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Forming e Afordable Housing onproA( Developer

im

e Affordable Housing onproAL Developer
By Brent C. Shaffer
By
Brent C. Shaffer

ho'l iven
thethe
desire
many
ho'l
iven
desireofof
manytotoincrease
increase the
the producproduction of
housing at
atlow
low cost,
cost,itit is
is
of simple, decent
decent housing
Uironic
that the
the more affordable
the housing,
housing, the
Uironic that
afordable the
more elaborate
elaborate and
andcomplex
complexisisthe
thetask
tasktotobuild
buildit.
it. This
This
truism holds for setting
setting up
up the
theaffordable
afordable housing
housing
developer
itself. The
The affordable
afordable housing
developer itself.
housing development
development
entity
can
never
be
considered
as
something that
that can
can be
be
entity can never
as something
established"off
"off the
the shelf."
shelf." Every affordable houshouseasily established
to be
be thought
thought out
out very
very
ing development entity needs
needs to
type of
of formation document
document is
is
carefully before any type
any document
documentisisfiled
filed with
with the IRS,
IRS, or
or any
any
drafted, any
promisedboard
boardororofficer
offcer positions.
positions.
individuals are
are promised
This article
articlediscusses
discusses issues that should be considered
in drafting
drafting the
the affordable housing entity's organizational
documents, applying
applying for
for tax-exempt
documents,
tax-exempt status,
status, and setting
up its
its board
control structure.
that the
the
up
board and
and control
structure. ItIt assumes
assumes that
set up
up as
asaanonprofit
nonproft corporation,
corporation,
corporation is to be set
with a true charitable
charitable purpose
purposeand
andnot
notaaprofit
proft motive,
motive,
with
purpose of
of creating
creatingor
orenhancing
enhancingaffordable
afordable
for the purpose
housing, either
either for
for sale
saleor
orfor
for rent.
rent.The
Thecorporation
corporationwill
will
housing,
need to
to qualify
qualify as tax-exempt under the
the Internal
Internal
need
Revenue Code
Code in
in order
order to
to attract
attract the
the maximum
maximum amount
amount
Revenue
Brent C. Shaffer
is aa partner with
Shafer is
with Young Conaway
Conaway
Stargatt &
& Taylor,
Taylor, LLP,
LLP in
is
Stargatt
in Wilmington,
Wilmington,Delaware,
Delaware, and
and is
an associate
associate articles
articles editor
Probate &
& Property.
Property.
an
editor for
forProbate

of equity contributions. In the nonprofit
nonproft context,
context, corporations
provide the advantages
advantagesof
ofliability
liability protection to members,
members,
officers, and directors without the countervailing consideration that argues
againstusing
usingfor-profit
for-proft corporations
corporations in
in real
real
argues against
estate
projects:
the
taxation
of
both
corporate-level
income
estate projects: the taxation of both corporate-level income
and personal
personal income
income (on
(on distributions
distributions to the members
members or
or
shareholders)
and
capital
gains
at
the
corporate-level
on
shareholders) and capital gains at the corporate-level on
appreciated
real estate
estateowned
ownedby
bythe
thecorporation.
corporation.
appreciated real
The developer
developer in
in aatax
taxcredit
creditdeal
dealmust
mustbe
bea afor-profit
for-proft
entity
that
can
pass
through
the
income
tax
credits
awarded
entity that can pass through the income tax
awarded
to tax credit
credit investors,
investors,which
whichwill
will themselves
themselvesbe
befor-profit
for-proft
entities
use of
of the
the tax
tax credits.
credits. For
For these
reaentities that
that can
can make
make use
these reasons,
the
tax
credit
project
development
entity
needs
to
sons, the tax credit
entity needs be aa
limited partnership
or
limted
liability
company
partnership or limited liability company that
that meets
meets
numerous
requirements
of
both
the
IRS
and
tax
credit
numerous requirements of both the IRS and tax credit
investors. See Stephanie M. M.
M.Smith,
Smith,Partnership
PartnershipAgreements
Agreements
in
Tax
Credit
Projects,
Prob.
&
Prop.,
Jan./Feb.
2007,atat61.
in Tax Credit Projects, Prob. & Prop., Jan./Feb. 2007,
61.The formation
formation of
of aa development
development entity
entity that
that uses
uses either
housingtax
taxcredits
credits(LTHTC)
(LIHTC) or historic tax
tax credcredlow-income housing
its is outside the scope
scope of
of this
this article.
article.

