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Starting a Mission-Based Organization

Carlos Ponce
Senior Lecturer in the Discipline of Nonprofit Management; Senior Fellow for LAC Programs, Victims of 
Communism Memorial Foundation & Museum

Dr. Carlos Ponce, a Senior Lecturer in the Nonprofit Management program, was previously a lecturer at 
Northeastern University, where he developed the curriculum and taught courses for the Global Studies and 
International Relations Master of Science Program. Dr. Ponce was also a lecturer at Tufts University, 
Venezuelan Central University, and Andres Bello Catholic University. He has over three decades of 
experience working in the fields of Governance, Civil Society Development, Nonprofit Management, 
Networking, Public-Private Partnerships, Human Rights and Democracy Empowerment in the US and 
globally. He is the Senior Fellow at Victims of Communism Memorial Foundation (VOC) and fundraiser for 
several nonprofits. He was the Director for Latin American and the Caribbean and a Senior LAC Fellow at 
Freedom House where he successfully managed a multimillion regional portfolio with multiple programs in 
various countries. 

Courses:
•NOPM PS5150: Nonprofit Governance
•NOPM5265: Managing the Mission-based Organization
•NOPM PS5200: Leadership in the Charitable Sector



What is the Nonprofit Sector? From your church to your neighborhood association to your health care provider.

Some examples of Nonprofits:

✓Community services: 

Homeless shelters and soup 

kitchens

✓Colleges and universities

✓Support and counseling 

services

✓Health: Hospitals and 

community health centers

✓Advocacy and public 

education groups

✓Membership associations

✓Environmental and 

conservation groups

✓Performing arts and fine arts 

orgs.

✓Churches, temples, and 

mosques

✓Credit unions

✓Veterans and service clubs

✓Schools: Parents associations

✓Students: Sororities and fraternities

✓Charities (Section 501(c)(3) of IRS tax 

code)

✓Sports: Special Olympics, YMCA, 

✓Museums: Metropolitan Museum of Art

✓Unions: Professional and Trade 

Associations (501(c)(6))

✓American Dental Association, AARP, 

National PTA

✓National Social Welfare Organizations 

(501(c)(4))

✓NAACP, National Organization for Women, 

Sierra Club

✓Social Organizations (501(c)(7))

✓Swimming clubs, garden clubs, alumni 

associations

Approximately 1.8 million nonprofit organizations 

in the U.S., this includes all 501(c) designations 

from churches and cultural centers to food banks 

and disaster relief organizations recognized by 

the Federal Government 

6%
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12%
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Type of Organization FaithBased

Arts, Culture and
Humanities
Public and Social
Benefit
International and
Foreign Affairs
Human Services

Education

Environment and
Animals



Lifecycle of a Nonprofit

From Susan K. Strevens: Nonprofit Lifecycles: Stage-Based Wisdom for Nonprofit Capacity

What is a Nonprofit? 

“A non-profit organization is a group 

organized for purposes other than 

generating profit and in which no part of 

the organization's income is distributed to 

its members, directors, or officers… They 

can take the form of a corporation, an 

individual enterprise (for example, 

individual charitable contributions), 

unincorporated association, partnership, 

foundation (distinguished by its 

endowment by a founder, it takes the form 

of a trusteeship), or condominium (joint 

ownership of common areas by owners of 

adjacent individual units incorporated 

under state condominium acts).” 

(Cornell Legal Institute)



Grass Roots/Invention Start Up - Incubation Adolescent -Growing Mature - Sustainability Stagnation (Renewal or 

sickness)

Decline and Shut Down

Key Question Is the dream possible? How do we get this started? How can we serve better and 

increase impact?

How can we achieve 

sustainability?

Is time to improve and renew? It is too late and is it time to 

close?

Programs Brainstorming, need-based 

assessments and capabilities

Simple, programmatic, service 

delivery and need based

Established, focused and with 

programs operatives and with 

impact

Structured and predictable. 

Increase operations and new 

challenges with new programs

Changes in the 

market/extremal/donors  

reduced impact and lack of 

innovation

Lost of the opportunity and 

decline programs. Lost of 

credibility in communities 

served

Management Entrepreneurial / founders Founder made decisions, staff 

increasing size and structured 

organization

Increased division of labor, 

professionalism. Executive 

director key decision maker 

but with Board guidance

Major in-house expertise, 

more control from the 

Executive director and some 

stubbornness 

Lack of innovation, lost of 

leadership and need renewal. 

Key personnel abandoned the 

organization.

Frustrated and disperse. 

Executive director in charge of 

closing the organization

Board Founders not clear and not 

developed

Formal governance in place. 

