ceases to be a producer and
the association is unable, because of a
constitutional restriction or prohibi-
tion or other reason beyond the control
of the association, to purchase or retire
the stock of such nonproducer, the fact
that under such circumstances a small
amount of the outstanding capital
stock is owned by shareholders who are
no longer producers will not destroy
the exemption. The restriction placed
on the ownership of capital stock of an
exempt cooperative association shall
not apply to nonvoting preferred stock,
provided the owners of such stock are
not entitled or permitted to partici-
pate, directly or indirectly, in the prof-
its of the association, upon dissolution
or otherwise, beyond the fixed divi-
dends.

(3) The accumulation and mainte-
nance of a reserve required by State
statute, or the accumulation and main-
tenance of a reasonable reserve or sur-
plus for any necessary purpose, such as
to provide for the erection of buildings
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and facilities required in business or
for the purchase and installation of
machinery and equipment or to retire
indebtedness incurred for such pur-
poses, will not destroy the exemption.
An association will not be denied ex-
emption because it markets the prod-
ucts of nonmembers, provided the
value of the products marketed for
nonmembers does not exceed the value
of the products marketed for members.
Anyone who shares in the profits of a
farmers’ cooperative marketing asso-
ciation, and is entitled to participate
in the management of the association,
must be regarded as a member of such
association within the meaning of sec-
tion 521.

(b) Cooperative associations engaged
in the purchasing of supplies and equip-
ment for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning over such supplies and equip-
ment to them at actual cost, plus the
necessary operating expenses, are ex-
empt. The term supplies and equipment
as used in section 521 includes groceries
and all other goods and merchandise
used by farmers in the operation and
maintenance of a farm or farmer’s
household. The provisions of paragraph
(a) of this section relating to a reserve
or surplus and to capital stock shall
apply to associations coming under
this paragraph. An association which
purchases supplies and equipment for
nonmembers will not for such reason
be denied exemption, provided the
value of the purchases for nonmembers
does not exceed the value of the sup-
plies and equipment purchased for
members, and provided the value of the
purchases made for nonmembers who
are not producers does not exceed 15
percent of the value of all its pur-
chases.

(c) In order to be exempt under either
paragraph (a) or (b) of this section an
association must establish that it has
no taxable income for its own account
other than that reflected in a reserve
or surplus authorized in paragraph (a)
of this section. An association engaged
both in marketing farm products and
in purchasing supplies and equipment
is exempt if as to each of its functions
it meets the requirements of the Code.
Business done for the United States or
any of its agencies shall be disregarded

in determining the right to exemption
under section 521 and this section. An
association to be entitled to exemption
must not only be organized but actu-
ally operated in the manner and for the
purposes specified in section 521.

(d) Cooperative organizations en-
gaged in occupations dissimilar from
those of farmers, fruit growers, and the
like, are not exempt.

(e) An organization is not exempt
from taxation under this section mere-
ly because it claims that it complies
with the requirements prescribed
therein. In order to establish its ex-
emption every organization claiming
exemption under section 521 is required
to file a Form 1028. The Form 1028, exe-
cuted in accordance with the instruc-
tions on the form or issued therewith,
should be filed with the district direc-
tor for the internal revenue district in
which is located the principal place of
business or principal office of the orga-
nization. However, an organization
which has been granted exemption
under the provisions of the Internal
Revenue Code of 1939 or prior law may
rely on that ruling, unless affected by
substantive changes in the Internal
RevenueCode of 1954 or any changes in
the character, purposes, or methods of
operation of the organization, and it is
not necessary in such case for the orga-
nization to request a new determina-
tion as to its exempt status.

(f) A cooperative association will not
be denied exemption merely because it
makes payments solely in nonqualified
written notices of allocation to those
patrons who do not consent as provided
in section 1388 and § 1.1388–1, but makes
payments of 20 percent in cash and the
remainder in qualified written notices
of allocation to those patrons who do
so consent. Nor will such an associa-
tion be denied exemption merely be-
cause, in the case of patrons who have
so consented, payments of less than $5
are made solely in nonqualified written
notices of allocation while payments of
$5 or more are made in the form of 20
percent in cash and the remainder in
qualified written notices of allocation.
In addition, a cooperative association
will not be denied exemption if it pays
a smaller amount of interest or divi-
dends on nonqualified written notices
of allocation held by persons who have
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not consented as provided in section
1388 and § 1.1388–1 (or on per-unit retain
certificates issued to patrons who are
not qualifying patrons with respect
thereto within the meaning of § 1.61–
5(d)(2)) than it pays on qualified writ-
ten notices of allocation held by per-
sons who have so consented (or on per-
unit retain certificates issued to pa-
trons who are qualifying patrons with
respect thereto) provided that the
amount of the interest or dividend re-
duction isreasonable in relation to the
fact that the association receives no
tax benefit with respect to such non-
qualified written notices of allocation
(or such certificates issued to nonquali-
fying patrons) until redeemed. How-
ever, such an association will be denied
exemption if it otherwise treats pa-
trons who have not consented (or are
not qualifying patrons) differently
from patrons who have consented (or
are qualifying patrons), either with re-
gard to the original payment or alloca-
tion or with regard to the redemption
of written notices of allocation or per-
unit retain certificates. For example, if
such an association pays patronage
dividends in the form of written no-
tices of allocation accompanied by
qualified checks, and provides that any
patron who does not cash his check
within a specified time will forfeit the
portion of the patronage dividend rep-
resented by such check, then the coop-
erative association will be denied ex-
emption under this section as it does
not treat all patrons alike.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6643, 28 FR 3162, Apr. 2, 1963;
T.D. 6855, 30 FR 13135, Oct. 15, 1965]

§ 1.522–1 Tax treatment of farmers’ co-
operative marketing and pur-
chasing associations exempt under
section 521.

(a) In general. (1) Section 522 is appli-
cable to farmers’, fruit growers’, or
like associations organized and oper-
ated on a cooperative basis in the man-
ner prescribed in section 521. Although
such an association is subject to both
normal tax and surtax, as in the case of
corporations generally, certain special
rules for the computation of taxable in-
come are provided in section 522(b) and
§ 1.522–2. For the purpose of any law
which refers to organizations exempt

from income taxes such an association
shall, however, be considered as an or-
ganization exempt under section 501.
Thus, the provisions of section 243, pro-
viding a credit for dividends received
from a domestic corporation subject to
taxation, are not applicable to divi-
dends received from a cooperative asso-
ciation subject to section 522. The pro-
visions of section 1501, relating to con-
solidated returns, are likewise not ap-
plicable.

(2) Rules governing the manner in
which amounts allocated as patronage
dividends, refunds, or rebates are to be
taken into account in computing the
taxable income of such an association
are set forth in § 1.522–3. For the tax
treatment, as to patrons, of amounts
received during the taxable year as pa-
tronage dividends, rebates, or refunds,
see section 61 and § 1.61–5.

(b) Meaning of terms. For purposes of
§§ 1.522–1 to 1.522–3, inclusive, §§ 1.6044–1
and 1.61–5, the following terms shall
have the meaning ascribed below:

(1) Cooperative association. The term
cooperative association includes any cor-
poration operating on a cooperative
basis and allocating amounts to pa-
trons on the basis of the business done
with or for such patrons, except that
the term does not include any coopera-
tive or nonprofit corporation (includ-
ing any cooperative or nonprofit cor-
poration engaged in rural electrifica-
tion) exempt from taxation under sec-
tion 501(a) and described in section
501(c) (12) or (15) or any corporation
subject to a tax imposed by subchapter
L, chapter 1 of the Code (relating to in-
surance companies).

(2) Patron. The term patron includes
any person with whom or for whom the
cooperative association does business
on a cooperative basis, whether a mem-
ber or a nonmember of the cooperative
association, and whether an individual,
a trust, estate, partnership, company,
corporation, or cooperative associa-
tion.

