
They must also follow certain Internal Rev-
enue Code (“IRC”) sections that apply to

Condominium Associations.  Income taxes for a
CCA are not merely calculated by subtracting
expenses from income and applying an income tax
rate to the net amount.  CCA income taxes are
much more complicated.

Fund Account Should Be Used

The first important concept that you should
understand is that CCA’s should be using fund
accounting in order to possibly reduce their
income tax liability.  The following types of funds
can be used:
1. Operating – This fund is for budgeted esti-
mated common area costs of maintenance
and operations.

2. Repair and Replacement (Reserve) – This
fund is used to accumulate funds for future
major repairs and replacement of existing
common area components.  The Illinois Con-
dominium Property Act states that an Associa-
tion must maintain reasonable reserves.  One
method to determine reasonable reserves is to

have a reserve study prepared.  It is recom-
mended that the reserve study be prepared by
an outside engineering firm.

3. Capital Improvement – This fund is desig-
nated for the acquisition or construction of new
common area components not in existence cur-
rently.

4. Contingency/Deferred Maintenance – This is
a separate operating fund that can be used for
large periodic maintenance items such as painting
and caulking.

IRC Section 118 allows capital (reserve)
assessments to be excluded from gross income
and therefore treated as non-taxable on Federal
Form 1120, if the Association meets the following
guidelines:
1. The purpose of the assessment must be cap-
ital in nature.  The reserve study supports the
purpose of the capital assessment.  However,
painting, even if included in the reserve study,
is considered an operating assessment, not a
capital assessment.

2. Association Members must have advance
notice.  Distributing copies of the budget to
the members is considered advance notice.

3. The assessment must be accounted for as a
capital contribution and held for that purpose.
The books and records of the Association and
the budget should segregate operating and
reserve (capital) activities.  Consequently, the
Association benefits from using fund
accounting.

4. Reserve (capital) assessments should be
deposited into a separate account and reserve
expenses should be paid out of this separate
account.  An Association can pay for capital
expenditures out of the operating fund
account as long as the reserve account reim-
burses the operating fund account in a rela-
tively short period of time.

Segregate Membership And 
Non-Membership Activities

Another important concept that one should
understand is that CCA’s are subject to IRC Section
277.  Under this section, Associations must limit its
deductions taken against membership income.
For that reason, Associations must segregate mem-
bership and non-membership activities for income
tax purposes.  Associations can be taxed on both
net membership income and net non-membership
income.  Membership income is generally defined
as gross income received from its members.  Non-
membership income is generally considered to be
income from investments and income received
from non-members.  Through various court cases,
the Internal Revenue Service (“IRS”) has provided
guidance as to which expenses are eligible to be
allocated against non-membership income and
how to calculate the deductible portion of these
expenses.

An Association’s tax liability depends upon
whether they have net membership and net non-
membership income or loss.

If the Association has a net non-membership
income, the Association is taxed at regular corpo-
rate income tax rates.  If the Association has a net
non-membership loss, the loss can be carried for-
ward for twenty years or backwards for two years.
Currently there is debate in the industry on
whether an Association can offset net membership
income with a net non-membership loss.

If an Association has a net membership loss,
that loss can be carried forward to future years.  If
the Association has net membership income, the
Association will incur an income tax liability on this
net income at the regular corporate income tax
rates or it has another choice. $
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Income Taxes For Commercial Condominium Associations…
Are They The Same As Commercial Rental Properties?
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If you are a recent owner or property manager managing a Commercial Condo-
minium Association (“CCA”), you must understand that both accounting and
income taxes for a CCA are significantly different than a Commercial Rental
Property.  CCA’s are required to follow the Illinois Condominium Property Act
and the by-laws and declaration of the Association.  

Reprinted with permission of MCD Media, T:630-932-5551, mdavids@condolifestyles.net.
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