Organizational
Organizational Documents
As a practical matter,
matter, in
in most
most jurisdictions
jurisdictions the
the formation
formation of
the nonprofit affordable
affordable housing
housing development corporation is
mechanically accomplished
accomplished like
like any other corporation,
corporation,
through the familiar
familiar process
process using three primary documents.
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A formation
formation document
document is filed by an
"incorporator"
attorney
"incorporator" (usually
(usually the
the attorney
who has
prepared
the
document)
with
has prepared the document) with
the
proper
state
office.
Written
bylaws
the proper state office. Written bylaws
are prepared,
prepared, setting
settingforth
forth more
more detail
detail
about
the
corporation's
books,
about the corporations books, manmanagement,
anddaily
daily operations.
operations. An
An
agement,
and
organizational
action
is
then
undertakorganizational action is then undertaken by
by the
the incorporator
incorporator (or
(or by
by the
en
the
board
of
directors,
if
the
initial
board of directors, if the initial board
board
of directors is named
in the
the formation
formation
named in
document) to adopt the bylaws and
elect the
the corporation's
corporation'sinitial
initialofficers,
offcers,
elect
see,
e.g.,
Del.
Code
Ann.
tit.
§
see, e.g., Del. Code Ann. tit. 8, 8,
§ 108(a),
108(a),
and
the
action
needs
to
be
memorialand the action needs to be memorialcorporate minutes
minutesor
orin
in aawritwritized in corporate
ten action by unanimous consent.
Preparing these
these three
threedocuments
Preparing
documents
and satisfying
satisfying these
these straightforward.
straightforward.
and
mechanical
basicsare
aresurprisingly
surprisinglydifdfmechanical basics
ficult
foran
anafordable
affordablehousing
housingdeveldevel-f
icult for
oper. The
The documents
documentscannot
cannotbebe
oper.
finalfinalwithout consideration of several
ized without
issues, which
which can
can be
becategorized
categorizedinto
issues,
into
concern. First,
First,
four primary
primary areas
areas of concern.
the corporation's
corporation's structure
structure must
must allow
allow
the
nonprofit affordable
afordable housing
the nonprofit
housing corthe maximum
maximum numnumporation to obtain the
and grants
grantsitit seeks.
seeks.All
All of
of
ber of loans and
these funding
funding sources
sourceswill
will have
have their
their
these
own requirements for structure and
documentation. Second, the
the organizaorganization's documents
documents must
must be
becrafted,
crafed, and
and
tion's
the corporation
corporation must
operate, in
in a
the
must operate,
a that enables
the corporation
corporation to
to
way
enables the
and later
later maintain,
maintain, its
its taxtaxobtain, and
exempt status
statusininthe
theeyes
eyesofofthe
theIRS.
exempt
IRS.
Third, the
Third,
the documents
documents must ensure
ensure
that the
the entity
entity operates
operateswithin
within the
the priprithat
mary philanthropic
philanthropic purpose
of the
the
mary
purpose of
corporation, as
marketed to
to the
the procorporation,
as marketed
pro- donors
ject's
other sponsors.
ject's
donors and
and other
sponsors.
Finally, the
structure
Finally,
the corporation's structure
must satisfactorily
satisfactorily address
control
must
address control
issues, such
suchas
asmaintaining
maintainng the
the power
power
issues,
of a "sponsor"
"sponsor" that
that is
is the
the primary
primary
of
driver or
up
or source of funds in setting up
the nonprofit
nonprofit corporation
corporation or
or addressaddressing the concerns
of various stakeholdconcerns of
ers in
in the
the philanthropic
philanthropic purpose
purpose of
of the
the
ers
as the
thecommunity
community in
in
corporation, such as
which the housing will
will be
be developed.
The potential
potential sources
of debt and
sources of
equity funds
and
equity
funds can
can be
be numerous,
numerous, and
every affordable
afordable housing project
nearly every
will use
source. For
For
will
use more
more than
than one source.
example, projects
projectsinvolving
involving new
newor
example,
or
30
30

In some
as Pennsylvania,
Pennsylvania,
In
some states such as
housing for
for sale
sale or
or for
for
rehabilitated housing
Document
rent may
may seek
seek loans
loans(or,
(or,in
inexceptional
special, distinct
distinct
typeatknown
a special,
entityhosted
known as
as
rent
http://www.jdsupra.com/post/documentViewer.aspx?fid=3e37788d-e137-41a1-9e63-9f1561bd12b5
exceptional
a
"nonprofit corporation"
cases,grants)
grants)
fromthe
theapplicable
applicablestate
a "nonprofit
corporation"can
can be
be creatcreatcases,
from
state
or local
administrator of
of
ed under the
the state
state corporation
corporation
or
local governmental
governmental administrator
statutes. See
See 15
15 Pa.
Pa. Cons.
Cons. Stat.
Stat. §§ 5101
5101
housing development
development funds
funds (HDF)
(HDF) or
or
housing
seq.This
This special
specialentity
entitytype
typeoften
ofen
et seq.
funds (HTFs)
(HTFs) available
available in
in
housing trust funds
enjoys certain
certain filing
filing and reporting
many states,
states,see,
see,e.g.,
e.g.,MY.
N.YPriv
Priv.Hous.
enjoys
many
Hous.
requirement advantages
at the
the state
state
Fin.
Law §
et seq.;
seq.;loans
loansororgrants
requirement
advantages at
Fin.
Law
§ 570
570 et
grants
level when
under HUD's
HUD's HOME
HOME Investment
level
when compared
compared to
to aa standard
standard
under
Investment
Partnerships
program, 42
42 U.S.C.
U.S.C.
be used
usedifif
corporation, so it should be
Partnerships program,
possible. In
In other states,
the entity
entity is
is
seq.; or
or grants
grants or
or loans
loansfrom
from
possible.
states, the
§ 12741 et seq.;
qualified
simply a "corporation" formed under
under
financial institutions as aa qualified
the state's
state's general
generalcorporation
corporation law.
law.
the
"Community Development
The "nonprofit"
"nonprofit" label
The
labelin
insuch
such states
states
under the
theU.S.
U.S.Office
Offce of
of
Corporation" under
Currency's regregmerely means that the corporation has
the Comptroller of the Currency's
ulations,12C.F.R.
C.FR. § 24.1 et seq.,
seq., which
which
favorable ruling
ruling on taxreceived aa favorable
ulations,l2
status from
from the IRS.
of the
the financial
financial
exempt status
count for purposes
purposes of

institution's Community Reinvestment
institutions

In some
a a
In
somestates,
states,
special, distinct
special,
distinct
entity
type
known
entity type known
as
asaa"nonprofit
"nonprofit
corporation"
cancan
be be
corporation"
created under
the the
statestate
created
under
corporation statutes.
corporation
statutes.
Act requirements.
Act
requirements. The
The developer
developer also
also
loans from
from Fannie Mae
may seek
seek loans
Delegated
as the
the
Delegated Lenders
Lenders such
such as
Enterprise
Social
Investment
Enterprise Social Investment
Corporation or
or from
from aa sponsor
sponsor bank
Federal Home
Home Loan
Loan Bank's
under the Federal
Affordable Housing
Rental
Affordable
Housing Program.
Program. Rental
multi-family housing
multi-family
housing projects
projects on
on aa
scalemay
mayseek
seekmulti-family
multi-family bond
bond
large scale
financing from
financing
from government
government issuers.
issuers.
also may
may be
be available
available under
Funds also
HUD's Community Development
HUD's
Block Grant
Program (CDBG),
(CDBG), which
which
Block
Grant Program
are allocated
allocated for
for use
use in
in blighted
blighted comcomare
administered by
by the
the local
local
munities and administered
city, county
city,
county,or
orstate
state that
that receives
receives the
allocation.
See42
42U.S.C.
U.S.C.§ §5301
5301
allocation. See
et et
seq.