(3) Allocation. The term allocation in-
cludes distributions made by a coopera-
tive association to a patron in cash,
merchandise, capital stock, revolving
fund certificates, retain certificates,
certificates of indebtedness, letters of
advice, similar documents, or in any
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other manner whereby there is dis-
closed to a patron the dollar amount
apportioned on the books of the asso-
ciation for the account of such patron.
Thus, a mere credit to the account of a
patron on the books of the cooperative
association, without disclosure to the
patron, is not an allocation.

(4) Patronage dividends, rebates, and
refunds. The term patronage dividend,
rebate, or refund includes any amount
allocated by a cooperative association,
to the account of a patron on the basis
of the business done with or for such
patron. The following are not patron-
age dividends, rebates, or refunds:

(i) Amounts distributed in redemp-
tion of capital stock, or in redemption
or satisfaction of certificates of indebt-
edness, revolving fund certificates, re-
tain certificates, letters of advice, or
other similar documents;

(ii) Amounts allocated (whether in
cash, merchandise, capital stock, re-
volving fund certificates, retain certifi-
cates, certificates of indebtedness, let-
ters of advice, or in some other manner
that discloses to each patron the
amount of such dividend, refund, or re-
bate) by the association for products of
members or other patrons to the extent
such amounts are fixed without ref-
erence to the earnings of the coopera-
tive association. For this purpose, the
term earnings includes the excess of
amounts retained (or assessed) by the
association to cover expenses or other
items over the amount of such ex-
penses or other items.

(c) Examples. The application of para-
graph (b) of this section may be illus-
trated by the following examples:

Example 1. Cooperative A, a marketing as-
sociation operating on a pooling basis, re-
ceives the products of patron W on January
5, 1954. On the same day Cooperative A ad-
vances to W 45 cents per unit for the prod-
ucts so delivered and allocates to him a re-
tain certificate having a face value calculated
at the rate of 5 cents per unit. During the
operatiion of the pool, and before substan-
tially all the products in the pool are dis-
posed of, Cooperative A advances to W an ad-
ditional 40 cents per unit, the amount being
determined by reference to the market price
of the products sold and the anticipated
price of the unsold products. At the close of
the pool on November 10, 1954, Cooperative A
determines the excess of its receipts over the
sum of its expenses and its previous advances
to patrons, and allocates to W an additional

3 cents per unit and shares of the capital
stock of A having an aggregate of face value
calculated at the rate of 2 cents per unit.

The amount of patronage dividends, re-
bates, or refunds allocated to W during 1954
amount to 5 cents per unit, consisting of the
aggregate of the following per-unit alloca-
tions: The amount of cash distribution (3
cents), and the face value of the capital
stock of A (2 cents), which are fixed with ref-
erence to the earnings of A. The amount of
the two distributions in cash (85 cents) and
the face amount of the retain certificate (5
cents), which are fixed without reference to
the earnings of A, do not constitute patron-
age dividends, rebates, or refunds.

Example 2. Cooperative B, a marketing as-
sociation operating on a pooling basis, re-
ceives the products of patron X on March 5,
1954. On the same day Cooperative B pays to
X $1.00 per unit for such products, this
amount being determined by reference to the
market price of the product when received,
and issues to him a participation certificate
having no face value but which entitles X on
the close of the pool to the proceeds derived
from the sale of his products less the pre-
vious payment of $1.00 and the expenses and
other charges attributable to such products.
On March 5, 1957, Cooperative B, having sold
the products in the pool, having deducted the
previous payments for such products, and
having determined the expenses and other
charges of the pool, redeems the participa-
tion certificate of X in cash for 10 cents per
unit. The allocation made to X during 1957,
amounting to 10 cents per unit, is a patron-
age dividend, rebate, or refund. Neither the
payment to X in 1954 of $1.00 nor the issuance
to him of the participation certificate in
that year constitutes a patronage dividend,
rebate, or refund within the meaning of this
section.

Example 3. Cooperative C, a purchasing as-
sociation, obtains supplies for patron Y on
May 1, 1954, and receives in return therefor
$100. On February 1, 1955, Cooperative C, hav-
ing determined the excess of its receipts over
its costs and expenses, allocates to Y a cash
distribution of $1.00 and a revolving fund cer-
tificate of a face amount of $1.00. The
amount of patronage dividends, rebates, or
refunds allocated to Y for 1955 is $2.00, the
aggregate of the cash distribution of $1.00,
and the face amount, $1.00, of the revolving
fund certificate.

Example 4. Cooperative D, a service associa-
tion, sells the products of members on a fee
basis. It receives the products of patron Z
under an agreement not to pool his products
with those of other members, to sell his
products, and to deliver to him the proceeds
of the sale. Patron Z makes payments to Co-
operative D during 1954 aggregating $75 for
service rendered him by Cooperative D dur-
ing that year. On May 15, 1955, Cooperative
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D, having determined the excess of its re-
ceipts over its costs and expenses, allocates
to Z a cash distribution of $2.00. Such
amount is a patronage dividend, rebate, or
refund allocated by Cooperative D during
1955.

(d) Returns of exempt cooperative asso-
ciations. For requirements of annual re-
turns by exempt cooperative associa-
tions, see sections 6012 and 6072(d) and
paragraph (f) of § 1.6012–2.

§ 1.522–2 Manner of taxation of cooper-
ative associations subject to section
522.

(a) In general. Farmers’, fruit grow-
ers’, or like associations, organized and
operated in compliance with the re-
quirements of section 521 and § 1.521–1
shall be subject to the taxes imposed
by section 11 or section 1201, except
that there shall be allowed as deduc-
tions from gross income, in addition to
the other deductions allowable under
chapter 1 of the Code, certain special
deductions provided in section
522(b)(1)(A) and paragraph (c) of this
section, and section 522(b)(1)(B) and
paragraph (d) of this section. Amounts
allocated as patronage dividends, re-
funds, or rebates, whether in cash, mer-
chandise, capital stock, revolving fund
certificates, retain certificates, certifi-
cates of indebtedness, letters of advice,
or in some other manner that discloses
to each patron the dollar amount allo-
cated, with respect to patronage for
the taxable year or for preceding tax-
able years, shall be taken into account
in the manner provided in section 522
and in § 1.522–3.

(b) Cooperative association exempt from
tax before January 1, 1952. (1) For the
purpose of determining the method of
accounting under section 446 in the
case of a cooperative association which
was exempt from tax for taxable years
beginning prior to January 1, 1952, the
method of accounting, recognized
under sections 41, 42, and 43 of the In-
ternal Revenue Code of 1939 and the
regulations prescribed thereunder and
utilized in the return of such associa-
tion for its last taxable year to which
the Internal Revenue Code of 1939 was
applicable, shall be deemed to con-
stitute the method of accounting regu-
larly employed by the cooperative as-
sociation. Any change from this meth-
od may be made only if permission is

obtained from the Commissioner to
change to another recognized method
in accordance with section 446 and the
regulations thereunder.

(2) In any case where inventories are
an income-producing factor, see sec-
tions 471 and 472 and the regulations
thereunder. The elective method of
inventorying goods provided in section
472 may be adopted by the cooperative
association for any taxable year begin-
ning after December 31, 1953,
inaccordance with the requirements of
section 472 and the regulations there-
under. However, in order to use such
method for such a taxable year the co-
operative association (unless it has
used such method for a taxable year be-
ginning after 1951 and before 1954 pur-
suant to an election exercised as pro-
vided in 26 CFR (1939) 39.22(d)–3 (Regu-
lations 118) must exercise the election
provided in section 472 and the regula-
tions thereunder, even if it may have
utilized such method for accounting
purposes for taxable years beginning
before January 1, 1952.