Homogenous group

Board expansion and 

improvement. More oversight 

and planning

Two options: totally engaged 

or showing some 

disengagement

Two options: Leadership for 

renewal or opposed/resistant 

to change. Mission review

Ineffective 

Finances In Kind Limited financial resources 

and building trust in donors

Solid relations with donors and 

business model effective

Stable sources of findings Downsizing and lost donors 

and sources of income

Insufficient 

Marketing/Fundraising Not available, development of 

a plan

Basic communication and 

initial plan in place

Active fundraising and 

development in place

New ideas for market/funding 

opportunities

Failed attempts for traditional 

funds. New ideas

Non operative

Monitoring Not Available Development of initial 

indicators according to donors 

requirements

Implementing systems Active monitoring and impact 

evaluation

M&E shows limited impact Not available

Opportunities Creativity, energy Excitement of funders and 

engagement

Accomplishments, 

diversification and belonging

Adequate structure, funding 

and process

New ventures

Wisdom from the experience, 

strategic partnership, 

knowledge of the market and 

evaluation of risks

Merger or dissolution 

Challenges Lack of expertise and no 

support

Prioritizing and fears Absence of systems, 

accountability and lost of the 

mission

Lack of innovation, risk taking 

and bureaucracy, insolation of 

the mission

Resistance to change, inability 

to evaluate, prevail and 

address the challenges

Lost the mission and vision



Incorporation Process



Step 1: Defining the Cause and 
your good idea for a nonprofit 

(What?, Why?, Who else is doing 
this?, How?, Why my idea is 

different? 

Evaluate whether another nonprofit is 
already doing that kind of work 

(Market approach)

An excellent nonprofit exist with similar idea 
and implementing effectively 

If it is a local nonprofit share with 
the organization your idea and 
commitment and evaluate the 

possibility to join their efforts: 1) 
Join an existing program; 2) 

Sponsor or find an sponsor or 3) 
Offer them to create a special area 

or program with your 
complementary ideas

If the nonprofit exist but it does not 
operate in your 

community/state/country: 1) Try to 
create a chapter, 2) Ask them the 

possibility to expand their 
programs in your area, 3) Get their 

advice to replicate their work

After some experience 
with the organization 

maybe you will decide to 
start a nonprofit

1) No success joining or achieving  an alliance with an existing organization 
and you believe that your idea  can have an impact

2) Similar work from a nonprofit but your idea is innovative and different and it 
deserved a try

3) No nonprofit does similar work

1) Draft your mission, Objectives and potential activities. Select the 
name for your organization

2) Evaluate the need for incorporating the nonprofit: are you going to 
be a volunteer group with no need for its incorporation?, Why you 
need to be incorporated?, are you going to hire personnel, renting 

space, receive donations…?

Avoid all the troubles of incorporating your group and maybe 
once you have some solid operations you will want to 

incorporate your group

Move to Step 2: Starting 
Out and Incorporation

Is this the best time for

to starting a nonprofit?



They include:

1. Defining the Cause and evaluate your market

• Defining the cause and evaluating the capabilities 

to make a difference (WHAT we will going to do and 

HOW?, What make us different?) 

• What are the reasons and incentives for starting a 

nonprofit? 

• Evaluate the market (Environmental Scan)

• Internal Analysis: Capabilities, assets, 

expertise…

• External Analysis: opportunities, other 

organizations in the same area, possibilities of 

funding…

• Beneficiaries or community need assessment

TEN steps to the lifecycle of a tax-exempt organization



✓ Strong commitment and knowledge 
✓ Innovative approach
✓ Support from beneficiaries 
✓ New social technology
✓ Good fundraising expertise
✓ Good candidates for the board

✓ Lack or limited funds
✓ Limited or no staff
✓ Limited time for dedication
✓ Lack of expertise in the sector
✓ Lack of strong networking
✓ No experience managing a nonprofit

SWOT Example

✓ Interest within some donors in the idea
✓ No one else operating in the community
✓ Need for the services proposed 
✓ Interest in volunteers to collaborate
✓ Potential partners and networks available
✓ Federal funding available in your area

Internal

External

✓ Covid-19 crisis
✓ Competitive sector and other major actors in place
✓ Reduction of funders or funds available
✓ Specific regulations that will require approvals
✓ Liability



I Strongly recommend a market 
Analysis and cause analysis. To
evaluate how feasible is your
cause, I recommend the use of
Theory of Change. 

Think about your cause

Internal

External

Desired Impact: Situation that you want to change 

Think about the 
situation and problem 
analysis 

Your Goal and potential Mission

How you are ready 
(SWOT) and what 
you want to 
accomplish translated 
to your goal and 
mission

Theory of Change

If I bring x approach 
to the community I 
will be able to 
achieve the desired 
change

Outcomes / Outputs

Outcomes: List what 
you believe will be 
the changes that you 
will bring to the 
community

Outputs: Think about 
your result in 
concrete terms 
(numbers, 
percentages, 
changes envisioned)

Activities/ Inputs

Activities: Think about 
the kind of activities 
that you want to 
develop to fulfill your 
mission and achieve 
the desired impact

Inputs: Think about 
what you need to 
accomplish those 
activities (economic 
resources, staff, 
systems…)



Selecting a name: 

You need to a name to request the 

employer identification number (EIN) 

and to incorporate the Nonprofit. Think 

in your cause and your potential 

branding.

