
F
aced with the challenges of ever-
increasing real estate taxes and the 
ongoing need for funds for capital 
expenditures and working capital, 
coupled with a reluctance to increase 

maintenance fees and impose assessments, 
boards of cooperative housing corporations 
are always on the look-out for creative ways of 
generating additional income. Selling underuti-
lized building common areas (such as portions 
of hallways, lobbies, rear-yard space, rooftop 
space, basement space, and the like) can be a 
viable source of such income. Common area 
space such as corridors, hallways or terraces 
may be incorporated into an existing apart-
ment. In addition, if certain requirements dis-
cussed below are met, shares for commercial 
or professional spaces may be sold, such as 
stores and offices. In addition to the income 
generated by sale of the new shares, issuing 
new shares will likely make co-op apartments 
more attractive to potential buyers because 
the maintenance cost per share is reduced as 
a result of the increase in the total number of 
shares outstanding.

Importantly, when such new shares are issued 
and sold, the revenue received by the co-op is 
treated as a capital contribution and is not sub-
ject to income tax, making it attractive from a tax 
vantage for co-ops to sell such shares. Private 
letter rulings issued by the Internal Revenue 
Service (IRS) confirm that so long as the shares 
are sold for the exclusive and sole use of the 
shareholder, amounts paid for the shares will 
not constitute gross income to the co-op, but 
instead will be treated as a capital contribution.1

This column updates our 2006 column on 
the procedures to be followed for the issu-
ance and sale of new shares2 and addresses 
the 2012 Policy Memorandum issued by the 
New York State Department of Law regard-
ing the sale of certain spaces in co-ops and 
condominiums.3 This column also discusses 
the potential adverse impact on a co-op and 
its shareholders’ continued eligibility to take 
certain tax deductions—because the issuance 
of new shares can result in the loss of such 
tax benefits—and how to prevent such a loss.

Three important  issues should be 
addressed by boards, their managers and 
professionals in relation to the issuance 
and sale of new shares: (1) who determines 
whether to issue new shares and how is that 
accomplished, (2) the procedures and filing 
requirements for issuing new shares, and (3) 
how can a co-op and its shareholders remain 
eligible for tax benefits under Internal Rev-
enue Code (IRC) §216?4

Who Can Issue and Sell?

New York co-op boards are generally 
empowered by co-op bylaws and certificates 
of incorporation to issue and sell new shares 
for building space. However, co-op boards 
must first determine whether the corpora-
tion has a sufficient number of authorized 
and unissued shares from which to issue the 
new shares. If the number of authorized and 
unissued shares is insufficient to issue the new 

shares, a majority vote of shareholders (or a 
greater number, if the certificate of incorpora-
tion so specifies) will be required to amend 
the certificate of incorporation to increase 
the number of authorized shares that can be 
issued by the co-op.

Under the New York Business Corporation 
Law, the business judgment rule is the proper 
standard of judicial review when decisions 
made by boards of co-ops or condomini-
ums are challenged by apartment owners.5 
A challenge to a co-op board determination 
to issue new shares for common area space 
or sell commercial space would be reviewed 
under this standard. Thus, since the 1990 
landmark decision by the Court of Appeals in 
Levandusky v. One Fifth Avenue,6 courts have 
consistently applied the business judgment 
rule, and deferred to board determinations 
and actions, so long as the challenged board 
action is 1) for the purposes of the entity, 2) 
within the scope of the board’s authority, and 
3) made in the absence of bad faith or impro-
priety. Further, when a board’s decision is 
challenged, the challenger bears the burden 
of pleading and proving that the challenged 
board action falls into one of the foregoing 
three exceptions to the applicability of the 
business judgment rule, as confirmed by the 
Court of Appeals in 2003 in 40 W. 67th St. 
Corp. v. Pullman.7

As compared to a co-op, in which the cor-
poration owns all of the building’s common 
spaces, the power of a condominium board to 
sell common spaces is limited because each 
unit owner has an undivided interest in all 
the building’s common spaces (i.e., the build-
ing’s common elements). However, granting 
a unit owner the exclusive use of a common 
element and charging a fee for that use can be 
accomplished by the board issuing a license 
to the unit owner to enclose or use the com-
mon space.8
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For example, in Cohen v. Board of Managers 
of 22 Perry Street Condominium,9 the Appel-
late Division, First Department, held that even 
without the unanimous consent of all unit 
owners, (which would have been required 
for a sale of a common element), the board 
could grant permission (i.e., a license) to 
unit owners to enclose a portion of common 
hallway space in front of their two adjacent 
units which were to be combined in order to 
create a single entrance to the combined unit.