(3) The following rules shall be appli-
cable in computing the net operating
loss deduction provided in section 172:
No net operating loss carryover shall
be allowed from a taxable year begin-
ning prior to January 1, 1952, for which
the cooperative association was ex-
empt from tax under section 101(12) of
the Internal Revenue Code of 1939. In
the case of a taxable year beginning
prior to January 1, 1952, for which the
association was not exempt under sec-
tion 101(12) of the Internal Revenue
Code of 1939 and of any taxable year be-
ginning after December 31, 1951, the
amount of the net operating loss
carryback or carryover from such year
shall not be reduced by reference to the
income of any taxable year beginning
prior to January 1, 1952, for which the
association was exempt from tax under
section 101(12) of the Internal Revenue
Code of 1939. However, any taxable year
beginning prior to January 1, 1952, for
which the cooperative association was
exempt under section 101(12) of the In-
ternal Revenue Code of 1939 shall be
taken into account in determining the
period for which a net operating loss
may be carried back or carried over, as
the case may be.
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(4) The adjustments to the cost or
other basis provided in sections 1011
and 1016 and the regulations there-
under, are applicable for the entire pe-
riod since the acquisition of the prop-
erty. Thus, proper adjustment to basis
must be made under section 1016 for de-
preciation, obsolescence, amortization,
and depletion for all taxable years be-
ginning prior to January 1, 1952, al-
though the cooperative association was
exempt from tax under section 521 or
corresponding provisions of prior law
for such years. However, no adjustment
for percentage or discovery depletion is
to be made for any year during which
the association was exempt from tax. If
a cooperative association has made a
proper election in accordance with sec-
tion 1020 and the regulations prescribed
thereunder with respect to a taxable
year beginning before 1952 in which the
association was not exempt from tax,
the adjustment to basis for deprecia-
tion for such years shall be limited in
accordance with the provisions of sec-
tion 1016(a)(2).

(5) In the case of tax exempt and par-
tially taxable bonds purchased at a pre-
mium and subject to amortization
under section 171, proper adjustment to
basis must be made to reflect amortiza-
tion with respect to such premium
from the date of acquisition of the
bond. (For principles governing the
method of computation, see the exam-
ple in paragraph (b) of § 1.1016–9, relat-
ing to mutual savings banks, building
and loan associations, and cooperative
banks.) The basis of a fully taxable
bond purchased at a premium shall be
adjusted from the date of the election
to amortize such premium in accord-
ance with the provisions of section 171
except that no adjustment shall be al-
lowable for such portion of the pre-
mium attributable to the period prior
to the election.

(6) In the case of a mortgage acquired
at a premium where the principal of
such mortgage is payable in install-
ments, adjustments to the basis for the
premium must be made for all taxable
years (whether or not the association
was exempt from tax under section 521
during such years) in which install-
ment payments are received. Such ad-
justments may be made on an indi-
vidual mortgage basis or on a com-

posite basis by reference to the average
period of payments of the mortgage
loans of such association. For the pur-
pose of this adjustment, the term pre-
mium includes the excess of the acquisi-
tion value of the mortgage over its ma-
turity value. The acquisition value of
the mortgage is the cost including buy-
ing commissions, attorneys’ fees or
brokerage fees, but such value does not
include amounts paid for accrued inter-
est.

(c) Deduction for dividends paid. There
is allowable as a deduction from the
gross income of a cooperative associa-
tion operated in compliance with the
requirements of section 521 and § 1.521–
1, amounts paid as dividends during the
taxable year upon the capital stock of
the cooperative association. For the
purpose of the preceding sentence, the
term capital stock includes common
stock (whether voting or nonvoting),
preferred stock, or any other form of
capital represented by capital retain
certificates, revolving fund certifi-
cates, letters of advice, or other evi-
dence of a proprietary interest in a co-
operative association. Such deduction
is applicable only to the taxable year
in which the dividends are actually or
constructively paid to the holder of
capital stock or other proprietary in-
terest of the cooperative association. If
a dividend is paid by check and the
check bearing a date within the tax-
able year is deposited in the mail, in a
cover properly stamped and addressed
tothe shareholder at his last known ad-
dress, at such time that in the ordinary
handling of the mails the check would
be received by such holder within the
taxable year, a presumption arises that
the dividend was paid to such holder in
such year. The determination of wheth-
er a dividend has been paid to such
holder by the corporation during its
taxable year is in no way dependent
upon the method of accounting regu-
larly employed by the corporation in
keeping its books. For further rules as
to the determination of the right to a
deduction for dividends paid, under cer-
tain specific circumstances, see section
561 and the regulations thereunder.

(d) Deduction for amounts allocated
from income not derived from patronage.
There is allowable as a deduction from
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the gross income of a cooperative asso-
ciation operated in compliance with
the requirements of section 521 and
§ 1.521–1 amounts allocated during the
taxable year to patrons with respect to
its income not derived from patronage
(whether or not such income was de-
rived during such taxable year) wheth-
er such amounts are paid in cash, mer-
chandise, capital stock, revolving fund
certificates, retain certificates, certifi-
cates of indebtedness, letters of advice,
or in some other manner that discloses
to each patron the dollar amount allo-
cated to him. For this purpose, alloca-
tions made after the close of the tax-
able year and on or before the 15th day
of the ninth month following the close
of the taxable year shall be considered
as made on the last day of such taxable
year to the extent that such alloca-
tions are attributable toincome derived
during the taxable year or during years
prior to the taxable year. As used in
this paragraph, the term income not de-
rived from patronage means incidental
income derived from sources not di-
rectly related to the marketing, pur-
chasing, or service activities of the co-
operative association. For example, in-
come derived from the lease of prem-
ises, from investment in securities,
from the sale or exchange of capital as-
sets, constitutes income not derived
from patronage. Business done with the
United States shall constitute income
not derived from patronage. In order
that the deduction for income not de-
rived from patronage may be applica-
ble, it is necessary that the amount
sought to be deducted be allocated on a
patronage basis in proportion, insofar
as is practicable, to the amount of
business done by or for patrons during
the period to which such income is at-
tributable. Thus, if capital gains are
realized from the sale or exchange of
capital assets acquired and disposed of
during the taxable year, income real-
ized from such gains must be allocated
to patrons of such year in proportion to
theamount of business done by such pa-
trons during the taxable year. Simi-
larly, if capital gains are realized by
the association from the sale or ex-
change of capital assets held for a pe-
riod of more than one taxable year in-
come realized from such gains must be
allocated, in proportion insofar as is

practicable, to the patrons of the tax-
able years during which the asset was
owned by the association, and to the
amount of business done by such pa-
trons during such taxable years.

§ 1.522–3 Patronage dividends, rebates,
or refunds; treatment as to coopera-
tive associations entitled to tax
treatment under section 522.

(a) General rule. Patronage dividends,
refunds, or rebates, allocated by a co-
operative association entitled to tax
treatment under section 522 to a patron
shall be taken into account in com-
puting the gross income of such asso-
ciation for the taxable year, as an in-
crease in its other cost of goods sold in
the case of an association marketing
products for patrons, or as a reduction
in its gross receipts, in the case of an
association purchasing supplies and
equipment or performing services for
patrons, as the case may be, if:

(1) The allocation is made in fulfill-
ment and satisfaction of a valid obliga-
tion of such association to the patron,
which obligation was in existence prior
to the receipt by the cooperative asso-
ciation of the amount allocated, and

(2) The allocation is made on or be-
fore the 15th day of the ninth month
following the close of the taxable year
in which the amounts allocated were
received by the cooperative associa-
tion.
For the purpose of subparagraph (1) of
this paragraph, amounts allocated by a
cooperative association entitled to tax
treatment under section 522 will be
deemed allocated in fulfillment and
satisfaction of a valid enforceable obli-
gation, if made pursuant to provisions
of the bylaws, articles of incorporation,
or other contract, whereby the associa-
tion is obligated to make such alloca-
tion after the retention of reasonable
reserves and after payment of dividends
on capital stock or other proprietary
capital interests. Notwithstanding the
provisions of subparagraphs (1) and (2)
of this paragraph, amounts allocated as
patronage dividends, refunds, or re-
bates during the taxable year, on or be-
fore the 15th day of the ninth month
following the close of such year, with
respect to patronage for years pre-
ceding the taxable year, shall be taken
into account as an increase in its other
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cost of goods sold, or as a reduction in
gross receipts, for the taxable year, as
the case may be, where retention as
reasonable reserves of the amounts so al-
located beyond the year in which
earned was proper in accordance with
the provisions of section 521 and where
the allocation is made to the patron on
a patronage basis is proportion insofar
as is practicable, to the amount of
business done by such patrons during
the taxable year or years in which the
retained amounts were received by the
cooperative association.