Selecting a Name



2.- Selecting your Board

One priority is selecting a good founding board, one of the key areas for any nonprofit is governance. The board will 

help with all the initial definition of the mission, by-laws, policies and organize the structure. The board normally 

matures with the organization and move from an organizing board to a governance board.  

Board concentrates on planning, 
oversight, fundraising

Maturity

Board leads process of

renewal or dissolution

Review and 
Renew/Decline

Staff implements 

day-to-day activities; board 
transitions to oversight

Governing 
Board

Growth

Hands-on, fills role of staffOrganizing 
Board 

Idea/Start-up

Board 
Characteristics

Board StageOrganization Life 
Stage

Source: Jay Connor, Collaboratory for Community Support, 2003

Role of the Board: 

The Board is the responsible of 

developing and approve the Bylaws, 

structure/guide the policy development 

process (with the organization 

staff/executive director participation) and 

approve the policies
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Board 

Committee 1

Committee 2

Committee 3

ED

P o l i c y  B o a r d  

Members 

Base 

Board 

Input/Limits

ED Staff
Beneficiar

ies

P o l i c y  G o v e r n a n c e  B o a r d  

Board

Staff

Governance, 
Operations, 
Programs & 

Services 

C o l l e c t i v e  B o a r d  

Not all boards look the same, 

but Governance/Financial 

Duties are there no matter the 

structure of your board. One 

thing to have in mind is the need 

to follow financial health 

principles and process. 



What is the Mission 
Statement? 

“Is a short, snappy statement of the 
purpose of the organization”, a 
memorable and inspiring roadmap 
that describes why the organization 
exist and its ultimate purpose. 
Needs to be broad to allow the 
organization to growth but at the 
same time specific and durable.

Without a clear and well  design Mission 
for the organization (Roadmap), a vision 
of the kind of organization you want to 
become, solid Values to guide the road 
ahead, goals and objectives to help with 
the design of the activities, 
bylaws/policies as rules to operate and 
of course strategic thinking and planning 
to have a map, without all of that it is 
impossible to excel.  

What is the Vision  
Statement?

“The vision statement sketches the 
picture of the organization’s desired 
future in few paragraphs”.  What is 
going to be the change that the 
organization will bring?. It is not a 
compendium of activities, it is a 

reflex of the potential impact.

Where are we headed?

Branding: Nonprofit branding is all 

about how the world sees your 

organization and the work you do.

If the nonprofit's mission and 

purpose changes, you need to 

notify:

• Your  State of Incorporation 

(Dep./Secretary of State)

• IRS (when you fill your 990)

• Donors 



BRANDING



Time for a key decision: 

Decide if you need to 

incorporate the organization or 

not: If you need to pay salaries, 

rent space, business/legal 

operations… you will need to 

incorporate the organization



4. Starting out and Incorporation

Decide the legal form: A nonprofit organization generally must be one of three types: (1) a corporation, (2) a trust, or (3) created by a 

legislature, (4) "other” like unincorporated association, (5) Hybrid: a) low-profit LLC (known as L3Cs:  a kind of for-profit with a primary 

purpose the accomplishment of one or more charitable purposes), b) the B corporation, which is a business corporation certified by the B Lab 

(a tax-exempt charitable entity) as a company working to solve social and environmental problems. c) benefit corporation, which is an 

organization that elects to pursue ends such as environmental preservation, promotion of health, and promotion of the arts and sciences. 



Legal 
Structure

Mission or Cause-based

For 
Profit

Traditional 
Corporatio

n with 
Mission

Corporation 
with Social 

Responsibility

Purpose-based 
Organizations

• C-Corp / S-Corp

• Benefit 
Corporation

• B-Corp

• Flexible purpose 
Corp

LLC

• Traditional 
LLC

• L3C

• Benefit LLC 
(ESG)

Nonprofit

Traditional 
501 C, 

Trusts and 
Foundation

s

Social Incubators 
Labs

Charitable  
LLC

Hybrid

• Nonprofit centered

• For profit centered

• Services

Two key words 

that makes 

Nonprofits different 

from other sectors: 

No distribution of 

net earnings/profits 

and Mission 

Oriented (a 

purpose)



Types of Nonprofits (Handbook)

• Public Charities (Charities) 501 c 3: must be able to show broad support rather than funding by individual source.