seq.
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Incorporation
Certificate of Incorporation
As a starting point, the state
state in
in which
which
corporation is
is being
beingformed
formedwill
will
the corporation
require filing
with the
the appropriate
appropriate
filing with
state
office of
of "articles of incorporaincorporastate office
tion,
"charter," or aa "certificate
tion,""aa "charter,"
"certifcate of
of
incorporation" for
the
affordable
for the afordable
housing developer. In most states
this
states this
office will
office
willbe
bethe
theSecretary
Secretary of
of State.
State.
the requirements
requirements for
for
In most states
states the
the certificate
of incorporation
incorporation are
are
certifcate of
minimal. For
minimal.
For example,
example, under the
statute, only
only six items are
are
Delaware statute,
required to
to be
becontained
containedininthe
thecertificertifrequired
name of
of the
the corporation,
corporation,
cate: the name
street address
addressof
of the
the corporation's
corporation's regregistered
offce
in
Delaware,
name
of
the
istered office in Delaware,
the
corporation's resident agent, nature
nature of
of
the corporation's business,
business, number
number of
of
stock shares
to be
be issued
issued(if
(if any),
any),
shares to
incorporator's name
incorporator's
name and
and address,
address, and
(if desired)
(if
desired) name
name and mailing addressaddresses
es of
of the
the initial
initial directors. Del. Code
Ann. tit.
Theseare
areall
allfairly
fairly
tit. 8,
8, § 102. These
easy
to
supply,
except
for
the
initial
easy to supply, except for the initial
directors. As
As discussed
discussed below, the
makeup
makeup of
of the
the board
board of
of directors
directors of
of
the
housing nonprofit
the affordable
afordable housing
nonproft is
quite critical. Though often
not done,
ofen not
including them
them in
in the
theinitial
initial certificate
certifcate
so that
that their
their powers are
are
is advisable so
established
established immediately
immediately in
in place
place of
of
the powers otherwise held by the
incorporator. Id. § 108(a).
Most affordable housing developers will
will want
of any
any
want to
to take
take advantage
advantage of
ability under
applicable jurisdicjurisdicability
under the applicable
tion's corporate
corporate statutes
statutestotolimit
limit in
in the
the
certificate
the personal
personal liability
certifcate the
liability of

the corporation
corporation itself
itself or to
directors to the
for moneits stockholders or members
members for
tary damages
damages for
for breach
breachof
offiduciary
fiduciary
e.g., id.
id.
duty as a director. See, e.g.,
102(b)(7).That
Thatlimitation
limitationmay
may
§ 102(b)(7).
be
necessary
to recruit
recruit directors. The cerbe
necessary
to
tifcate isisalso
tificate
also the
the appropriate
appropriate document
ment in
in which to provide
provide for
for the
the corcorporation'sindemnification
indemnificationofofits
itsoffioffporation's
and directors.
directors.
cers and
In setting forth the "nature of the
corporation's business,"
business,"the
thecertificate
certifcate
corporation's
should give
give aafull.-blown
full-blown statement
of
should
statement of
the mission of the organization.
Clarity of
mssion and
and
Clarity
of the
the developer's
developer's mission
purpose will
will be
purpose
be essential to almost
everyone-the directors,
directors,officers,
offcers, and
and
everyone-the
volunteers who are advancing the
the IRS
IRS
affordable housing projects; the
(which needs
to know
know that the
the corpocorpo(which
needs to
operated only
only for
for a charration can be operated
itable purpose,
see,e.g.,
e.g.,Rev.
Rev Rul.
Rul.
itable
purpose, see,
2006-27, 2006-1 C.B.
C.B. 915)
915) and
and those
2006-27,2006-1
those
institutions
that
that will
will be providing
and loans
loans to
to the
the corporation.
corporation.
grants and
Because the
the mission
mission statement is so
Because
important, itit ought
ought to
tobe
beininthe
thecertificertifimportant,
cate as
as well
well as
as the
the bylaws
bylaws because
becauseitit is
is
cate
ordinarily more difficult
difficult to
the
ordinarily
toamend
amend the
certifcate than
certificate
thanthe
the bylaws,
bylaws, and
and so that
actions taken outside the
the approved
approved
scope of
of activities can be disavowed
disavowed
scope
as
ultra vires.
as ultra
purpose or
or mission
mission
Describing the purpose
of the corporation
corporation in
in the
the certificate
certifcate is
truly
truly aa balancing
balancing act,
act, based
based on the
particular project
particular
project and
and its expected
sources
offinancing.
financing.To
Toqualify
qualify for
for
sources of
tax-exempt status under the
the federal
federal
tax code, it is essential to state
state that
that the
the
corporation is organized
organized "exclusively
"exclusively
charitable,scientific
scientifc or
or
for religious, charitable,
educational purposes
purposeswithin
within the
the
meaning of
of section
section 501(c)(3)
501(c)(3) of the
Internal
as
Internal Revenue
Revenue Code of 1986 as
amended or
or aa corresponding
corresponding section
section
amended
federal tax
tax code."
code."IfIf
of any future federal
misappropriate for the developer's
developer's misthe purpose
purposeininthe
thecertificate
certifcate
sion, the
also might
might be
be crafted
crafed even more
more narnaralso
rowly
to fall
fall within
within the
rowly so
so as
as to
the "safe
harbor"
harbor" that
that the
the IRS
IRS has
has established
established
for a favorable determination
determination of
of taxfor
discussedin
in more
more detail
detail
exempt status discussed
below. The safe harbor test requires,
among other
other things,
things, that
that at
at least
least 75%
75%
among
developed by
by the
the
of the housing units developed