(b) Examples. This section may be il-
lustrated by the following examples:

Example 1. E, a cooperative association en-
titled to tax treatment under section 522, or-
ganized without capital stock, is engaged in
the business of marketing products for its
patrons on a non-pool basis. The by-laws of
Cooperative E provide that there shall be al-
located to patrons as patronage dividends
within a reasonable time following the close
of the year all of the gross returns from
sales, less expenses of operation for the year
and amounts retained as reasonable reserves
necessary to the operation of Cooperative E.
At the close of the taxable year, 1954, it is
determined that from the gross returns from
sales less operating expenses and all taxes
for such year, $5,000 is to be retained as rea-
sonable reserves for various necessary pur-
poses of Cooperative E. It is assumed that
the retention of such amount is proper in ac-
cordance with the provisions of section 521.
Such $5,000 is apportioned on the books of
Cooperative E to patrons of 1954 on a patron-
age basis, or permanent records are kept
from which an apportionment to such pa-
trons can be made. On March 1, 1955, pursu-
ant tothe terms of the by-laws, $200,000, the
balance of the gross returns for the taxable
year, is allocated to patrons of 1954 on the
basis of patronage. $100,000 of such $200,000 is
allocated in cash. The remaining $100,000 is
allocated in retain certificates, bearing no in-
terest and redeemable in the discretion of
the Board of Directors of Cooperative E.
There may be added to the cost of goods sold
by Cooperative E for 1954, $200,000 ($100,000 in
cash, $100,000 in retain certificates), the total
amount allocated as patronage dividends, re-
bates, or refunds in fulfillment and satisfac-
tion of the obligation of the by-laws, on
March 1, 1955, before the 15th day of the
ninth month following the close of 1954.
There may not be added to the cost of goods
sold by Cooperative E for 1954, $5,000, the
amount retained as reserves apportioned on
the books, but not allocated as patronage
dividends, rebates, or refunds.

Example 2. The facts are the same as exam-
ple 1, it additionally appearing that at the

close of 1955 it is determined by Cooperative
E to allocate as cash patronage dividends, re-
bates, or refunds to patrons of 1954, $5,000,
the amount retained as reasonable reserves for
1954 in accordance with the provisions of sec-
tion 521. On March 1, 1956, such amount is al-
located. There may be added to the cost of
goods sold by Cooperative E for 1955, $5,000,
the amount allocated with respect to patron-
age of a preceding year, 1954, properly main-
tained as a reserve under section 521.

§ 1.522–4 Taxable years affected.
Section 522 and §§ 1.522–1, 1.522–2, and

1.522–3, are applicable to taxable years
beginning before January 1, 1963, and
also to amounts paid during taxable
years beginning after December 31,
1962, the tax treatment of which is not
prescribed in section 1382 and the regu-
lations thereunder.

[T.D. 6643, 28 FR 3163, Apr. 2, 1963]

§ 1.527–1 Political organizations; gen-
erally.

Section 527 provides that a political
organization is considered an organiza-
tion exempt from income taxes for the
purpose of any law which refers to or-
ganizations exempt from income taxes.
A political organization is subject to
tax only to the extent provided in sec-
tion 527. In general, a political organi-
zation is an organization that is orga-
nized and operated primarily for an ex-
empt function as defined in § 1.527–2(c).
Section 527 provides that a political or-
ganization is taxed on its political or-
ganization taxable income (see § 1.527–4)
which, in general, does not include the
exempt function income (see § 1.527–3)
of the political organization. Further-
more, section 527 provides that an ex-
empt organization, other than a polit-
ical organization, may be subject to
tax under section 527 when it expends
an amount for an exempt function, see
§ 1.527–6. The taxation of newsletter
funds is provided under section 527(g)
and § 1.527–7. A special rule for prin-
cipal campaign committees is provided
under section 527(h) and § 1.527–9.

[T.D. 8041, 50 FR 30817, July 30, 1985]

§ 1.527–2 Definitions.
For purposes of section 527 and these

regulations:
(a) Political organization—(1) In gen-

eral. A political organization is a party,
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committee, association, fund, or other
organization (whether or not incor-
porated) organized and operated pri-
marily for the purpose of directly or in-
directly accepting contributions or
making expenditures for an exempt
function activity (as defined in para-
graph (c) of this section). Accordingly,
a political organization may include a
committee or other group which ac-
cepts contributions or makes expendi-
tures for the purpose of promoting the
nomination of an individual for an
elective public office in a primary elec-
tion, or in a meeting or caucus of a po-
litical party. A segregated fund (as de-
fined in paragraph (b) of this section)
established and maintained by an indi-
vidual may qualify as a political orga-
nization.

(2) Organizational test. A political or-
ganization meets the organizational
test if its articles of organization pro-
vide that the primary purpose of the
organization is to carry on one or more
exempt functions. A political organiza-
tion is not required to be formally
chartered or established as a corpora-
tion, trust, or association. If an organi-
zation has no formal articles of organi-
zation, consideration is given to state-
ments of the members of the organiza-
tion at the time the organization is
formed that they intend to operate the
organization primarily to carry on one
or more exempt functions.

(3) Operational test. A political orga-
nization does not have to engage exclu-
sively in activities that are an exempt
function. For example, a political orga-
nization may:

(i) Sponsor nonpartisan educational
workshops which are not intended to
influence or attempt to influence the
selection, nomination, election, or ap-
pointment of any individual for public
office,

(ii) Pay an incumbent’s office ex-
penses, or

(iii) Carry on social activities which
are unrelated to its exempt function,
provided these are not the organiza-
tion’s primary activities. However, ex-
penditures for purposes described in
the preceding sentence are not for an
exempt function. See § 1.527–2 (c) and
(d). Furthermore, it is not necessary
that a political organization operate in
accordance with normal corporate for-

malities as ordinarily established in
bylaws or under state law.

(b) Segregated fund—(1) General rule. A
segregated fund is a fund which is estab-
lished and maintained by a political or-
ganization or an individual separate
from the assets of the organization or
the personal assets of the individual.
The purpose of such a fund must be to
receive and segregate exempt function
income (and earnings on such income)
for use only for an exempt function or
for an activity necessary to fulfill an
exempt function. Accordingly, the
amounts in the fund must be dedicated
for use only for an exempt function.
Thus, expenditures for the establish-
ment or administration of a political
organization or the solicitation of po-
litical contributions may be made from
the segregated fund, if necessary to ful-
fill an exempt function. The fund must
be clearly identified and established for
the pruposes intended. A savings or
checking account into which only con-
tributions to the political organization
are placed and from which only expend-
itures for exempt functions are made
may be a segregated fund. If an organi-
zation that had designated a fund to be
a segregated fund for purposes of segre-
gating amounts referred to in section
527(c)(3) (A) through (D), expends more
than an insubstantial amount from the
segregated fund for activities that are
not for an exempt function during a
taxable year, the fund will not be
treated as a segregated fund for such
year. In such a case amounts referred
to in section 527(c)(3)(A)–(D),segregated
in such fund will not be exempt func-
tion income. Further, if more than in-
substantial amounts segregated for an
exempt function in prior years are ex-
pended for other than an exempt func-
tion the facts and circumstances may
indicate that the fund was never a seg-
regated fund as defined in this para-
graph.

