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This guide was written by West Foster and David Rosebud Sparer with support from the Barbara
and Thomas Lyon Scholarship Fund and Carlson Black O’Callaghan & Battenberg LLP. 

West Foster is a law student at the University of Wisconsin Law School. He helps cooperatives
navigate financing, business structuring, real-estate transactions, and employment issues through
his work with the University of Wisconsin Law and Entrepreneurship Clinic and Carlson Black
O'Callaghan & Battenberg, LLP. 

David Rosebud Sparer has been an attorney in Madison Wisconsin since 1979. He lived in a
housing co-op in Madison for 17 years. He is currently Of Counsel with the law firm Carlson Black
O’Callaghan &Battenberg, LLP in Madison. During the more than 40 years he has been an attorney
he has focused on representing and assisting cooperatives and non-profits. He has assisted
housing, consumer, and worker coops, with everything from initial organizing, negotiating leases,
litigation, contract negotiations, to purchasing or selling real estate, and dealing with zoning issues.
He represented dozens of non-profit organizations in obtaining non-profit status, including non-profit
status for housing coops all over the country, and property tax exemption in Wisconsin too.

Carlson Black O’Callaghan & Battenberg LLP is a multidisciplinary legal team with extensive
experience representing cooperatives and nonprofit organizations of varying sizes in formation,
governance and ongoing compliance issues. In addition, Carlson Black has attorneys with decades
of experience representing clients on commercial real estate, land use, construction contracting,
business and tax law issues.
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INTRODUCTION

This guide exists to help you determine whether 501(c)(3) status is appropriate for your housing
cooperative and to spell out the steps in the 501(c)(3) application process.

This guide does not assume that a housing cooperative has been incorporated under a cooperative
statute or any other corporate statute and uses the term “housing cooperative” to describe housing
in which the legal, social, or cultural structure and commitments align with the Cooperative
Principles. The Cooperative Principles are described in Appendix A. 

In general, an organization’s tax treatment is controlled by two factors: incorporation status and
federal tax status. Incorporation status is determined at the state level. Federal tax status is
determined by the Internal Revenue Service (IRS) and controls the organization's federal tax
treatment. Because unincorporated cooperatives are not taxed at the state or federal level, they
must incorporate before pursuing a 501(c)(3) status. See Appendix B for information on
incorporating a housing cooperative.

501(c)(3) STATUS

Section 501(c)(3) of the Internal Revenue Code (IRC) describes entities organized and operated
exclusively for religious, charitable, scientific, testing for public safety, literary, or educational
purposes, or to foster national or international amateur sports competition, or for the prevention of
cruelty to children or animals. Though the IRC establishes several tax-exempt categories, 501(c)(3)
status is particularly attractive because it is the only tax-exempt category to receive the benefit of
tax-deductible donations. Additionally, many grants are set aside exclusively for 501(c)(3)
organizations. Other benefits of 501(c)(3) status include federal income tax exemption, exemptions
from state income, sales, opportunities for tax-exempt financing, and sometimes exemption from
property taxes.

Is 501(c)(3) Status Right for Your Cooperative?

501(c)(3) status is not appropriate for all housing cooperatives. 501(c)(3) organizations are
prohibited from having investors who are given a share of profits or dividends and are required upon
dissolution to donate all assets remaining after paying bills to other non-profits. 501(c)(3)
organizations must also be operated exclusively for an exempt purpose.[1] This guide focuses on
the exempt purpose of providing affordable housing to low and moderate income people and
families, pursuant to a “safe harbor” rule created by the IRS. We focus upon this approach because
this exempt purpose has the most well-defined requirements and the greatest instances of
successful application. Appendix C covers other exempt purposes available to housing
organizations. Appendix D includes a copy of the safe harbor rule known as Rev. Proc. 96-32.

[1] A list of exempt purposes can be found at https://www.irs.gov/charities-non-profits/charitable-
organizations/exempt-purposes-internal-revenue-code-section-501c3. 
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Many housing cooperatives find that they meet the safe harbor requirements without even meaning
to. However, operating exclusively for an exempt purpose requires a strong institutional commitment
to the exempt purpose. Before filing for 501(c)(3) status it is therefore necessary to consider whether
your cooperative truly exists to serve an exempt purpose. If not, your cooperative is likely not be a
good fit for 501(c)(3) status. When considering the safe harbor requirements, an honest
conversation about whether the cooperative’s members wish to formally prioritize providing
affordable housing for low-income residents is necessary. If the cooperative does not house low-
income residents, seeking low-income residents for the purpose of receiving a tax-exemption will
serve neither the low-income residents nor the cooperative in the long run.