hosted
corporation are to be occupied
occupied by
by resiresijeopardy of not being Document
repaid or
the at
http://www.jdsupra.com/post/documentViewer.aspx?fid=3e37788d-e137-41a1-9e63-9f1561bd12b5
project
is
in
jeopardy
of
not
being
condents
that
qualify
as
low-income
being condents that qualify as low-income
structed.
N.Y
Priv
Hous.
Fin.
Law
under HUD
HUD guidelines. Depending
Depending on
on structed. N.Y. Priv. Hous. Fin. Law
§ 573(3)(d).
how much is known at the time about
about
the type of housing the
the corporation
corporation
Bylaws
will
andwhere
whereititwill
will
will be
be developing and
Because the
the bylaws
bylaws are
are the
the working
working
Because
be developing such housing,
housing, often
often
document for day-to-day operations
that "purpose"
"purpose" should
should be
belimited
limited in
in
the certificate
certifcate to activities in certain
of the affordable
affordable housing
housingnonprofit
nonproft
corporation, bylaw provisions need
to
need to
such as
as the
the developdevelopgeographic areas, such
be readable
readable and
and practical,
practical, as
well
as
ment of land and
and property
property in a specispecias well as
meet the requirements of the sponsors,
fied
neighborhood of
of aa state-or
state-or other
fied neighborhood
the IRS, and the
the financing
financing sources.
It is
sources. It
areas
areas targeted
targetedfor
for redevelopment
redevelopment by
by
often
helpful
to
repeat
the
same
spehelpful to repeat the same
local, state, or federal governments
cific purpose
statement in
in
are located
locatedwithin
within aa slightly
slightly
cific
purpose and mission statement
that are
the bylaws
broader area-for
area-for "housing and
and other
other
bylaws as
asisisset
setforth
forthininthe
thecertificertifbroader
cate. In many state loan
loan programs
programs this
this
uses that
that enhance
enhancethe
thephysical,
physical, social,
social,
uses
can
in
fact
be
a
requirement.
For
cultural, economic or educational cona requirement. For
cultural,
the
dition of
Developers
CDHOs itit is
is also
also advisable
advisable to state the
dition
of such
such areas." Developers
purpose of
of developing
developingdecent
decentaffordafordpurpose
vying for CDBG funds should
shouldlimit
limit
such locations
locations to
to the
the distressed
distressed comcomhousing for
for low-to-moderate
able housing
such
munities, typically
typically identified
identifed by cenpeople in
in the
the bylaws.
bylaws.
income people
munities,
cenRochelle E.
sus tracts
tracts as
as designated
designated by
by the
the U.S.
U.S.
Federal Sources
Sources of
Rochelle
E. Lento,
Lento,Federal
sus
Financing,
in
Legal
Guide
to
Census Bureau,
Bureau,for
for which
which the
the funds
funds
Financing, in Legal
Census
Affordable Housing
215,
been allocated,
allocated, and
and should
should make
make
Affordable
Housing Development 215,
have been
234 n.98
n.98 (Tun
(Tim Iglesias
Iglesias &
& Rochelle
that their
their activities
activitiesbenefit
beneft lowlow234
Rochelle E.
E.
it clear that
Lento eds., 2006). The bylaws should
and moderate-income people. 42
U.S.C. §§ 5301(c).
also
deal in
in aavery
very specific
specific way
way with
with
also deal
U.S.C.
5301(c).
the number
number of
of directors and
and how
how they
they
If the
certain
If
the corporation
corporation is
is to
to seek
seek certain
are selected.
selected. In some states,
states, the
the corpocorpothe
special allocation of funds under the
ration must have members
members or
or stockstockPartnership Act,
Act, 42
Home Investment Partnership
holders separate
separateand
anddistinct
distinct from
from the
the
holders
U.S.C.
as
U.S.C. §§ 12741
12741etetseq.,
seq.,ororisistotoserve
serve
members or
or stockas managing general
general partner
partner in
in a
directors and the members
the
LIHTC project
to qualify
qualify for
for
elect the
the directors.
directors. E.g.,
E.g.,
holders must elect
LIHTC
project seeking
seeking to
Del. Code Ann.
Ann. tit.
tit. 8,
8, §§ 215.
215. In
In these
these
set-aside,
credits under
under the
the nonprofit
nonproft set-aside,
then it needs
to qualify
qualify as
states, aa good
gooddrafting
drafting technique is to
states,
needs to
as a
form
membership
form the
the corporation
corporation as
as a membership
Community Housing Development
Development
corporation and
Organization (CHDO). 42 U.S.C.
U.S.C.
corporation
and state that the members of
of the
the corporation
corporation consist
consistof
ofall
all of
of
bers
§ 12704. CHDOs are
are nonprofits
nonprofits that
as their
their central
central purpose
purpose "the
"the proprothe directors of the corporation. This
have as
plan allows maximum control over
vision of decent housing
housing that
thatisisaffordaffordmakeup of
of the corporation's
low-income and moderatethe makeup
able to low-income
board. An alternative is to establish
income persons,"
persons," id.
id. §§ 12704(6)(A),
12704(6)(A),
purpose should
should be
be stated
stated in
in
"members" by some
some sort
sort of
of formal
formal
and such purpose
not
registry, which may or may not
the
the certificate.
certifcate.
involve the
State and
and local
local funding
funding sources
involve
the payment
payment of
of dues.
dues.
sources
have their
their own requirements
requirements for
for corcorThough the independent memberhave
porate purpose.
purpose. For
For example, the
the cercer- ship registry technique
technique may
may at
at first
first
seem more
more democratic
democratic and appealseem
tifcates
receiving
tificates of
of organizations
organizations receiving
ing, often
often in
in practice
practice such
such rosters
rosters are
New York
York HDF
conHDF financing
financing must connot properly
properly kept up-to-date, memmemnot
tain four specifc
specific statements,
statements, includincludbers may
may become
become impossible
impossible to
to
bers
ing one to
to the
the effect
effect that,
that, ifif the corcorporation receives
receives temporary
temporary HDF
HDF
locate,
locate, quorums
quorumsmay
maybe
bedifficult
diffcult to
meet, and
and significant
signifcant donors
advances, the
the HDF
HDF supervis- meet,
donors and
loans or advances,
supporters may
may object
object to
to having
having the
the
may appoint
appointaamajority
majority of
of supporters
ing agency
agency may
same number
number of
of votes as
as those
those of
of
members to
to the
the corporation's
corporation's
same
new members
personswith
with relatively
relatively
is in
in
non-active persons
board if the loan or advance
advance is
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insignificant
contributions.
insignifcant contributions.
The bylaws need to establish the
the
number of board members and
classes of
ought to set up at least two classes
of
directors so
so that
that their
their terms
terms of
of
incumbency can be staggered.
staggered. Most
Most
also find
find it extremely helphelpnonprofits also
ful
termlimits
limits for
for direcdirecful to
to establish
establish term
tors and officers
officers as
method of
of conconas aa method
(as
tinuously interjecting
interjecting new
new ideas
ideas (as
well
of donations). The
well as
as new sources
sources of
place in
in which to set
bylaws are the place
forth the qualifications
qualifcations of
of board
board memsuch as
as mandating
mandating that
that aa certain
certain
bers, such
are to
to be
be held
held by
by
number of
of seats
seats are
members
members of
of the
the community
community in
in which
which
being develdevelthe affordable housing is being
oped,
requiring a certain number
number of
of
oped, requiring
members who
who have
have backbackboard members
grounds
in various
various disciplines,
disciplines, or
or
grounds in
requiring that a certain number
number of
of
also be
be directors
directors of
of parent or
members also
affiliated organizations,
affiliated
organizations,as
as discussed
discussed
below in this article.
To assist
in aa favorable
favorable tax-exempt
tax-exempt
assist in
determination by the IRS, it is also
good practice to insert in the bylaws aa
provision that
receive
provision
that employees shall receive
no more than reasonable compensation
tion for
for services
services rendered.
rendered.
Form
Form 11023
023Application
Applicationfor
for
Recognition
Recognition of
of Exemption
Exemption
afordable housing
Most affordable
housing organizations
organizations
will seek
will
seek to
to be
be recognized as exempt
from federal income taxation under
an organization
organization
Code § 501(c)(3) as an
and operated
operatedfor
for aa charitacharitaorganized and
ble purpose. There are many reasons
to do this, beyond the
the basic
basic function
function
of eliminating
eliminating taxation
taxation at
at the corporate level and
and allowing
allowing contributors to
list itemized deductions for donations
donations
to the housing
housing developer
developerin
in their
their own
own
income tax
tax returns.
returns.Code
Code§ §170.
170.
income
For
For
state and
and local
local HTFs
HTFs
example,
many state
use investment
investment income
income to
to provide
provide
that use
subsidiesspecifically
specifically allocate
allocate
housing subsidies
proceeds to technical assistance and
and
capacity
capacitybuilding
buildingfor
for"nonprofit"
"nonproft"
housing development organizations.
E.g., Tex. Gov't Code Ann.
§ 2306.202(a).
2306.202(a). Certain
Certain land
land disposition
disposition
§
are made
madeavailable
available only
only to
to
programs are
community-based
community-basednonprofits.
nonprofts. The
The
development organization
organization must
development
must be
be a
a
nonprofit in
to take
take
nonprofit
in certain
certain areas
areas to