• Foundations: Many individual and family business and communities create this charities to promote their preferred 

causes. Required to make grants equal to at least 5% of their net investment each year and they generally pay a 2% 

excise tax on net investment and earnings. Approximately 70,000 foundations in the US. 

• Private: Single source (family/individual): Ford Foundation, Carnegie, W.K. Kellogg Foundation

• Operating: Hybrid, use their funds for charitable but also have their own programs. The Carnegie Endowment for 

International Peace

• Community Foundations: Focus their grantmaking in a particular city or region

• Foundation only by name: Created by other groups (hospitals, colleges…) to raise money. Operate as Public 

Charity.

• Social Welfare Organizations: 501 C 4 organization: Operation only to promote social welfare. NAACP, National Rifle 

Association. Contributions to 501 C 4 are not tax deductible. Broader work advocating and lobby.

• Professional and Trade Organizations:  501 c 6: Mission focus is the advancement of the condition of a particular 

community or industry. Contributions not tax deductible but membership duties maybe tax deductible.
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Charitable LLC (LLC Charitable): The IRS has authorized 

charitable LLCs. A charitable LLC is neither a benefit LLC, nor 

a L3C. A benefit LLC is the LLC version of the benefit 

corporation; both are for-profit entities, but emphasize a 

commitment to public benefits, as delineated in their organizing 

documents. An L3C is a low-profit limited liability company, 

which is only recognized in a few states. A charitable LLC is 

an LLC where all of the members are tax-exempt 

organizations or the objective is tax-exempt.

Benefits include:

•Additional tax deductions.

•A charitable tax deduction, while still having limited access to funds.

•Utilizing the LLC in addition to or instead of qualified plans. 

•Charitable foundations also require donors to contribute minimum amounts each 

year, this must be disclosed to the public. With a charitable LLC, donors can 

utilize the tax benefits they choose over time, providing a level of flexibility that 

isn't available with other strategies.

•Having control over management of the LLC assets at all times.

•Control, repayment and privacy, taxes and flexibility, and charitable 

entrepreneurship 

•LLCs act as pass-through entities and provide limited liability to their members

Facebook CEO Mark Zuckerberg 

announced in 2015 that he would transfer 

99 percent of his Facebook shares to the 

new Chan Zuckerberg Initiative, instead of a 

traditional foundation or a 501 C 3 he 

selected a LLC Charitable organization. 

Since that moment we have seen increasing 

interest in philanthropies using LLCs to 

make grants.

LLC Charitable Taxes

• LLCs act as pass-through entities and provide limited liability 

to their members. If the LLC makes money, its members will 

receive the money and pay taxes on it. If the LLC makes a 

charitable distribution, its members will receive the charitable 

deduction. 

• While the LLC does not directly provide a tax benefit to its 

members (the members will only receive a deduction when the 

LLC makes a charitable contribution, not when the member 

gives money to the LLC), (only funds distributed to charities 

may be tax-deductible, while operating costs and overhead will 

not be deductible).
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Low Profit Limited Liability Companies (L3C): 

It is a hybrid of an LLC and a nonprofit business 

model. It is a private organization that earns profits 

but also those profits are limited and part of the 

income need to be oriented to help specific causes.

Requirements:

✓ The primary purpose need to be oriented to one or 

more specific exempt purposes (mission-based)

✓ Production and distribution of income is not the 

significant purpose

✓ No advocacy, influencing legislation or 

participation in political campaigns

The IRS treats L3C as program-related investments 

(PRI): PRIs are investments, as opposed to grants, 

that are made primarily to accomplish a charitable 

purpose.

It is not tax-exempt. An L3C is taxed the same as any 

other LLC for federal income tax purposes, in some 

states they receive recognition.

Benefit LLC:   Public Benefit LLC is defined as a for-profit LLC that 

is intended to produce a public benefit and operate in a responsible and 
sustainable manner.



STARTING A NONPROFIT ORGANIZATION

5. Defining and Drafting bylaws: Bylaws “are significant written rules by which the organization is governed… 

Bylaws define the duties, authority limits, and principal operation procedures for the board and board members” as 

for the rest of the organization (Handbook). Sometimes the founders just put together an initial draft for the bylaws 

and then with a consolidated board the organization draft the definitive bylaws. The organization needs to inform 

IRS of the changes (Form 990). Key issues that need to be in the bylaws:

• General Information: Name, location, statement of purposes, limitations, procedures to amend the bylaws, procedures to 

dissolve the organization, disposition of assets, limitations required by IRS

• Structure and Members: The structure of the nonprofit and if it is a membership groups: Clear structure and if it is a 

membership group the duties/voting rights/quorum/procedures

• Board of Directors: Size of the board, qualifications for membership, term limits, selection process, meetings, 

quorum/voting/procedures, powers of the committees, conflict of interest procedures

• Officers: Executive director or key officers qualifications, duties of officers, process for selecting or appointing officers, 

provision of chief executive participation with the board, removals and key rules

• Fiscal Matters: audit committee, fiscal year of the corporation, insurances for officers and directors, mandatory audits and 

accountability principles

• Dissolution clause: This is a fundamental part of your bylaws, you will need to have this provision when you incorporate 

the nonprofit and when you apply for tax-exempt status. If you dissolve the nonprofits, where are you planning to redirect 

the money/resources of the organization (need to be another tax-exempt cause). You will also need to include this 

provision in the articles of incorporation.