Safe Harbor for Relief of the Poor

The IRS has specific criteria that must be satisfied for a housing organization to satisfy the exempt
purpose of providing safe harbor for relief of the poor:

At least 75% of units must be occupied by people who qualify as low-income for the
area. 25% of units may be occupied by residents of any income status.

AND

Either 20% of units must be occupied by people who qualify as very low-income for the                           
area, or 40% of units will need to be occupied by people who do not exceed 120% the
very low-income limit for the area. 

1. 

2. 

The regional designations for low income and very-low income are determined by the Department of
Housing and Urban Development (HUD) and can be found at the HUD’s Office of Policy and
Research website. Housing organizations must be aware that the HUD adjusts these designations
annually and must comply with the most recent HUD designation.[2]

Additionally, the housing must be affordable for the low income and very-low income residents. This
requirement is satisfied by the adoption of a rental policy that complies with government imposed
rental restrictions or that otherwise limits the tenant’s portion of rent. A straightforward way to meet
this requirement is to set rent at no more than 30% of the low-income income threshold as specified
by the HUD’s low-income designation for your area. It is not necessary for each resident to have a
unique rental price. The cooperative should also keep a record demonstrating its rent restrictions. If
the cooperative has multiple buildings that are not on shared grounds, each building must separately
meet these requirements.

[2] If an organization that originally satisfied these income requirements subsequently violates them because a
resident’s income increases, the organization will not lose its 501(c)(3) designation so long as the resident's
income does not exceed 140% of the applicable income limit. If the resident’s income does exceed 140% of
the applicable income limit, the organization will not lose its 501(c)(3) status as long as it rents the next
comparable non-qualifying unit to a someone qualified as low or very low income.
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The Publicly Supported Test

501(c)(3) status encompasses both private foundations and public charities. These two categories
are subject to different tax treatment and reporting requirements. Most housing cooperatives prefer
to operate as public charities because they receive preferrable tax treatment and are subject to
fewer reporting requirements than private foundations.
 
To be considered a public charity, a cooperative must receive more than one-third of its financial
support from the public and no more than one-third of its financial support from private investment
income. 

Generally, most of a housing cooperative’s income is rental income, which is categorized as public
support unless it comes from “disqualified persons” as described in Section 4946 of the IRC.
Members of a cooperative’s board of directors are considered “disqualified persons,” meaning rental
income from board members cannot be used to satisfy the one-third public support requirement.
The board of a 501(c)(3) housing cooperative must therefore be structured so that no more than
two-thirds of all rental income comes from board members at any given time. This precludes a
housing cooperative from having all residents sit on the board of directors concurrently, which is a
common practice.

APPLYING FOR 501(c)(3) STATUS

Form 1023 

Applying for 501(c)(3) status requires filing a Form 1023 with the IRS.[3] When possible, the 1023
should be submitted within 27 months of the cooperative’s incorporation. If filed within 27 months of
incorporation, upon a successful application the cooperative will retroactively receive 501(c)(3)
benefits from the date of incorporation onward. If filed after the 27-month deadline, the cooperative
will only receive 501(c)(3) treatment retroactively starting on the date the Form 1023 was filed. As of
2021, filing a Form 1023 costs $750. An annotated version of the relevant portions of a Form 1023
can be found in Appendix E. 

The IRS also offers a simplified version of Form 1023 known as the Form 1023-EZ, but one basic
requirement for using Form 1023-EZ is that the cooperative’s annual income (all money coming in
from every source) cannot exceed $50,000. This requirement disqualifies most housing cooperatives
from using the abbreviated form.

[3] The 1023 filing portal can be found at https://www.pay.gov/public/form/start/704509645. 
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Important Policies and Documents

Before submitting a Form 1023, the cooperative should integrate the following terms into its
governing documents, adopt a conflict of interest policy for the board of directors, establish income
verification procedures to ensure compliance with 501(c)(3) obligations and exempt purpose
requirements, enter lease or membership agreements with its residents, and update its website.