advantageof
of exemptions
exemptionsfrom
from local
local
actually be occupied by poor and
and disdisadvantage
Document
hosted
at
governmental
fees
such
as
those
tressed
residents
(if
not
yet
completed,
governmental fees such as
tressed residents (if not
http://www.jdsupra.com/post/documentViewer.aspx?fid=3e37788d-e137-41a1-9e63-9f1561bd12b5
charged in
in connection
connection
with the
a reasonable
reasonabletransition
transition period
period is
charged
with
issuance of
of building
building permits.
e.g.,
allowed to place the project in serissuance
permits. See,
See, e.g.,
vice); and
SaltLake
LakeCity,
City,Utah,
Utah,
Code
§
Salt
Code
§ 18.20.220,
vice);
and (3)
(3) the
the housing must be
available
at
http://66.113.195.234/
18.20.220, http://66.113.195.234/
benefciaries
affordable to charitable beneficiaries
UT/Salt%20Lake%2OCity/index.htm.
(in the
of rental housing, this
UT/Salt%20Lake%2OCity/index.htm.
(in
the case
case of
The entity will
will need
means the
the rents
rents charged
chargedmust
mustbe
belimlimneed to apply to the
means

IRS for the exemption
exemptionby
byfiling
filing aa Form
Form
1023 Application
Application for Recognition
of
Recognition of
Exemption, containing great detail
regarding the proposed
proposed housing
housing
development, as described
described in
in the
accompanying checklist
on
page
checklist on page 34,
including a pro-forma budget
budget for
for the
the
and
proposed housing development and
information regarding
information
regarding how
how the
the homes
homes
will be
will
be offered,
offered, marketed,
marketed, restricted,
and priced.
priced. The
The IRS
IRS can
can and
andwill
will ask
ask
descriptions of
of
for information
information such
such as descriptions
the nature
nature of
of the areas
areasin
in which
which the
the
will be
or
housing will
be developed,
developed, state
state or
local documentation
local
documentation establishing
establishing areas
areas
as blighted
blighted or
as
or distressed,
distressed, steps taken
to involve the surrounding
surrounding communicommunity or its
its residents in the
the project,
project, details.
details.
regarding payments
paymentsto
toofficers
offcers or
directors providing
providing goods
goods or
or services,
services,
payment of brokerage commissions,
and copies
copies of
of documents
and
documents such
such as
as leases,
leases,
grant proposcontracts, agreements,
agreements, grant
als, brochures, pamphlets, and
and
the developer
developer
newsletters regarding the
applicant.
regulations define
define
The income tax regulations
"charitable" as
including the
the term "charitable"
as including
relief of
26
relief
of the
the poor
poor and
and distressed.
distressed. 26
C.FR. §§ 1.501(c)(3)-1(d)(2).
C.F.R.
1.501(c)(3)4(d)(2). Though
helpful revenue rulings have
several helpful
501(c)(3) exemption to
applied the 501(c)(3)
housing providers over
over the
the years,
years, as
further
further discussed
discussed below, a revenue
procedure issued in 1996 establishes aa
safe
safe harbor
harbor in
in the
the low-income
low-income housing
housing
arena.
Rev Proc.
arena. Rev.
Proc. 96-32,1996-1 C.B.
the
717. To fall within
withinthe
the safe
safe harbor, the
developer must satisfy three
three fundafundamental requirements: (1) at least 75%
of the housing units are occupied
occupied by
by
residentswho
whoqualify
qualify under
under HUD
HUD
residents
guidelines as
as low-income
low-income and
and either
either at
at
be occuocculeast 20% of the units must be
pied by residents who also meet the
the
limit or 40% of the
the
very low-income limit
residents who
who
units are occupied by residents
do not
not exceed
exceed120%
120%of
of the
the very
very
also do
low-income limit;
limit; (2)
must
(2) the
the project must
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so that
that they
theyare
areaffordable
afordable to
tolowlowited so
and very
very low-income
low-income resiresiincome and
dents; in the case of sales,
mortgages
sales, mortgages
must comply with governmentimposed
mortgagelimitations).
limitations).
imposed mortgage
If
satisIf the
the safe
safe harbor test is not satisffied,
ied, the
the developer
developer will
will need
need to establish that its activities are
are truly
truly "charitable." The
ble."
The IRS
IRS has
has determined that an
organization
that offers
ofers downpayment
organization that
downpayment
assistanceto
to low-income
low-income homebuyers,
assistance
but receives funding for
for such
such assisassistance from sellers and other parties
interested in the sale of homes on a
operated
non-anonymous basis, is not operated
exclusively
exclusively for
for aa charitable
charitable purpose.
purpose.
Rev.
Rul. 2006-27,2006-1
2006-27, 2006-1C.B.
C.B.915.
Rev. Rul.
915.
Because
the seller
seller paid
paid the organizaBecause the
tion only ifif its
its sale
sale dosed,
closed, the organization was
was really
really a straw
straw party
party for
for a
purchase price
price rebate.
rebate. But
But if, instead,
purchase
same organization
organization was
was funded
funded by
by
the same
broad-basedfund-raising
fund-raising unrelated
unrelated to
to
broad-based
sales,
could qualify
qualify as tax-exempt.
sales, itit could
Id. Similarly,
Similarly, an
an organization that
leased homes
homesatatcost
costtotoaacity
cityfor
forfamifamileased
not "charita"charitalies displaced
displaced by fire was not
lies
ble" because,
ble"
because, although the residents
stayed in
in the
the homes
homes for
for
themselves stayed
free, the
the city
city paid the
the organization
organization for
for
the
this privilege. Thus, the city was the
the
party providing the charity, not the
developer. Rev.
Rev Rul. 77-3,1977-1
C.B.
developer.
77-3,1977-1 C.B.
The IRS
IRS will
will look for,
140. The
for, among
among
other things, operation through a comboard of
of directors, parparmunity-based board
t icularly ifif the
ticularly
the selection
selection process
process
demonstrates that
that community
community groups
demonstrates
have input into the organization's
operations; the
the provision
provision of
of additional
additional
operations;
servicesaffordable
afordable to the poor
social services
residents;
relationship with
with an
an existexistresidents; aa relationship
ing 501(c)(3) organization active in
low-income housing
housing for
for at
at least
leastfive
fve
years, ifif the existing organization
years,
demonstrates control;
control; and
and the
the exisexisdemonstrates
tence of
of affordability
afordability covenants
or
tence
covenants or
restrictions pinning
running with the property.
if an
Even if
an organization furthers a