STARTING A NONPROFIT ORGANIZATION 

5.1. Other initial decisions and documents that you need to take into account

• Policies: “written rules, statements, principles, or directives for making decisions and taking actions. Theis purpose is to serve as a guide 

as the board carries out its governance duties and staff conducts the organization daily operations.” Sometimes expands the bylaws and 

also include key areas like Ethics, accountability, fundraising policies, personnel, communication, compensation, insurance, travel, 

security, Information Technologies… Policymaking approach:

• Thinking in a comprehensive manual in mind and also review policies of similar effective organizations

• Take and inventory and identify the policies that the organization needs 

• Develop an outline of core policies

• Draft and discuss policy recommendations

• Finalize and formalize the policies

• Board Compensation: Numerous state rules prohibit board compensation, some possibilities exists for stipends and supporting 

expenditures like transportation/hotel/per diem to participate in board meetings. 

• Executive Compensation: The chief executive selection, compensation, coordination and supervision is one of the key role of the Board. 

A Compensation over $150,000 needs to be reflected in the IRS Form 990.

• Participation of the Executive Director in Board Meetings: The Bylaws need to clarify how is going to be the participation from the ED 

or CEO, sometimes as a member with vote, a member without voting privileges or just invited to selected meetings.

• Articles of Incorporation

• Conflict of interest Policies: policy designed to help directors, officers, and employees of the nonprofit to identify situations that present 

potential conflicts of interest with the organization and to provide with a procedure to address the situation. 

• Description of the Purpose: Define initial goals, potential activities and estimated gross income (A statement of activities detailing, as 

specifically as possible, the proposed activities). 

• Budgets: To apply for tax-exempt status the organization will need to estimate budgets for three years. 



6. Define the Initial Proper Structure: Define your structure, from a complex board and multiple areas, 

a foundation, a faith-based group, a membership organization or a simple structure. This will be your 

initial structure and it will change as soon as the organization begins to operate. 



Deciding the type of organization

Title 25, Section 501(c) of the Internal Revenue Code creates 

several classes of tax-exempt organizations, including 

501(c)(3) and 501(c)(4) nonprofits. Although these two kinds 

of nonprofit organizations are similar in many ways, they have 

distinct eligibility requirements and different restrictions on 

their activities:

• An organization seeking (c)(3) status must file IRS Form 

1023, and an organization seeking (c)(4) status must file 

IRS Form 1024. 

• A 501(c)(3) organization must be operated exclusively for 

a charitable purpose. A 501(c)(4) nonprofit entity must be 

operated exclusively for the promotion of social welfare. 

• 501(c)(3) are eligible to receive tax-deductible 

contributions under certain conditions. IRS regulations do 

not allow taxpayers who donate to 501(c)(4) nonprofit 

organizations to claim their contributions as deductions 

on their income tax returns.

• IRS regulations prohibit 501(c)(3) nonprofit organizations 

from engaging in most political and legislative activities. 

IRS regulations allow a 501(c)(4) nonprofit organization to 

engage in some political and legislative activities. It may 

lobby for legislation essential to its social welfare mission.

Public Charities and Charitable Organizations:

• Public charities get their funding from investment income 

and large donors. Public charities are subject to an excise 

tax on any investment earnings, and they are subject to 

stricter rules than charitable nonprofits. Nonprofit entities 

get their funds from grants, donors, service income, 

government contracts and fundraising

Churches and religious non-profits: because the First 

Amendment the Congress and the Federal Government 

cannot impose regulations



Types of Nonprofits (IRS Publication 557):

501(c)(1) Corporations Organized under Act of Congress (including Federal Credit Unions)

501(c)(2) Title Holding Corporation For Exempt Organization

501(c)(3) Religious, Educational, Charitable, Scientific, Literary, Testing for Public Safety, to Foster National 

or International Amateur Sports Competition, or Prevention of Cruelty to Children or Animals Organizations

501(c)(4) Civic Leagues, Social Welfare Organizations, and Local Associations of Employees

501(c)(5) Labor, Agricultural, and Horticultural Organizations

501(c)(6) Business Leagues, Chambers of Commerce, Real Estate Boards, etc.

