Section 277.—Membership
Organizations

Deductions of section 277 member-
ship organizations. Thisruling illustrates
the operation of section 277. Member-
ship organizations subject to section 277
can take allowable deductions attributable
to providing goods and services to mem-
bers only to the extent of member income
in computing the organization’s taxable
income. Excess deductions are not de-
ductible against nonmember income but
are allowable as deductions against mem-
ber income in succeeding years. Other
allowable deductions are fully deductible,
including deductible against member in-
come, in computing taxable income.
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ISSUE

(1) Whether amembership organization
described in section 277(a) of the Inter-
nal Revenue Code may offset |osses gener-
ated from the provision of goods and ser-
vices to members during the current year
against income earned from the provision
of goods and services to nonmembers dur-
ing the current year?

(2) Whether amembership organization
described in section 277(a) of the Inter-
nal Revenue Code may offset |0sses gener-
ated from the provision of goods and ser-
vices to nonmembers during the current
year against income earned from the pro-
vision of goods and services to members
during the current year?

FACTS

Club Aisataxablesocia club that oper-
atesagolf course, tennis courts and aclub-
house (including a restaurant) primarily
for the benefit of its members. A has sig-
nificant nonmember source income from
use of the clubhouse by the general public
for wedding receptions, anniversary par-
ties and specia events. The nonmember
use of the clubhouse is atrade or business.
A dso has investment income. Over a
four-year period, after deducting allowable
expenses, A has the following amounts of
income (or loss) derived from the provi-
sion of goods and servicesto membersand
nonmembers and from investments:

In Year 1, A has a loss of $2,000 from
member transactions, income of $3,500
from nonmember transactions, and invest-
ment income of $500.

In Year 2, A hasincome of $1,500 from
member transactions, income of $3,000
from nonmember transactions, and invest-
ment income of $500.

In Year 3, A hasincome of $2,250 from
member transactions, income of $2,500
from nonmember transactions, and invest-
ment income of $500.

In Year 4, A hasincome of $1,000 from
member transactions, alossof $2,000 from
nonmember transactions, and investment
income of $500.

LAW

Section 277(a) applies to taxable so-
cial clubs or other taxable membership or-
ganizations operated primarily to provide
goods or services to members.

Section 277(a) generally provides that
deductionsfor the taxable year attributable
to furnishing services, insurance, goods, or
other items of value to members shall be
allowed only to the extent of income de-
rived during that year from members or
transactions with members. If for any tax-
able year such member-transaction deduc-
tions exceed member income, the excess
shall be treated as a deduction attributable
to furnishing services, insurance, goods, or
other items of valueto memberspaid or in-
curred in the succeeding taxable year.

Section 277(a) only applies to trans-
actions with members. As a result, de-
ductions for a taxable year attributable to
furnishing services to members in excess
of member income earned during such
taxable year are not permitted to offset
income derived from transactions with
nonmembers (nonmember income) during
such taxable year. Instead, the excess
deductions are permitted to reduce in-
come derived from furnishing services to
members in the next succeeding taxable
year. Moreover, investment income gen-
eraly constitutes nonmember income for
purposes of section 277, and, therefore,
investment income cannot be offset by
expenses of providing goods and services
to members. See Concord Consumers
Housing Cooperative v. Commissioner,
89 T.C. 105 (1987).

Section 172 generally providesfor ade-
duction of net operating losses, and thetax-
ableyearstowhich the net operating losses
may be carried back or carried forward.

ANALY SIS

Section 277(a) applies to A. Consistent
with the analysis in Concord Consumers
Housing Cooper ative, the fact that some or
al of the principa generating A’'s invest-
ment income came from members does not
cause the investment income to be treated
as member income. As A’sinvestment in-
come is not otherwise derived from trans-
actions with members, A’s investment in-
come is nonmember income for purposes
of section 277.



Section 277(a) applies to A's member
and nonmember income and |osses as fol-
lows:

Year 1

Income/(loss)
before loss carryforward

Minus loss carried forward
Income/(loss)

Loss carryforward

Year 2

Income/(1oss)
before loss carryforward

Minus loss carried forward
Income/(loss)

Loss carryforward

Year 3

Income/(loss)
before loss carryforward

Minus loss carried forward
Income/(loss)

Loss carryforward

Year 4

Income/(1oss)
before loss carryforward

Minus loss carried forward
Income/(10ss)

Loss available for
carryback or carryforward

In Year 1, A has aloss of $2,000 from
providing goods and services to members.
A cannot deduct thisloss against nonmem-
ber income. Thelossis carried forward to
Year 2 as an expense of providing goods
and services to members in the next suc-
ceeding taxable year. Thus, A has zero
member income in Year 1. A has $4,000
in nonmember income in Year 1 ($3,500

Member Income

Nonmember Income

Taxable Income

(2,000) 4,000

N/A N/A
(2,000) 4,000 4,000
(2,000) -0-

1,500 3,500
(2,000) -0-

(500) 3,500 3,500
(500) -0-

2,250 3,000

(500) -0-

1,750 3,000 4,750
-0 - -0 -

1,000 (1,500)

-0 - -0 -

1,000 (1,500) (500)
-0- (500)

+ 500). A’'staxable income in Year 1 is
$4,000 ($0 + $4,000).

In Year 2, A has income before any
loss carryforward of $1,500 from provid-
ing goods and services to members. A
deductsthe $2,000 net loss carried forward
from Year 1 against its member income
of $1,500, resulting in a member loss of
($500) in Year 2 ($1,500 - $2,000). The
$500 unused net loss carryforward from

Year 1 is carried to Year 3 as an expense
of providing goods and services to mem-
bersin the next succeeding taxable year. A
has $3,500 in nonmember income in Year
2 ($3,000 + $500). A’'staxable incomein
Year 2 is $3,500 ($0 + $3,500).

In Year 3, A hasincome of $2,250 from
providing goods and services to members.
A deductsthe $500 net loss carried forward
from Year 2 against its member income



of $2,250, resulting in member income of
$1,750 in Year 3 ($2,250 - $500). A has
$3,000 in nonmember income ($2,500 +
$500). A’s taxable income in Year 3 is
$4,750 ($1,750 + $3,000).

In Year 4, A hasincome of $1,000 from
providing goods and services to members
and no loss carryforward deduction from
Year 3. A's member income in Year 3 is
$1,000. A has a $1,500 nonmember loss
(($2,000) + $500). A offsets its nonmem-
ber |oss against its member income, result-
ing in a taxable loss in Year 4 of $500
($1,000 - $1,500). If the $500 loss satis-
fiesthe requirements of section 172, A has
anet operating loss of $500 that, subject to
the net operating loss rules of section 172,
may be used in calculating taxable income
for other taxable years.

HOLDINGS

(1) A taxable socia club's loss from
transactions with members does not off-
set nonmember income, but instead is car-
ried forward to the next succeeding tax-
able year as expenses incurred in provid-
ing goods and services to members.

(2) A taxable socia club's loss from
transactions with nonmembersis fully de-
ductible against both nonmember income
and member income.
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