(2) Record keeping. The organization
or individual maintaining a segregated
fund must keep records that are ade-
quate to verify receipts and disburse-
ments of the fund and identify the ex-
empt function activity for which each
expenditure is made.

(c) Exempt function—(1) Directly re-
lated expenses. An exempt function, as
defined in section 527(e)(2), includes all
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activities that are directly related to
and support the process of influencing
or attempting to influence the selec-
tion, nomination, election, or appoint-
ment of any individual to public office
or office in a political organization
(the selection process). Whether an ex-
penditure is for an exempt function de-
pends upon all the facts and cir-
cumstances. Generally, where an orga-
nization supports an individual’s cam-
paign for public office, the organiza-
tion’s activities and expenditures in
futherance of the individual’s election
or appointment to that office are for an
exempt function of the organization.
The individual does not have to be an
announced candidate for the office.
Furthermore, the fact that an indi-
vidual never becomes a candidate is
not crucial in determining whether an
organization is engaging in an exempt
function. An activity engaged in be-
tween elections which is directly re-
lated to, and supports, the process of
selection, nomination, or election of an
individual in the next applicable polit-
ical campaign is an exempt function
activity.

(2) Indirect expenses. Expenditures
that are not directly related to influ-
encing or attempting to influence the
selection process may also be an ex-
penditure for an exempt function by a
political organization. These are ex-
penses which are necessary to support
the directly related activities of the
political organization. Activities which
support the directly related activities
are those which must be engaged in to
allow the political organization to
carry out the activity of influencing or
attempting to influence the selection
process. For example, expenses for
overhead and record keeping are nec-
essary to allow the political organiza-
tion to be established and to engage in
political activities. Similarly, expenses
incurred in soliciting contributions to
the political organization are nec-
essary to support the activities of the
political organization.

(3) Terminating activities. An exempt
function includes an activity which is
in furtherance of the process of termi-
nating a political organization’s exist-
ence. For example, where a political
organization is established for a single
campaign, payment of campaign debts

after the conclusion of the campaign is
an exempt function activity.

(4) Illegal expenditures. Expenditures
which are illegal or are for a judicially
determined illegal activity are not con-
sidered expenditures in furtherance of
an exempt function, even though such
expenditures are made in connection
with the selection process.

(5) Examples. The following examples illus-
trate the principles of paragraph (c) of this
section. The term exempt function when used
in the following examples means exempt
function within the meaning of section
527(e)(2).

(i) Example 1. A wants to run for election to
public office in State X. A is not a candidate.
A travels throughout X in order to rally sup-
port for A’s intended candidacy. While in X,
A attends a convention of an organization
for the purpose of attempting to solicit its
support. The amount expended for travel,
lodging, food, and similar expenses are for an
exempt function.

(ii) Example 2. B, a member of the United
States House of Representatives, is a can-
didate for reelection. B travels with B’s
spouse to the district B represents. B feels it
is important for B’s reelection that B’s
spouse accompany B. While in the district, B
makes speeches and appearances for the pur-
pose of persuading voters to reelect B. The
travel expenses of B and B’s spouse are for an
exempt function.

(iii) Example 3. C is a candidate for public
office. In connection with C’s campaign, C
takes voice and speech lessons to improve
C’s skills. The expenses for these lessons are
for an exempt function.

(iv) Example 4. D, an officeholder and can-
didate for reelection, purchases tickets to a
testimonial dinner. D’s attendance at the
dinner is intended to aid D’s reelection. Such
expenditures are for an exempt function.

(v) Example 5. E, an officeholder, expends
amounts for periodicals of general circula-
tion in order to keep informed on national
and local issues. Such expenditures are not
for an exempt function.

(vi) Example 6. N is an organization de-
scribed in section 501(c) and is exempt from
taxation under section 501(a). F is employed
as president of N. F, as a representative of N,
testifies in response to a written request
from a Congressional committee in support
of the confirmation of an individual to a cab-
inet position. The expenditures by N that are
directly related to F’s testimony are not for
an exempt function.

(vii) Example 7. P is a political organization
described in section 527(e)(2). Between elec-
tions P does not support any particular indi-
vidual for public office. However, P does
train staff members for the next election,
drafts party rules, implements party reform

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00221 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



222

26 CFR Ch. I (4–1–01 Edition)§ 1.527–3

proposals, and sponsors a party convention.
The expenditures for these activities are for
an exempt function.

(viii) Example 8. Q is a political organiza-
tion described in section 527(e)(2). Q finances
seminars and conferences which are intended
to influence persons who attend to support
individuals to public office whose political
philosophy is in harmony with the political
philosophy of Q. The expenditures for these
activities are for an exempt function.

(d) Public office. The facts and cir-
cumstances of each case will determine
whether a particular Federal, State, or
local office is a public office. Principles
consistent with those found under
§ 53.4946–1(g)(2) (relating to the defini-
tion of public office) will be applied.

(e) Principal campaign committee. A
principal campaign committee is the po-
litical committee designated by a can-
didate for Congress as his or her prin-
cipal campaign committee for purposes
of section 302(e) of the Federal Election
Campaign Act of 1971 (2 U.S.C. section
432(e)), as amended, and section 527(h)
and § 1.527–9.

[T.D. 7744, 45 FR 85731, Dec. 30, 1980; as
amended by T.D. 8041, 50 FR 30817, July 30,
1985]

§ 1.527–3 Exempt function income.
(a) General rule—(1) For purposes of

section 527, exempt function income
consists solely of amounts received as:

(i) Contributions of money or other
property,

(ii) Membership dues, fees, or assess-
ments from a member of a political or-
ganization, or

(iii) Proceeds from a political fund
raising or entertainment event, or pro-
ceeds from the sale of political cam-
paign materials, which are not received
in the ordinary course of any trade or
business,
but only to the extent such income is
segregated for use only for exempt
functions of the political organization.

(2) Income will be considered seg-
regated for use only for an exempt
function only if it is received into and
disbursed from a segregated fund as de-
fined in § 1.527–2(b).

(b) Contributions. The rules of section
271(b)(2) apply in determining whether
the transfer of money or other prop-
erty constitutes a contribution. Gen-
erally, money or other property,

whether solicited personally, by mail,
or through advertising, qualifies as a
contribution. In addition, to the extent
a political organization receives Fed-
eral, State, or local funds under the $1
checkoff provision (sections 9001–9013),
or any other provision for financing of
campaigns, such amounts are to be
treated as contributions.

(c) Dues, fees, and assessments.
Amounts received as membership fees
and assessments from members of a po-
litical organization may constitute ex-
empt function income to the political
organization. Membership fees and as-
sessments received in consideration for
services, goods, or other items of value
do not constitute exempt function in-
come. However, filing fees paid by an
individual directly or indirectly to a
political party in order that the indi-
vidual may run as a candidate in a pri-
mary election of the party (or run in a
general election as a candidate of that
party) are to be treated as exempt
function income. For example, some
States provide that a certain percent-
age of the first year’s salary of the of-
fice sought must be paid to the State
as a filing (or qualifying) fee and party
assessment. The State then transfers
part of this fee to the candidate’s
party. In such a case, the entire
amount transferred to the party is to
be treated as exempt function income.
Furthermore, amounts paid by an indi-
vidual directly to the party as a quali-
fication fee are treated similarly.

(d) Fund raising events—(1) In general.
Amounts received from fund raising
and entertainment events are eligible
for treatment as exempt function in-
come if the events are political in na-
ture and are not carried on in the ordi-
nary course of a trade or business.
Whether an event is political in nature
depends on all facts and circumstances.
One factor that indicates an event is a
political event is the extent to which
the event is related to a political activ-
ity aside from the need of the organiza-
tion for income or funds. For example,
an event that is intended to rally and
encourage support for an individual for
public office would be a political fund
raising event. Examples of political
events can include dinners, breakfasts,
receptions, picnics, dances, and ath-
letic exhibitions.
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(2) Ordinary course of any trade or
business. Whether an activity is in the
ordinary course of a trade or business
depends on the facts and circumstances
of each case. Generally, proceeds from
casual, sporadic fund raising or enter-
tainment events are not in the ordi-
nary course of a trade or business. Fac-
tors to be taken into account in deter-
mining whether an activity is a trade
or business include the frequency of
the activity, the manner in which the
activity is conducted, and the span of
time over which the activity is carried
on.