Terms for Governing Documents 

No part of the earnings of this Corporation will inure to the benefit of private shareholders or
individuals, except that the Corporation shall be authorized to pay reasonable compensation for
services rendered. 
No activities of the Corporation shall attempt to influence legislation except as may be permitted
under provisions of the Internal Revenue Code of 1954 (or the corresponding provision of any future
United States Internal Revenue Law). 
This Corporation is dedicated to exclusively charitable, scientific, literary, and educational purposes,
and, in the event of dissolution, any remaining assets shall be distributed to organizations which shall
at that time qualify as exempt organizations under Section 501(c)(3) of the Internal Revenue Code of
1954 (or the corresponding provision of any future United States Internal Revenue Law). 
Notwithstanding any other provisions of these articles, the Corporation shall not carry on any activities
not permitted to be carried on by: 

A corporation exempt from Federal income tax under Section 501(c)(3) of the Internal Revenue
Code of 1954 (or the corresponding provision of any future United States Internal Revenue Law). 
A corporation, contributions to which are deductible under Section 170(c)(2) of the Internal
Revenue Code of 1954 (or the corresponding provision of any future United States Internal
Revenue Law). 

The Corporation shall not participate to any extent in a political campaign for or against any candidate
for public office. 
With respect to any taxable year or years of the Corporation during which it is a private foundation, as
defined in Section 509 of the Code, it shall make distributions for such years at such time and in such
manner as not to subject the Corporation to tax under Section 4942 of the Code, and the Corporation
shall not: 

1.

2.

3.

4.

a.

b.

5.

6.

To document the cooperative’s commitment to its obligations as a 501(c)(3) organization, the
following terms should be added to the purpose and dissolution clauses of the cooperative's articles
of incorporation and bylaws. In Wisconsin, articles of incorporation can be amended by filing a Form
204 with the WDFI.

Purpose Terms

Engage in any act of self-dealing, as defined in Section 4941(d) of the Code.
Retain any excess business holdings, as defined in Section 4943(c) of the Code.
Make any investments in such a manner as to subject the Corporation to tax under Section
4944 of the Code.
Make any taxable expenditures, as defined in Section 4945(d) of the Code.

a.
b.
c.

d.
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[4] For more information on creating an appropriate policy, visit the National Council of Nonprofits conflict of
interest page: https://www.councilofnonprofits.org/tools-resources/conflicts-of-interest.  

Dissolution Terms

Upon dissolution of the Corporation, after all debts and obligations of the Corporation are paid, its
assets, if any, shall be distributed, subject to any necessary judicial approval, to an organization or
organizations then described in Section 501(c)(3) of the Code, except that no Member shall be
eligible to receive assets from the Corporation upon dissolution.

Conflict of Interest Policy

The cooperative should adopt a conflict of interest policy for members of the board of directors. This
policy should require members of the board of directors to disclose any existing or potential conflicts
of interest and recuse themselves from voting on any issue in which they have a conflict.[4]

Income Verification Form

To ensure compliance with exempt purpose income requirements, it is best practice to have
residents verify their income in writing upon becoming members of the cooperative and again each
subsequent year. Having written records will be necessary if the IRS ever audits the cooperative
and may also be necessary to qualify for state and local non-profit tax exemptions. A sample
income verification form can be found in Appendix F.

Lease / Membership Agreement

The cooperative will also need to have a lease or membership agreement in place between the
cooperative and the cooperative’s residents before submitting the Form 1023. This document must
include an agreement that the resident will honestly fill out the income verification form every year.

Online Presence 

If the cooperative has a website, be sure to update the website before submitting the Form 1023.
The IRS will likely review the cooperative’s website and will look for a description that indicates that
the cooperative is an affordable housing operation for low-income people. 
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APPENDICES
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Appendix A: The Cooperative Principles

The following description of the cooperative principles was prepared by the University of Wisconsin
Center for Cooperatives and is available at https://uwcc.wisc.edu/about-co-ops/cooperative-
principles/.

One of the ways cooperatives differ from other business structures is their adherence to cooperative
principles and values that reflect social, political, and business concerns. Cooperatives trace the roots
of these principles to the Rochdale pioneers, who established the first modern cooperative in
Rochdale, England in 1844. These principles have been refined, adapted, and reinterpreted over
time. The seven principles used by the International Cooperative Alliance today are accepted by
cooperatives worldwide.

Cooperatives are also based on the values of self-help, self-responsibility, democracy, equality,
equity, and solidarity. Cooperative members believe in the ethical values of honesty, openness, social
responsibility, and caring for others.

1. Voluntary and Open Membership
Cooperatives are voluntary organizations, open to all people able to use their services and willing to
accept the responsibilities of membership, without gender, social, racial, political or religious
discrimination.

2. Democratic Member Control
Cooperatives are democratic organizations controlled by their members – those who buy the goods or
use the services of the cooperative – who actively participate in setting policies and making decisions.