501(c)(7) Social and Recreational Clubs

501(c)(8) Fraternal Beneficiary Societies and Associations

501(c)(9) Voluntary Employees Beneficiary Associations

501(c)(10) Domestic Fraternal Societies and Associations

501(c)(11) Teachers' Retirement Fund Associations

501(c)(12) Benevolent Life Insurance Associations, Mutual Ditch or Irrigation Companies, Mutual or 

Cooperative Telephone Companies, etc.

501(c)(13) Cemetery Companies

501(c)(14) State-Chartered Credit Unions, Mutual Reserve Funds

501(c)(15) Mutual Insurance Companies or Associations

501(c)(16) Cooperative Organizations to Finance Crop Operations

501(c)(17) Supplemental Unemployment Benefit Trusts

501(c)(18) Employee Funded Pension Trust (created before June 25, 1959)

501(c)(19) Post or Organization of Past or Present Members of the Armed Forces

501(c)(21) Black Lung Benefit Trusts

501(c)(22) Withdrawal Liability Payment Fund

501(c)(23) Veterans' Organization (created before 1880)

501(c)(25) Title Holding Corporations or Trusts with Multiple Parent Corporations

501(c)(26) State-Sponsored Organization Providing Health Coverage for High-Risk Individuals

501(c)(27) State-Sponsored Workers' Compensation Reinsurance Organization

501(c)(28) National Railroad Retirement Investment Trust

501(c)(29) CO-OP health insurance issuers

National Taxonomy of Exempt Entities 

(NTEE) Classification System: used by 

the IRS and NCCS to classify nonprofit 

organizations. It is also used by the 

Foundation Center to classify both 

grants and grant recipients (typically 

nonprofits or governments). The NTEE-

CC classification system divides the 

universe of nonprofit organizations into 

26 major groups under 10 broad 

categories as follows:

Major Group

I. Arts, Culture, and Humanities - A

II. Education - B

III. Environment and Animals - C, D

IV. Health - E, F, G, H

V. Human Services - I, J, K, L, M, N, O, 

P

VI. International, Foreign Affairs - Q

VII. Public, Societal Benefit - R, S, T, U, 

V, W

VIII. Religion Related - X

IX. Mutual/Membership Benefit - Y

X. Unknown, Unclassified -



7. Incorporating as a nonprofit corporation in the state of choice (NY) 

Name Verification

Verification on-line that the name is unique

Name Reservation

Application for Reservation of Name at the NYS 
Department of State, Division of Corporations: valid 
for 60 days, “Certificate of Reservation”. Filing fee 
of $10. 

Choose a New York nonprofit corporation 
structure 
Religious

Non-Religious

Consents/approvals

Certain purposes require previous agency 
consent/approval (Childcare and others)

Request a Certificate of Incorporation for Domestic Corporations

$75 filing fee ($25 - $200 expedite fee)(in person, 
fax or mail) / Non US: Application for Authority 
Foreign Corporations

Get New York State Tax Identification Numbers/Accounts

Apply for State Tax-Exemptions and Register for 
Charitable Solicitation (Fundraising)

https://www.dos.ny.gov/corps/nfpcorp.html#certinc

https://corp.sec.state.ma.us/corp/loginsystem/login_form.asp?NewFiling=True

Articles of incorporation (state law), will 

usually include: 

• The name of the organization 

• A general statement of its purposes  

• The name(s) and address(es) of its 

initial director(s) and appointment 

dates, clerk and treasurer

• The name and address of its registered 

agent 

• The name(s) and address(es) of its 

incorporator(s)

• The articles of incorporation should 

remain as general as possible within 

the framework of your state laws. 

https://www.dos.ny.gov/corps/nfpcorp.html#certinc
https://corp.sec.state.ma.us/corp/loginsystem/login_form.asp?NewFiling=True


https://www.dos.ny.gov/corps/nfpcorp.html#certinc

• Name Verification: Verification on-line that the name is unique

• Name Reservation: Application for Reservation of Name at the NYS Department of State, 

Division of Corporations: filing an Application for Reservation of Name pursuant to Section 303 

of the Not-for-Profit Corporation Law will reserve a name for 60 days, with the “Certificate of 

Reservation” issued by the Department of State. Filing fee of $10. 

• For non-religious name needs to include: Incorporated, Corporation, Limited, Inc., Corp., or 

Ltd.

• Choose a New York nonprofit corporation structure: 

• Religious

• Non-Religious

• Consents/approvals: Corporations formed for certain purposes require the previous 

consent/approval of another agency or office (Childcare and others)

• Request a Certificate of Incorporation for Domestic Corporations: The completed Certificate of 

Incorporation, together with the $75 filing fee ($25 - $200 expedite fee), payable to the 

Department of State, must be submitted for filing to the Department of State, Division of 

Corporations, State Records and Uniform Commercial Code (in person, fax or mail)

• In the case of non-US nonprofits: Application for Authority Foreign Corporations

• Appoint a Registered Agent (responsible for receiving legal notices)(Needs to be in the State)

• Get New York State Tax Identification Numbers/Accounts 

• Apply for State Tax-Exemptions and Register for Charitable Solicitation (Fundraising)

7. Incorporating as a nonprofit corporation in the state of choice (Stage One, Start-up)(NY)
Religious 

corporations

New York religious corporations are 

recognized as a special type of 

corporation under the Religious 

Corporations Law. These corporations 

are created to enable their members to 

meet for divine worship or other 

religious observances will be filed.