(e) Sale of campaign materials.
Amounts received from the sale of
campaign materials are eligible for
treatment as exempt function income
if the sale is not carried on in the ordi-
nary course of a trade or business (as
defined in paragraph (d)(2) of this sec-
tion), and is related to a political ac-
tivity of the organization aside from
the need of such organization for in-
come or funds. Proceeds from the sale
of political memorabilia, bumper stick-
ers, campaign buttons, hats, shirts, po-
litical posters, stationery, jewelry, or
cookbooks are related to such a polit-
ical acitivity where such items can be
identified as relating to distributing
political literature or organizing vot-
ers to vote for a candidate for public
office.

[T.D. 7744, 45 FR 85732, Dec. 30, 1980]

§ 1.527–4 Special rules for computation
of political organization taxable in-
come.

(a) In general. Political organization
taxable income is determined accord-
ing to the provisions of section 527(b)
and the rules set forth in this section.

(b) Limitation on capital losses. If for
any taxable year a political organiza-
tion has a net capital loss, the rules of
sections 1211(a) and 1212(a) apply.

(c) Allowable deductions—(1) In gen-
eral. To be deductible in computing po-
litical organization taxable income, ex-
penses, depreciation, and similar items
must not only qualify as deductions al-
lowed by chapter 1 of the Code, but
must also be directly connected with
the production of political organiza-
tion taxable income.

(2) Directly connected with defined. To
be directly connected with the produc-

tion of political organization taxable
income, an item of deduction must
have a proximate and primary relation-
ship to the production of such income
and have been incurred in the produc-
tion of such income. Items of deduction
attributable solely to items of political
organization taxable income are proxi-
mately and primarily related to such
income. Whether an item of deduction
is incurred in the production of polit-
ical organization taxable income is de-
termined on the basis of all the facts
and circumstances of each case.

(3) Dual use of facilities or personnel.
Expenses, depreciation, and similar
items that are attributable to the pro-
duction of exempt function income and
political organization taxable income
shall be allocated between the two on a
reasonable and consistent basis. For
example, where facilities are used both
for an exempt function of the organiza-
tion and for the production of political
organization taxable income, expenses,
depreciation, and similar items attrib-
utable to such facilities (for example,
items of overhead) shall be allocated
between the two uses of a reasonable
and consistent basis. Similarly, where
personnel are employed both for an ex-
empt function and for the production
of political organization taxable in-
come, expenses and similar items at-
tributable to such personnel (for exam-
ple, items of salary) shall be allocated
between the activities on a reasonable
and consistent basis. The portion of
any such item so allocated to the pro-
duction of political organization tax-
able income is directly connected with
such income and is allowable as a de-
duction in computing political organi-
zation taxable income to the extent
that it qualifies as an item of deduc-
tion allowed by chapter 1 of the Code.
Thus, for example, assume that X, a
political organization, pays its man-
ager a salary of $10,000 a year and that
it derives political organization tax-
able income. If 10 percent of the man-
ager’s time during the year is devoted
to deriving X’s gross income (other
than exempt function income), a de-
duction of $1,000 (10 percent of $10,000)
would generally be allowable for pur-
poses of computing X’s political orga-
nization taxable income.

[T.D. 7744, 45 FR 85733, Dec. 30, 1980]
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§ 1.527–5 Activities resulting in gross
income to an individual or political
organization.

(a) In general—(1) General rule.
Amounts expended by a political orga-
nization for an exempt function are not
income to the individual or individuals
on whose behalf such expenditures are
made. However, where a political orga-
nization expends any other amount for
the personal use of any individual, the
individual on whose behalf the amount
is expended will be in receipt of in-
come. Amounts are expended for the
personal use of an individual where a
direct or indirect financial benefit ac-
crues to such individual. For example,
if a political organization pays a per-
sonal legal obligation of a candidate
for public office, such as the can-
didate’s federal income tax liability,
the amount paid is includible in such
candidate’s gross income. Similarly, if
a political organization expends
anyamount of its exempt function in-
come for other than an exempt func-
tion, and the expenditure results in a
direct or indirect financial benefit to
the political organization, it must in-
clude the amount of such expenditure
in its gross income. For example, if a
political organization expends exempt
function income for making an im-
provement or addition to its facilities,
or for equipment, which is not nec-
essary for or used in carrying out an
exempt function, the amount of the ex-
penditure will be included in the polit-
ical organization’s gross income. How-
ever, if a political organization expends
exempt function income to make ordi-
nary and necessary repairs on the fa-
cilities the political organization uses
in conducting its exempt function,
such amounts will not be included in
the political organization’s gross in-
come.

(2) Expenditure for an illegal activity.
Expenditures by a political organiza-
tion that are illegal or for an activity
that is judicially determined to be ille-
gal are treated as amounts not seg-
regated for use only for the exempt
function and shall be included in the
political organization’s taxable in-
come. However, expenses incurred in
defense of civil or criminal suits
against the organization are not treat-
ed as taxable to the organization. Simi-

larly, voluntary reimbursement to the
participants in the illegal activity for
similar expenses incurred by them are
not taxable to the organization if the
organization can demonstrate that
such payments do not constitute a part
of the inducement to engage in the ille-
gal activity or part of the agreed upon
compensation therefor. However, if the
organization entered into an agree-
ment with the participants to defray
such expenses as part of the induce-
ment, such payments would be treated
as an expenditure for an illegal activ-
ity. Except where necessary to prevent
the period of limitation for assessment
and collection of a tax from expiring, a
notice of deficiency will not generally
be issued until after there has been a
final determination of illegality by an
appropriate court in a criminal pro-
ceeding.

(b) Certain uses not treated as income to
a candidate. Except as otherwise pro-
vided in paragraph (a) of this section, if
a political organization:

(1) Contributes any amount to or for
the use of any political organization
described in section 527(e)(1) or news-
letter fund described in section 527(g),

(2) Contributes any amount to or for
the use of any organization described
in paragraph (1) and (2) of section 509(a)
which is exempt from taxation under
section 501(a), or

(3) Deposits any amount in the gen-
eral fund of the U.S. Treasury or in the
general fund of any State or local gov-
ernment,
such amount shall not be treated as an
amount expended for the personal use
of a candidate or other person. No de-
duction shall be allowed under the In-
ternal Revenue Code of 1954 for the
contribution or deposit described in the
preceding sentence.

(c) Excess funds—(1) General rule. Gen-
erally, funds controlled by a political
organization or other person after a
campaign or election are excess funds
and are treated as expended for the per-
sonal use of the person having control
over the ultimate use of such funds.
However, such funds will not be treated
as excess funds to the extent they are:

(i) Transferred within a reasonable
period of time by the person control-
ling the funds in accordance with para-
graph (b) of this section, or
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(ii) Held in reasonable anticipation of
being used by the political organiza-
tion for future exempt functions.

(2) Excess funds transferred at death.
Where excess funds are held by an indi-
vidual who dies, and these funds go to
the individual’s estate or any other
person (other than an organization or
fund described in paragraph (b) of this
section), the funds are income of the
decedent and will be included in the de-
cedent’s gross estate unless the estate
or other person receiving such funds
transfers the funds within a reasonable
period of time in accordance with para-
graph (b) of this section.
This paragraph (c)(2) will not apply
where the individual who dies provides
that the funds be transferred to an or-
ganization or fund described in para-
graph (b) of this section.

[T.D. 7744, 45 FR 85733, Dec. 30, 1980]

§ 1.527–6 Inclusion of certain amounts
in the gross income of an exempt
organization which is not a political
organization.