3. Member Economic Participation
Members contribute equally to, and democratically control, the capital of the cooperative. This
benefits members in proportion to the business they conduct with the cooperative rather than on the
capital invested.

4. Autonomy and Independence
Cooperatives are autonomous, self-help organizations controlled by their members. If the co-op
enters into agreement with other organizations or raises capital from external sources, it does so
based on terms the ensure democratic control by the members and maintains the cooperative’s
autonomy.

5. Education, Training and Information
Cooperatives provide education and training for members, elected representatives, managers and
employees so they can contribute effectively to the development of their cooperative. Members also
inform the public about the nature and benefits of cooperatives.

https://uwcc.wisc.edu/about-co-ops/cooperative-principles/


University of Wisconsin Center for Cooperatives 9

6. Cooperation among Cooperatives
Cooperatives serve their members most effectively and strengthen the cooperative movement by
working together through local, national, regional and international structures.

7. Concern for Community
While focusing on member needs, cooperatives work for the sustainable development of
communities through policies and programs accepted by the members.

More recently, in response to changing market conditions, some cooperatives in the United States
have experimented with modifying these principles. For example, some cooperatives have used
closed membership to maximize efficiency, profitability and the return on member equity
investments. New cooperative laws in some states have granted voting rights to non-user investors.
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Appendix B: Incorporation 

Incorporation is the process of creating a legal corporation. State statutes determine which types of
legal corporations are available and define the legal characteristics of each type. Stock and non-
stock corporations, limited liability companies (LLCs), and cooperatives are just a few common legal
corporations. Not all states have a cooperative statute, so housing cooperatives in some states may
have to incorporate under a different corporate form or incorporate in a different state.

Benefits of Incorporation

How to Incorporate

Many housing cooperatives have strong social and cultural norms that meet the needs of their
residents, so incorporation may not be right for every housing cooperative. Incorporation does
provide distinct benefits, however. 

Though each corporate form is governed by a different state statute, they share basic benefits. For
instance, they allow multiple people (or entities) to share ownership of a business or assets via
shared ownership of the corporation. They also offer limited liability, which limits an owner’s
individual financial liability for the corporation’s conduct. Additionally, corporations have founding
documents known as bylaws or operating agreements that define the rights and responsibilities of
owners and the structure of the corporation. These agreements can be amended over time but
remain stable as owners come and go, giving the entity longevity that extends beyond the tenure of
individual owners.

Additionally, corporations can enter binding contracts, own assets, employ employees, and be party
to legal actions. When unincorporated, a cooperative’s members must enter agreements in their own
names, which creates personal financial risk. When the cooperative enters agreements on the
members’ behalf, the cooperative’s limited liability shields the members from financial risk if the
cooperative breaches a contract or defaults on a loan.

Filing Articles of Incorporation

Incorporating requires filing articles of incorporation with a state office. Articles of incorporation
document the creation of the corporation and contain information such as the corporation’s purpose,
name, address, agent, and amounts and types of stock. 

In Wisconsin, cooperative articles of incorporation can be filed by submitting a Form 202 to the
Wisconsin Department of Financial Institutions (WDFI). Filing costs $55 dollars: $25 for a filing fee
and $30 for a recording fee with the county Register of Deeds. To file, you must mail two original
notarized copies of the Form 202 to the Wisconsin Department of Financial Institutions along with
checks for both fees. 

If the cooperative will pursue 501(c)(3) status, make sure to include the terms listed in the section
titled Terms for Governing Documents.



University of Wisconsin Center for Cooperatives 11

Adopting Bylaws

Bylaws are the rules that govern the internal affairs of the cooperative. Many unincorporated
cooperatives have some version of bylaws that describe the cooperative’s culture and the residents’
rights and responsibilities. Incorporated cooperatives should have a more robust set of bylaws that
defines the financial and fiduciary relationships between members, directors, and officers as well as
the decision-making processes for general membership, the board of directors, and any semi-
autonomous sub-groups. Bylaws should also establish a process for amending the bylaws. Bylaws
do not need to be filed with a state office. However, they will need to be provided to the IRS as part
of the tax exemption application.

Below is an outline of bylaw considerations for a housing cooperative interested in 501(c)(3) status.
This outline is not meant to be exhaustive.[5] 

[5] For more on cooperative bylaws, see UWCC's Cooperative Bylaws Guide:
https://resources.uwcc.wisc.edu/Legal/SampleBylaws.pdf.