charitable purpose such
such as
asrelieving
relieving the
the
it nevertheless
poor and distressed,
distressed, it
may fail
fail to qualify for
may
for exemption
becauseprivate
private interests
interestsof
of individuals
individuals
because
with aa financial
in the
project are
are
with
financial stake
stake in
the project
part of
of the
the
furthered. In addition, no part
organization's net earnings should
directly or indirectly,
indirectly to
inure, directly
tothe
the benebeneift ofofany
or indiindifit
anyprivate
private shareholder
shareholder or
vidual. If
If the
the affordable
affordable housing
housing developer contracts
contracts with
with others,
such
oper
others, such
arrangements must
must be
be scrutinized
scrutinized carecarearrangements
fully to
absenceofofimpermisimpermsfully
to ensure
ensure the absence
private benefits
benefts resulting
resulting from
from real
real
sible private
property
development fees,
fees, or
or
property sales,
sales, development
managementcontracts.
contracts.Rev.
Rev Proc.
Proc. 96-32,
96-32,
management
7, 1996-1 C.B.
C.B. 717.
717. "Related transac§ 7,1996-1
tions" with
or supporters
supporters for
for
tions"
with sponsors
sponsors or
on construction
constructionofoffacilifacilwork on
ties/homes should
should be
be entered
enteredinto
intoonly
only
ties/homes
context of
of aa competitive
competitive bid
bid
in the context
process. These
These must
must be
be disclosed
disclosed in
in
process.
1023, will
will be strictly
strictly scrutinized,
Form 1023,
and should
should amount
amount to
to the
the equivalent
equivalent of
of
"arm's length"
length" transactions.
transactions.
If services
going to be
be provided
provided
If
services are going
residents (for
(for example, a housing
to the residents
desigorganization provides specially designated housing
housing to
to elderly persons),
nated
using net
net earnings
earnings to
to improve
improve the
speusing
the specialized services
and
facilities
provided
services and facilities provided
or to expand
the facility
facility when
expand the
when the
the needs
needs
of
the
community
warrant
such
expanof the community warrant such expansions are
are acceptable,
acceptable,provided
provided that
that the
the
organization
subsidizes
any
resident
organization subsidizes any resident
unable to
to continue
continue making
making his
his or
or her
her
monthly payments.
Rev
Rul.
79-19,
payments. Rev.
1979-1 C.B.
C.B. 195.
1979-1
195.
A
A low-rent
low-rent housing
housing association
association that

distributes its
its profits
profts to
or
distributes
to members,
members, or
that is allowed to distribute aa portion
portion of
of
its earnings to investors, is not exempt,
exempt,
even
if the corporation is organized
organized
even
if
under
a
state
law
governing
nonproft
under a state law governing nonprofit
organizations and
and makes
makesvery
verylittle
little
profit. Amalgamated
Hous.
Corp.
profit.
Amalgamated Hous. Corp. v.
v.
Comm'r,
337B.T.A.
B.T.A.817
817(1938),
(1938),aff'd
af'dper
Comm'r,
337
per
curiam,
108
E2d
1010
(2d
Cir.
1940);
curiam,108 E2d 1010 (2d Cir. 1940);
Indus. Addition
Addition Ass'n
Ass'n v.
v. Comm'r,
Comm'r,11 T.C.
T.C.
378 (1942),
(1942), aff'd,149
aff'd, 149E2d
F.2d294
294
(6th
(6th
Cir.
Cir.
1945). But when a housing corporation's dividends on its preferred stock
ire in
on its
its stockstockare
in the
the nature
nature of interest on
holders' investment in the corporation,
Ind not
corporaand
not a distribution of the corporaion's profts,
qualdon's
profits,the
the corporation
corporation may qualfy as
ify
asexempt.
exempt.Garden
GardenHomes
Homes Co. v.