(a) Exempt organizations—General rule.
If an organization described in section
501(c) which is exempt from tax under
section 501(a) expends any amount for
an exempt function, it may be subject
to tax. There is included in the gross
income of such organization for the
taxable year an amount equal to the
lesser of:

(1) The net investment income of
such organization for the taxable year,
or

(2) The aggregate amount expended
during the taxable year for an exempt
function.
The amount included will be treated as
political organization taxable income.

(b) Exempt function expenditures—(1)
Directly related expenses. (i) Except as
provided in this section, the term ex-
empt function will generally have the
same meaning it has in § 1.527–2(c).
Thus, expenditures which are directly
related to the selection process as de-
fined in § 1.527–2(c)(1) are expenditures
for an exempt function. Expenditures
for indirect expenses as defined in
§ 1.527–2(c)(2), when made by a section
501(c) organization are for an exempt
function only to the extent provided in
paragraph (b)(2) of this section. Ex-
penditures of a section 501 (c) organiza-

tion which are otherwise allowable
under the Federal Election Campaign
Act or similar State statute are for an
exempt function only to the extent
provided in paragraph (b)(3) of this sec-
tion.

(ii) An expenditure may be made for
an exempt function directly or through
another organization. A section 501(c)
organization will not be absolutely lia-
ble under section 527(f)(1) for amounts
transferred to an individual or organi-
zation. A section 501(c) organization is,
however, required to take reasonable
steps to ensure that the transferee does
not use such amounts for an exempt
function.

(2) Indirect expenses. [Reserved]
(3) Expenditures allowed by Federal

Election Campaign Act. [Reserved]
(4) Appointments or confirmations.

Where an organization described in
paragraph (a) of this section appears
before any legislative body in response
to a written request by such body for
the purpose of influencing the appoint-
ment or confirmation of an individual
to a public office, any expenditure di-
rectly related to such appearance is
not treated as an expenditure for an ex-
empt function.

(5) Nonpartisan activity. Expenditures
for nonpartisan activities by an organi-
zation to which paragraph (a) of this
section applies are not expenditures for
an exempt function. Nonpartisan ac-
tivities include voter registration and
get-out-the-vote campaigns. To be non-
partisan voter registration and get-out-
the-vote campaigns must not be specifi-
cally identified by the organization
with any candidate or political party.

(c) Character of items included in gross
income—(1) General rule. The items of
income included in the gross income of
an organization under paragraph (a) of
this section retain their character as
ordinary income or capital gain.

(2) Special rule in determining character
of item. If the amount included in gross
income is determined under paragraph
(a)(2)(ii) of this section, the character
of the items of income is determined
by multiplying the total amount in-
cluded in gross income under such
paragraph by a fraction, the numerator
of which is the portion of the organiza-
tion’s net investment income that is
gain from the sale or exchange of a
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capital asset, and the denominator of
which is the organization’s net invest-
ment income. For example, if $5,000 is
included in the gross income of an or-
ganization under paragraph (a)(2) of

this section, and the organization had
$100,000 of net investment income of
which $10,000 is long term capital gain,
then $500 would be treated as long term
capital gain:

Capital gain

net investment income
Amount ended

on an exempt function

Portion of income
subject to tax under

tion
SS× =

× =

exp

sec

$10,

$100,
$5, $500

1201

000

000
000

(d) Modifications. The modifications
described in section 527(c)(2) apply in
computing the tax under paragraph
(a)(2) of this section. Thus, no net oper-
ating loss is allowed under section 172
nor is any deduction allowed under
part VIII of subchapter B. However,
there is allowed a specific deduction of
$100.

(e) Transfer not treated as exempt func-
tion expenditures. Provided the provi-
sions of this paragraph (e) are met, a
transfer of political contributions or
dues collected by a section 501(c) orga-
nization to a separate segregated fund
as defined in paragraph (f) of this sec-
tion is not treated as an expenditure
for an exempt function (within the
meaning of § 1.527–2(c)). Such transfers
must be made promptly after the re-
ceipt of such amounts by the section
501(c) organization, and must be made
directly to the separate segregated
fund. A transfer is considered promptly
and directly made if:

(1) The procedures followed by the
section 501(c) organization satisfy the
requirements of applicable Federal or
State campaign law and regulations;

(2) The section 501(c) organization
maintains adequate records to dem-
onstrate that amounts transferred in
fact consist of political contributions
or dues, rather than investment in-
come; and

(3) The political contributions or
dues transferred were not used to earn
investment income for the section
501(c) organization.

(f) Separate segregated fund. An orga-
nization or fund described in section
527(f)(3) is a separate segregated fund.

To avoid the application of paragraph
(a) of this section, an organization de-
scribed in section 501(c) that is exempt
from taxation under section 501(a)
may, if it is consistent with its exempt
status, establish and maintain such a
separate segregated fund to receive
contributions and make expenditures
in a political campaign. If such a fund
meets the requirements of § 1.527–2(a)
(relating to the definition of a political
organization), it shall be treated as a
political organization subject to the
provisions of section 527. A segregated
fund established under the Federal
Election Campaign Act will continue
to be treated as a segregated fund when
it engages in exempt function activi-
ties as defined in § 1.527–2(c), relating to
State campaigns.

(g) Effect of expenditures on exempt sta-
tus. Section 527(f) and this section do
not sanction the intervention in any
political campaign by an organization
described in section 501(c) if such activ-
ity is inconsistent with its exempt sta-
tus under section 501(c). For example,
an organization described in section
501(c)(3) is precluded from engaging in
any political campaign activities. The
fact that section 527 imposes a tax on
the exempt function (as defined in
§ 1.527–2(c)) expenditures of section
501(c) organizations and permits such
organizations to establish separate seg-
regated funds to engage in campaign
activities does not sanction the partici-
pation in these activities by section
501(c)(3) organizations.

[T.D. 7744, 45 FR 85734, Dec. 30, 1980]
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§ 1.527–7 Newsletter funds.
(a) In general. For purposes of this

section, a fund established and main-
tained by an individual who holds, has
been elected to, or is a candidate (with-
in the meaning of section 41(c)(2)) for
nomination or election to, any Federal,
State, or local elective public office for
the use by such individual exclusively
for an exempt function, as defined in
paragraph (c) of this section, shall be a
newsletter fund. If assets of a news-
letter fund are used for any purpose
other than the exempt function of the
newsletter fund as defined in paragraph
(c) of this section, such amount shall
be treated as expended for the personal
use of the individual who established
and maintained such fund. In addition,
future contributions to such fund are
treated as income to the individual
who established and maintained the
fund. In such a case, the facts and cir-
cumstances may indicate that the fund
was never established and maintained
exclusively for an exempt function as
defined in paragraph (c) of this section.

(b) Determination of taxable income. A
newsletter fund shall be treated as if it
were a political organization for pur-
poses of determining its taxable in-
come. However, the specific $100 deduc-
tion provided by section 527(c)(2)(A)
shall not be allowed.

(c) Exempt function. For purposes of
this section, the exempt function of a
newsletter fund consists solely of the
preparation and circulation of the
newsletter. Among the expenditures
treated as preparation and circulation
expenditures of the newsletter are:

(1) Secretarial services,
(2) Printing,
(3) Addressing, and
(4) Mailing.
(d) Nonexempt function purposes.

Newsletter fund assets may not be used
for campaign activities. Therefore, an
exempt function of a newsletter fund
does not include:

(1) Expenditures for an exempt func-
tion as defined in § 1.527–2(c) or

(2) Transfers of unexpended amounts
to a political organization described in
section 527(e)(1).