Allocation of Shares 

In allocating shares to new space, while 
there is no set formula for calculating the 
number of new shares to be assigned to the 
space, guidelines established by the Internal 
Revenue Service (IRS) require that there be “a 
reasonable relationship” between the value of 
the space and its share allocation.10 Therefore, 
a real estate professional (such as a real estate 
broker or an appraiser), should be retained by 
the board to determine the number of shares 
to be allocated to the space being sold.

Further, before the IRS adopted Revenue 
Ruling 90-3511, a board needed to obtain a 
private letter ruling from the IRS before sell-
ing new shares for professional space in a 
co-op. Now, Revenue Ruling 90-35 itself sets 
forth the criteria for allocating shares to and 
selling such space. The space must be capable 
of being converted to an apartment that can 
be occupied for dwelling purposes, in order 
for a co-op to comply with IRC §216(b)(1)
(B)—which requires that all shareholders of 
a co-op corporation must have the right to 
occupy an “apartment” for dwelling purposes 
in order for the co-op to retain its tax status 
as such and for its shareholders to retain their 
tax benefits. 

The ruling further provides that a profes-
sional space which (1) has sanitation facili-
ties normally found in a dwelling unit, (2) can 
reasonably be converted to an apartment for 
residential use by the addition of sleeping 
and cooking facilities, with the cost of such 
addition being 20 percent or less than the 
fair market value of the unit, and (3) whose 
shareholder will have the right, as against the 
co-op, to convert the unit to residential use, 
may have shares allocated to it.

Since Revenue Ruling 90-35 was issued, it is 
not necessary for a board to obtain a private 
letter ruling before selling new shares for a 
professional space, so long as the space meets 
the requirements of the ruling. However, if 
there is any doubt as to whether a specific 
transaction meets such requirements, a pru-

dent board should consult with counsel as to 
whether, notwithstanding the ruling, a private 
letter ruling should be sought.

Easing of Filing Requirements

Section 352-e of the New York General Busi-
ness Law provides that an “offering statement” 
or “prospectus” for the sale of co-op shares 
is required to be filed with the Department 
of Law.12 Therefore, prior to 2012, a board 
was required to obtain a no-action letter from 
the Law Department (essentially, excusing the 
board from this requirement) before a board 
could issue and sell new shares.

However, in March of 2012, the Law Depart-
ment issued the 2012 Memorandum regard-
ing such filing requirements.13 Simply put, 
a no-action letter is no longer required if 
the new shares are to be sold to an existing 
shareholder by an independent board (i.e., 
one not controlled by the sponsor/developer 
of the co-op.)14 The Law Department’s stated 
rationale for issuing the 2012 Memorandum 
is that because apartment owners in a co-op 
can reasonably be expected to be fully familiar 
with the “subject matter” of the offering (i.e., 
the building and the co-op), no further filings 
with the Law Department are required for sales 
to them. However, the procedures and filing 
requirements remain unchanged for the sale of 
co-op shares for common area space to apart-
ment owners by sponsor-controlled boards.

Compliance with IRC §216

IRC §216 permits stockholders of qualified 
co-ops to deduct their proportionate share 
of the co-op’s real estate taxes and indebted-
ness interest. However, the issuance of new 
shares can disqualify the entire co-op and 
its shareholders from the benefits of §216. 
The risk arises especially when a co-op sells 
a portion of common area which may not be 
usable for residential purposes as a matter of 
right. As noted above, IRC §216 requires that 
all co-op shareholders must have the right to 
occupy an “apartment” for dwelling purposes 
in order for a co-op to retain its status as such 
and for shareholders to retain the right to 
take the foregoing deductions.

Further, as also discussed above, when 
a board sells space and issues new shares, 
another issue that may arise as to compli-
ance with IRC §216 is where a reasonable 
relationship cannot be shown between the 
number of shares and the space being sold. 
The purchaser of the shares may not qualify 
as a tenant-stockholder for purposes of IRC 
§216(b)(2). A co-op board should obtain a 

“Letter of Reasonable Relationship” from a 
real estate professional which explains that 
the number of new shares being allocated 
is in a reasonable relation to the fair market 
value of the space.

Recommendations

Selling common area space can be an 
important non-taxable source of capital for 
co-ops. Co-op boards have the authority to 
issue such new shares. In a condominium, a 
board is limited to licensing such space to a 
unit owner, for compensation. The procedures 
for issuance and sale of new shares have been 
simplified by the Law Department in the 2012 
Memorandum, which eliminates the require-
ment for no-action letters for the sale of shares 
for common space to existing owners—thus 
making it less costly and time-consuming for 
co-ops to sell such space.

However, caution should nonetheless be 
exercised by prudent boards and their man-
agers and professionals should be consulted, 
especially when a co-op sells space which is 
then utilized for a nonresidential use. The IRS 
guidelines for such transactions must be care-
fully observed, because failure to meet their 
requirements could result in the co-op and all of 
its shareholders losing their tax benefits under  
IRC §216.
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