Comm'r, 64 E2d 593 (7th Cir.1933).
Cir. 1933).
Coinin'r,
12704(6)(B). Regardless
U.S.C. § 12704(6)(B).
Regardless of
Document hosted at
Because most
most affordable
affordable housing
Because
whether the developer
to be
developer needs
needs
http://www.jdsupra.com/post/documentViewer.aspx?fid=3e37788d-e137-41a1-9e63-9f1561bd12b5
are newly
newly
development entities are
considered aa CHDO,
CHDO, there is a strong
considered
formed when the IRS issues
its favorfavorissues its
make affordable
affordable houshousmovement to make
able determination of tax-exempt stathe
ing more community-based, and the
tus,
tus, this
this initial
initial determination is
is riot
not
IRS certainly
certainly views
views operation
operationthrough
IRS
final-instead, the
through
the organization
organization first
first
community-based board
board of
of directors
a community-based
operates
asaanonprofit
nonprofit during
during an
an
operates as
as persuasive
persuasivein
in evaluating
evaluating whether
whether
as
"advance ruling
"advance
ruling period" through the
the required charitable
charitable purpose
purpose has
been satisfied
satisfed for
of taxbeen
for the
the purposes
purposes of

If the
is tois to
If
thecorporation
corporation
be
aa
be considered
considered
"community-develop"community-development
mentcorporation"
corporation"
the community
the
community
served should
bebe
served
should
"well-represented on on
"well-represented
the board
of of
directors."
the
board
directors."

end of
of its fourth tax year.
year. At
At that
end
an additional
additional filing
filing must be
be
point, an
made with
with the IRS to detail actual
made
sources of
of funding, and the IRS issues
sources
issues
its final determination.

Board of
of Directors
The board
board of
of directors
directors of
of the
the affordaffordbe
able housing developer should be
large enough
enough so
so that
that sufficient
sufficient areas
areas of
of
key constituencies are
are
expertise and key
represented
and quorum
quorum requirements
requirements
represented and
are met, but small enough so
so that
that itit
can,
without too
too many
manyvoices,
voices,effecefeccan, without
tively conduct
tively
conduct meetings
meetings and
and operate
efficiently. Again,
efficiently.
Again,sources
sources of funds
board's makeup.
makeup.IfIf
may determine the board's
to qualify
qualify as aa
the corporation needs
needs to
CHDO, itit must
must maintain "through sigsignifcant representation
nificant
representation on the organization's governing board and
and otherotherwise, accountability to low-income
low-income
community
residents and, to the
community residents
the
extent practicable,
practicable,low-income
low-incomebenefibenefextent
with regard
ciaries with
regard to decisions on the
mandesign, siting, development, and management of
of affordable
affordable housing." 42
42
agement

exempt status.
exempt
status.
If the
If
the corporation
corporation is to
to be
be considered aa "community-development
"community-development corered
the U.S.
U.S.Office
Offce of the
poration" by the
comComptroller of
of the
the Currency, the comshould be
be"well-repre"well-repremunity served should
sented on
on the
theboard
boardof
of directors."
directors."
sented
Banlc-Sponsored
Banlc-Sponsored
Communihj
Community Corporations: A Private
Development
SectorInitiative,
Initiative,Off.
Off. Comptroller
Comptroller
Sector
1982, at
at 1,
1, 6,
6, availavailCurrency Q.J., Dec. 1982,
able at
at1982
1982WL
WL184473.
184473.InInaddition,
addition,
able
a
a
majority
of
should not
not be
majority
of the
the board
board should
be
or directors of a bank
bank viewed
viewed
officers
as "establishing"
"establishing" the
the corporation.
corporation.
as
Interpretive letter from
from Roberta
Roberta Walsh
Boylan, Off.
Of. Comptroller
Currency to
to
Boylan,
Comptroller Currency,
Confidential (July
1978)(on
(onfile
Confidential
(July 14,
14,1978)
file author).
with
with

A sponsoring parent,
parent, especially
especiallyone
A
will be gifting
gifing or
thatone
will
orotherwise
otherwise transferring monies or properties
properties to
to the
ferring
the
nonprofit
developer, may
may wish
wish to
to
nonprofit
numrequire that it appoint a certain number of directors
directors or,
or, preferably,
preferably that the
the
number of
of
qualifications of a certain number
concurrent incumincumdirectors include concurrent
bency on the sponsor's
sponsor's own
own board.

Conclusion
The need
need to
to satisfy the IRS and the
requirements
under multiple
multiple loan and
and
requirements under
need to
to
grant programs, and the need
address
concernsof
ofvarious
various contribucontribuaddress concerns
tors and sponsors,
sponsors,make
makeformation
formation of
of
the affordable
afordable housing
housing developer aa
Though certainly
certainly
complicated process.
process. Though
"bare bones" documents
documents can
canbe
bedraftdrafed to bring the entity into existence,

most likely
likely they will
will need
be signifsignifmost
need to be
icantly amended
if such
icantly
amended later if
such generic
used. Advance
Advance planplandocuments are used.
housing production
production
ning of the entire housing
and financing
financing structure
structure is
is required
required for
for
and
organizational documents
the organizational
documents and the
nonproft status
be
application for nonprofit
status to be
finalized.
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Information Needed
for an
Application
for Documentfor
Information
Needed
for
an Application
hosted at
http://www.jdsupra.com/post/documentViewer.aspx?fid=3e37788d-e137-41a1-9e63-9f1561bd12b5
Recognition
of Exemption
for Afordable
Recognition
of Exemption
for Affordable
Housing Developer
Housing
Developer
and e-mail
e-mail address to be used
used
Name, street address, and
for the entity.
2. Description
what
2.
Descriptionofofthe
theorganization's
organization's activities
activities and
and what
charitable
purposes the
theentity
entity will
will serve
(more
charitable purposes
serve (more
than the
the purpose
purposeof
of the
thecorporation).
corporation). This
This
detailed than
detailed explanation
explanation of
of
description should include a detailed
the
entity's planned
planned activities,
activities, how
how such
such activities
activities
the entity's
will further
will
furtherthe
theentity's
entity'scharitable
charitablepurpose,
purpose, and what
will be dedicated
proportion of
of the
the entity's
entity's resources
resources will
dedicated
1.
1.