(e) Excess funds. Excess funds held by
a newsletter fund which has ceased to
engage in the preparation and circula-
tion of the newsletter are treated as

expended for the personal use of the in-
dividual who established and main-
tained such fund. However, to the ex-
tent such excess funds are within a rea-
sonable period of time:

(1) Contributed to or for the use of
any organization described in para-
graph (1) or (2) of section 509(a) which
is exempt from taxation under section
501(a),

(2) Deposited in the general fund of
the U.S. Treasury or in the general
fund of any State or local government
(including the District of Columbia), or

(3) Contributed to any other news-
letter fund as described in paragraph
(a) of this section,
the excess funds are not treated as ex-
pended for the personal use of such in-
dividual. In such a case the individual
is not allowed a deduction under the
Internal Revenue Code of 1954 for such
contribution or deposit.

[T.D. 7744, 45 FR 85735, Dec. 30, 1980]

§ 1.527–8 Effective date; filing require-
ments; and miscellaneous provi-
sions.

(a) Assessment and collections. Since
the taxes imposed by section 527 are
taxes imposed by subtitle A of the
Code, all provisions of law and of the
regulations applicable to the taxes im-
posed by subtitle A are applicable to
the assessment and collection of the
taxes imposed by section 527. Organiza-
tions subject to the tax imposed by sec-
tion 527 are subject to the same provi-
sions, including penalties, as are pro-
vided for corporations, in general, ex-
cept that the requirements of section
6154 concerning the payment of esti-
mated tax do not apply. See, generally,
sections 6151, et. seq., and the regula-
tions prescribed thereunder, for provi-
sions relating to payment of tax.

(b) Returns. For requirements of fil-
ing annual returns with respect to po-
litical organization taxable income, see
section 6012 (a) (6) and the applicable
regulations.

(c) Taxable years, method of account-
ing, etc. The taxable year (fiscal year or
calendar year, as the case may be) of a
political organization is determined
without regard to the fact that such or-
ganization may have been exempt from
tax during any prior period. See sec-
tions 441 and 446, and the regulations
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thereunder in this part, and section
7701 and the regulations in Part 301 of
this chapter (Regulations on Procedure
and Administration). Similarly, in
computing political organization tax-
able income, the determination of the
taxable year for which an item of in-
come or expense is taken into account
is made under the provisions of sec-
tions 441, 446, 451, 461, and the regula-
tions thereunder, whether or not the
item arose during a taxable year begin-
ning before, on, or after the effective
date of the provisions imposing a tax
upon political organization taxable in-
come. If a method for treating bad
debts was selected in a return of in-
come (other than an information re-
turn) for a previous taxable year, the
taxpayer must follow such method in
its returns under section 527, unless
such method is changed inaccordance
with the provisions of § 1.166–1. A tax-
payer who has not previously selected
a method for treating bad debts may,
in its first return under section 6012 (a)
(6), exercise the option granted in
§ 1.166–1.

(d) Effective date. Except as provided
in paragraph (b)(2) of § 1.527–6 and in
paragraph (a) of § 1.527–9, the regula-
tions under section 527 apply to taxable
years beginning after December 31,
1974.

[T.D. 7744, 45 FR 85735, Dec. 30, 1980; as
amended by T.D. 8041, 50 FR 30817, July 30,
1985]

§ 1.527–9 Special rule for principal
campaign committees.

(a) In general. Effective with respect
to taxable years beginning after De-
cember 31, 1981, the tax imposed by sec-
tion 527(b) on the political organization
taxable income of a principal campaign
committee shall be computed by multi-
plying the political organization tax-
able income by the appropriate rates of
tax specified in section 11(b). The polit-
ical organization taxable income of a
campaign committee not a principal
campaign committee is taxed at the
highest rate of tax specified in section
11(b). A candidate for Congress may
designate one political committee to
serve as his or her principal campaign
committee for purposes of section
527(h)(1). If a designation is made, it
shall be made in accordance with the

requirements of paragraph (b) of this
section. A candidate for Congress may
have only one designation in effect at
any time. Under 11 CFR 102.12, no polit-
ical committee may be designated as
the principal campaign committee of
more than one candidate for Congress.
Further, no political committee that
supports or has supported more than
one candidate for Congress may be des-
ignated as a principal campaign com-
mittee. No designation need be made
where there is only one political cam-
paign committee with respect to a can-
didate.

(b) Manner of designation. If a can-
didate for Congress elects to make a
designation under section 527(h) and
this section, he or she shall designate
his or her principal campaign com-
mittee by appending a copy of his or
her Statement of Candidacy (that is,
the Federal Election Commission Form
2, or equivalent statement that the
candidate filed with the Federal Elec-
tion Commission under 11 CFR
101.1(a)), to the Form 1120–POL filed by
the principal campaign committee for
each taxable year for which the des-
ignation is effective. This designation
may also be made by appending to the
Form 1120–POL statement containing
the following information: The name
and address of the candidate for Con-
gress; his or her taxpayer identifica-
tion number; his or her party affili-
ation and the office sought; the district
and State in which the office is sought;
and the name and address of the prin-
cipal campaign comittee. This designa-
tion shall be made on or before the due
date (as extended) for filing Form 1120–
POL. Only a candidate for Congress
may make a designation in accordance
with this paragraph.

(c) Manner of revoking designation. A
designation of a principal campaign
committee that has been filed in ac-
cordance with this section may be re-
voked only with the consent of the
Commissioner. In general, the Commis-
sioner will grant such consent in every
case where the candidate for Congress
has revoked his or her designation in
compliance with the requirements of
the Federal Election Commission by
filing an amended Statement of Orga-
nization or its equivalent pursuant to
11 CFR 102.2(a)(2). In the case of the
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revocation of the designation of a prin-
cipal campaign committee by a can-
didate followed by the designation of
another principal campaign committee
by such candidate, for purposes of de-
termining the appropriate rate of tax
under section 11(b) for a taxable year,
the political organization taxable in-
come of the first principal campaign
committee shall be treated as that of
the subsequent principal campaign
committee. In a case where consent to
revoke a designation of a principal
campaign committee is granted and a
new designation is filed, the Commis-
sioner may condition his consent upon
the agreement of the candidate for
Congress to insure compliance with the
preceding sentence.

[T.D. 8041, 50 FR 30817, July 30, 1985]

HOMEOWNERS ASSOCIATIONS

§ 1.528–1 Homeowners associations.
(a) In general. Section 528 only ap-

plies to taxable years of homeowners
associations beginning after December
31, 1973. To qualify as a homeowners as-
sociation an organization must either
be a condominium management asso-
ciation or a residential real estate
management association. For the pur-
poses of Section 528 and the regulations
under that section, the term home-
owners 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 manage-
ment association is confined to the de-
velopers and the owners of the units,
residences, or lots. Furthermore, mem-
bership in either type of association is
normally required as a condition of
such ownership. However, if the mem-
bership 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 sec-
tion 528.

(b) Condominium. The term condo-
minium means an interest in real prop-

erty consisting of an undivided interest
in common in a portion of a parcel of
real property (which may be a fee sim-
ple estate or an estate for years, such
as a leasehold or subleasehold) to-
gether with a separate interest in space
in a building located on such property.
An interest in property is not a condo-
minium unless the undivided interest
in the common elements are vested in
the unit holders. In addition, a condo-
minium 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 subdivi-
sion, 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 admin-
ister and enforce covenants relating to
the architecture and appearance of the
real estate development as well as to
perform certain maintenance duties re-
lating to common areas.

(d) Tenants. Tenants will not be con-
sidered members for purposes of meet-
ing the source of income test under
section 528(c)(1)(B) and § 1.528–5. How-
ever, the fact that tenants of members
of a homeowners association are per-
mitted to be members of the associa-
tion will not disqualify an association
under section 528(c)(1) if it otherwise
meets the requirements of section
528(c) and these regulations.

[T.D. 7692, 45 FR 26321, Apr. 18, 1980]

§ 1.528–2 Organized and operated to
provide for the acquisition, con-
struction, management, mainte-
nance and care of association prop-
erty.

(a) Organized and operated—(1) Orga-
nized. To be treated as a homeowners
association an organization must be or-
ganized 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
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