Non-religious 

corporations

All other non-profit corporations are filed 

under the Not-for-Profit Corporation 

Law. NY NPC Law § 201 provides for four 

different types of New York non-profit 

corporation classifications:

Type A Non-business purposes: civic, patriotic, 

political, social, fraternal, athletic, 

agricultural, horticultural, animal husbandry, 

and for a professional, commercial, 

industrial, trade or service association.

Type B Non-business purposes: charitable, 

educational, religious, scientific, literary, 

cultural or for the prevention of cruelty to 

children or animals.

Type C A nonprofit formed for public or quasi-public 

purposes (those usually performed by a 

business corporation)

Type D Other purposes.

Multiple Types If the corporation is formed for both Type A 

and Type B purposes, the corporation is 

classified as Type B. If any of the purposes 

for which a corporation is formed would be 

characterized as Type C, the corporation is 

classified as Type C even if other purposes 

of the corporation might be appropriately 

characterized as Type A or Type B 

corporate purposes.

https://www.dos.ny.gov/corps/nfpcorp.html#certinc
http://codes.lp.findlaw.com/nycode/NPC/2/201




Most nonprofits fall under section 501(c) of the Internal Revenue Service (IRS) tax 

code and doesn’t need to pay taxes for their income related to their mission. That also 

apply to churches. 501 C 3 are tax exempt and also the contributions are tax 

deductible. Charitable organizations are exempt from paying federal, state, and local 

taxes

Remember the tax-exemption only applies to income related to the mission; the 

income derived from activities unrelated to a tax-exempt organization's purposes 

(UBIT) is taxed as if earned by a comparable for-profit entity

Mission-based organizations need to collect FICA taxes, filing employment withholding 

taxes, paying taxes on unrelated business income, unemployment state and local 

taxes, among others.

WHAT DOES “TAX-EXEMPT” MEAN?



Unique ID for the Nonprofit
• Apply for your Employer Identification 

Number (EIN) IRS Form SS-4 

APLICATION

• Request the recognition of your organization Tax-exempt status:

• Use 1023:  501(c)(3) include corporations, unincorporated associations and 
trusts. More than $50,000 per year in donations, grants or income. Filing fee: 
$600. Response in 1 year.

• 1023 EZ: Gross receipts at or below $50,000 annually. Filling Fee: $ 275. 
Create an account at https://www.pay.gov/public/home

• 1024: Civic Organizations (Include 501 C5 and C6): 

• Note: Only once (unless the IRS rescinded you status )

Ruling or 
Determination

• Additional Questions,

• Denial Letter (appeal)

• Ruling or determination letter

REPORTING

• Public Charities (501 C 3) with no unrelated income: 990 or 
990EZ or 990N

• Public Charities (501 C 3) with unrelated income (more then 
$1000) 990 or 990EZ or 990N AND  990T

• Private Foundation: 990-PL

• You need to file these forms every year  

• 3 years without reporting and the IRS will revoke your status

Favorable tax treatment is a 

privilege not a given right, the 

key is the Public Trust. A $280 

Billion in potential taxes foregoes 

every year, not a free ride, it is a 

mission-base trust from the Tax-

Payers to organizations that 

need to serve the public good.

https://www.irs.gov/businesses/small-businesses-self-employed/apply-for-an-

employer-identification-number-ein-online

https://www.irs.go

v/charities-non-

profits/applying-

for-tax-exempt-

status

Does Every Organization Have to File? NO, Churches are not required. State and Local Government 

Dealing with the IRS: Request the Recognition of a Tax-exempt organization

Note: As of January 31, the IRS 
requires that Form 1023 applications 
for recognition of exemption be 
submitted electronically

https://www.irs.gov/businesses/small-businesses-self-employed/apply-for-an-employer-identification-number-ein-online
https://www.irs.gov/charities-non-profits/applying-for-tax-exempt-status


8.2. Obtaining tax-exempt status from the IRS (Stage One, Start-up) (Next SLIDE)

• Define what category you are (according with the area of work and structure)

• Define the size of the operations and the need for specific 

• Apply to the IRS for a ruling o determination regarding the status. 