3.
3.

to each
suchactivity.
activity.
to
each such
List of
of financial
financial support
supportincluding
including indiindiList
of sources
sources of
viduals or
or entities
entities who
who have
haveprovided
providedor
orwill
will proproviduals
vide start-up money (this list should include the genthe potential
potential for
for private
private foundafoundaeral public to avoid the
tion status).
tion

4. Description
4.
Descriptionofofany
anycurrent
currentand
andproposed
proposed fund-raising activities.
of the
thedirectors
directorsand
andofficers
offcers
5. Annual compensation
compensation of
(presumably, annual
annual compensation
compensationwill
will be
be zerozeropayment of
of compensation
compensationtotodirectors
directorsororofficers
offcerswill
will
payment
but is not
not necessarily be fatal to exempt status
status but
recommended).
6. Whether any
any board
board members
membersare
arepublic
publicofficials.
offcials.
6.
7. Whether
(more
7.
Whetherany
anyboard
boardmembers
members are
are substantial
substantial (more
than 5%) contributors to the organization.
8. Whether the
the entity
entity is controlled by another exempt
exempt
8.
and explanation
explanation of
of the
the
or non-exempt organization, and
relationship.
9. Description of activities conducted
in conjunction
conjunction
9.
conducted in
with other
with
other tax-exempt
tax-exempt entities, for
for example
example shared
shared
space, shared
sharedassets,
assets,joint
jointfund-raising
fund-raisingactivities.
activities.
space,
10. Description
any owned
owned by
by the
theentity,
entity
10.
Description of
of the
the assets,
assets, ififany,
for example
buildings, office
offce equipment,
andsimilar
similar
for
example buildings,
equipment, and
items.

11. Whether the entity intends
intends to
to apply
apply for
for any
any taxtax11.
exempt
bond
financing
during
the
next
two
years.
exempt bond financing
next two years.
12. Copies
the
12.
Copies of
of any
any management
management contracts or leases
leases the
entity
has
entered
into.
entity
entered into.
13. Description
any
13.
Description of
ofhow
howmembers
members are
are admitted and any
associatedwith
with membership
membership (presumably
(presumably
benefits associated
there will
will be
be none).
14. Annual
and
14.
Annualdues
dues or
or other
other charges
charges to be a member and
how such charges are
are determined.
determined.
15. Statement
for the
the current
current
15.
Statement of
of revenues
revenues and expenses
expenses for
year as
as well
well as proposed
proposed budgets
budgetsfor
for the
the next
next two
two
years.
16. Current
16.
Current balance
balance sheet.
17.
Description
are deterdeter17. Descriptionof
ofhow
howthe
thehome
home sales
sales prices are
mined and whether they
they are
are above,
above,below,
below or at cost,
with explanation
with
explanation of
of how
how cost
cost is determined.
18.
Description
of
the
area
immediately
surrounding the
18. Description of the area
proposed
housing
projects
and
equipment
faciliproposed housing projects and equipment ororfacilities available.

19. Whether
been declared
declared distressed
distressedor
orblightblight19.
Whetherthe
the area
area has
has been
ed
and, ifif so,
so, the
the authority
authority making
making such
declaration,
ed and,
such declaration,
with copies
with
copies of
ofletters
lettersdesignating
designatingthe
thearea
areaas
as distressed
distressed
or
blighted.
or blighted.
20. List
to involve
involve the
community or
or the
the
20.
Listof
ofany
anysteps
steps taken
taken to
the community
residents in
in the
the project.
project.
residents
21. If
If applicable,
of how-the
to comcom21.
applicable, description
description of
how-the entity
entity plans
plans to
ply with
guidelines of
of Rev.
Proc. 96-32,
96-32,
ply
with the
the safe
safe harbor
harbor guidelines
Rev. Proc.
specifically addressing
thefollowing:
following:
specifically
addressing the
a. Whether developer will agree that for each housing
a.
Whether developer will agree that for each housing
project:
project:
least 75%
75% of
of the
the units
units will
will be
occupied by
by
i. at least
be occupied
residents who
who qualify
qualify as
low-income; and
residents
as low-income;
and
least 20%
20% of
of the
the units
units will
will be occupied
occupied
ii. either at least
by residents
that
also
meet
the
very
lowresidents that also meet the very lowincome limit
limit for
forthe
the area
area or 40% of the units
will
be
occupied
by
residents
who also
also do
do not
not
will be occupied by residents who
exceed
120%
of
the
area's
very
low-income
exceed 120% of the area's very low-income
limit (up
limit
(up to
to 25%
25% of
ofthe
the units
units may
may be provided
at
market
rates
to
persons
who
have incomes
incomes
at market rates to persons who have
in excess
of
the
low-income
limit).
excess of the low-income limit).
b. Whether
projectswill
will
Whetherdeveloper
developer will
willagree
agree that
that projects
actually
be
occupied
by
poor
and
distressed
resiactually be occupied by poor and distressed residents.
dents.
c.
Whether developer
developer will
will agree
to provide
provide housing
c.
Whether
agree to
housing
that is
is affordable
afordable to charitable
benefciaries,
with
charitable beneficiaries, with
copy
of
a
rental
policy
adopted
that
demonstrates
copy of a rental policy adopted that demonstrates
afordable housing,
if applicable.
affordable
housing, if
applicable.
d.
Whether
all
units
in
the
d. Whether all units in theproject
projectshare
share the
the same
same
ground.
If
not,
details
of
the
facts
and
ground. If not, details of the facts and circumstances
circumstances
by which
locations will
will be
required and
and
by
which separate
separate locations
be required
explanation
of
how
the
separate
locations
will
furexplanation of how the separate locations will further
the
exempt
purpose.
ther the exempt purpose.
e.
Explanation of
of how
entity will
the
e.
Explanation
how the
the entity
willensure
ensure that
that the
sale
of
homes
furthers
exempt
purposes.
Detailed
sale of homes furthers exempt purposes. Detailed
description of
of the
the procedures
proceduresthe
theentity
entitywill
willfollow
follow
description
in
the
sale
of
homes
(for
example,
restriction
of
in the sale of homes (for example, restriction of sales
sales
to individuals who
unable to
to
who would
would otherwise
otherwise be unable
purchase
a
home,
with
sales
prices
in
an
amount
purchase a home, with sales prices in an amount
they can
canafford).
aford).
they
22.
Copies
of
any
into by
by the
the
22. Copies of any written
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