What is the cooperative's mission? The mission should involve providing affordable
housing for low-income residents. 
Make sure to include the Purpose Terms listed in the section titled Terms for Governing
Documents.

Purpose
a.

b.

Who is eligible for membership? 
What is the acceptance process? Refer to the income disclosure form, covered below. 
What rights and responsibilities come with membership?
What is the process for terminating membership?

Membership
a.
b.
c.
d.

To be eligible for 501(c)(3) status, no more than two thirds of the cooperative's income
can come from board members. This requirement must be factored into how the board
is arranged and is covered in greater depth below. 
What is the election process?
What are the terms of office?
What is the process for removing a director?
How are board meetings organized?
How frequent are meetings and who has the authority to call meetings?
How is notice of meetings given?
What are the quorum requirements and voting rules?
What restrictions on the board's powers exist?

Board of Directors
a.

b.
c.
d.
e.
f.

g.
h.
i.

1. 

2. 

3. 

https://www.councilofnonprofits.org/tools-resources/conflicts-of-interest
https://resources.uwcc.wisc.edu/Legal/SampleBylaws.pdf
https://www.councilofnonprofits.org/tools-resources/conflicts-of-interest
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To be eligible for 501(c)(3) status, the cooperative cannot receive financial
investments from members other than basic membership fees that the cooperative
returns some portion of when a member exits. 
What amount is required?
Are there any allowances for increases or decreases?
What is the process for a pay-out?

Member Equity/Patronage 
a.

b.
c.
d.

To be eligible for 501(c)(3) status, there must be a prohibition on private gain to
officers, board members, members, and employees.
What rules are there regarding the purchasing of real property and taking on debt?

Financial Restrictions
a.

b.

Upon dissolution 501(c)(3)s must donate their assets to other charitable
organizations. Make sure to include the Dissolution Terms listed in the section titled
Terms for Governing Documents.

Dissolution
a.

Who can amend the bylaws?
What is the process for proposing and deciding on amendments?

Amending the Bylaws
a.
b.

5. 

6. 

7. 

8. 

What roles exist? Typically, there is a at least a president, treasurer, and secretary.
In Wisconsin one person can be both the treasurer and secretary.
What duties and powers does each role have?
How do elections work?
How long is each role's term of office?
How can officers be removed?

Officers
a.

b.
c.
d.
e.

4. 
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Appendix C: Other Exempt Purposes

Though the most common path for a housing organization to obtain 501(c)(3) status is by providing
safe harbor for relief of the poor and distressed, low-income housing organizations that fail to meet
the safe harbor requirements may still qualify if they accomplish one of the following purposes. This
guide does not focus on these purposes because the IRS guidelines for qualifying under these
purposes are not well defined compared to the safe harbor requirements. Still, cooperatives that
provide low-income housing but for some reason fall short of the safe harbor requirements may still
successfully file for 501(c)(3) status if their application makes a compelling case that the cooperative
performs one of the following exempt purposes. Additional IRS rulings that shed light on these
exempt purposes are listed in Section 6 of Rev. Proc. 96-32 in Appendix D.

Combating community deterioration. 

An organization that combats community deterioration must (1) operate in an area with actual
or potential deterioration, and (2) directly prevent or relieve that deterioration. Constructing or
rehabilitating housing has the potential to combat community deterioration. 



Lessening the burdens of government. 

An organization lessens the burdens of government if (a) there is an objective manifestation
by the governmental unit that it considers the activities of the organization to be the
government's burdens, and (b) the organization actually lessens the government's burdens. 

Elimination of discrimination and prejudice. 

These rulings describe organizations that further charitable purposes by assisting persons in
specific racial groups to acquire housing for the purpose of stabilizing neighborhoods or
reducing racial imbalances.

Lessening neighborhood tensions. 

It is generally identified as an additional charitable purpose by organizations that fight poverty
and community deterioration associated with overcrowding in lower income areas in which
ethnic or racial tensions are high. 

Relief of the distress of the elderly or physically handicapped. 

An organization may further a charitable purpose by meeting the special needs of the elderly
or physically handicapped. 

1. 

2. 

3. 

4. 

5. 



University of Wisconsin Center for Cooperatives 14

Appendix D: Safe Harbor Ruling, Rev. Proc. 96-32
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Appendix E: Annotated Selections of Form 1023 
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Appendix F: Sample Income Verification Form

Note that though income amounts have been filled in, each geographic area has its own set of HUD
income thresholds which are updated each year. These income numbers will therefore need to be
adjusted to according to your location and updated annually. 