• If you apply using the Form 1023-EZ you will receive a response from the IRS in less than 3 months (sometimes in few weeks, if you 

apply using the IRS Form 1023 is a longer process and probably you will receive several letters asking to change some documents or 

asking more information. It takes between 6 months and 1 year. During that time you have a presumption and you can operate as a 

tax-exempt organization and file the 990 or 990EZ (you will see a box for ongoing process)

• In your 1023 application the IRS will require the forms plus submit documents as the Bylaws, description of the purpose, webpage, 

financial statements for 3 years or if it is a new organization a proposed budget for two years. Also any publication, written material or 

agreements.

• Your documents need to be open to public inspection

• You will receive a determination letter: 1) a Favorable Letter, or 2) Requirement for more information or certain changes, or 3) Adverse 

determination letter, or 4)Refer the case to the IRS headquarters for a ruling (unusual or complex cases with no precedence). The 

ruling is effective as the date of the formation of your organization

• Appeal a determination: You have 30 days to appeal an Adverse Letter

Tax-Exempt Status: Application for Recognition / More Info 

8. Applying for Exemption: 
8.1. Request the employer identification number (EIN) (all the federal documents will require this number): You may apply on-line for 

an EIN online if your principal business is located in the United States or U.S. Territories. The person applying online must have a valid 

Taxpayer Identification Number (SSN, ITIN, EIN).

Note: Forms 1023, 1023-EZ and 1024 are to apply for the tax exempt status, it is not a report, it is the 

first step at the IRS level to request your status.  Congress grant the tax-exempt status not the IRS

http://www.irs.gov/pub/irs-pdf/f1023ez.pdf
http://www.irs.gov/pub/irs-pdf/f1023.pdf


EIN IRS Form SS-4 : If you’d like to apply for tax exemption, which is a federal level status, you’ll need to acquire an employer identification 
number, EIN. 

Form 1023 (IRS Form 1023): For organizations that may qualify for exemption under section 501(c)(3) include corporations, unincorporated 
associations and trusts. The Form 1023 package includes (1) Form 1023, (2) Checklist for Form 1023, (3) Instructions for Form 1023 and (4) 
Form 5768, Election/Revocation of Election by an Eligible Section 501(c)(3) Organization To Make Expenditures To Influence Legislation.  It 
is for any size of organization, but after the publication of the form 1023 EZ, you only use this form for organizations that estimate that they 
will have more than $50,000 per year in donations, grants or income. Normally you receive a response in 1 year.

Filing fee: the filing fee for the Form 1023 is currently $600.

Form 1023-EZ is a streamlined, online form created by the IRS for smaller organizations that wish to apply for federal tax-exempt status 
under Internal Revenue Code Section 501(c)(3), and anticipate receiving $50,000 or less in annual gross receipts. The IRS has created an 
eligibility worksheet (located on page 11 of the Form 1023-EZ instructions) to determine whether or not a particular organization may use the 
new form. As mentioned previously, one of the main qualifications is the anticipated level of gross receipts. Only organizations that anticipate 
gross receipts to be at or below $50,000 annually are eligible. There are many other qualifications and any organization that wishes to file 
the Form 1023-EZ must complete the eligibility worksheet before submitting the form online. Unlike the full IRS Form 1023, you do not have 
to submit any attachments with the Form 1023-EZ. However, you do have to attest, under penalties of perjury, that your organization has the 
proper organizing documents and that those documents contain the necessary provisions required to obtain federal tax-exempt status under 
Internal Revenue Code Section 501(c)(3). To file Form 1023-EZ, you must first create an account at www.pay.gov. Once you have 
registered with Pay.gov, you will be able to create and save a draft of the Form 1023-EZ which you may then submit electronically through 
the Pay.gov website after paying the user fee. Normally you receive a response in 2 to 3 months.

Filing fee: the filing fee (called a "user fee") for the Form 1023-EZ is currently $275.

IRS Form 1024 (Civic Organizations)(Include 501 C5 and C6): When submitting Form 1024, also submit Form 8718, User Fee for Exempt 
Organization Determination Letter Request, and the user fee called for in Form 8718 (User for Exempt Organization Determination Letter 
Request). 

Form 1024-A: organization such as a civic league, social welfare organization (including certain war veterans’ organizations), or local 
associations of employees applying under section 501(c)(4).

Tax-Exempt Status: Application for Recognition 

All the forms are available at: www.irs.gov

https://www.irs.gov/forms-pubs/about-form-ss-4
http://www.irs.gov/pub/irs-pdf/f1023.pdf
http://www.irs.gov/pub/irs-pdf/f1023ez.pdf
http://www.irs.gov/pub/irs-pdf/i1023ez.pdf
http://www.pay.gov/


https://www.irs.gov/pub/irs-pdf/f1023.pdf



Tax-Exempt Status: Application for Recognition/ Expedite Process 

All the forms are available at: www.irs.gov

Expedited processing 

Only proving a compelling reason to process the case ahead of others. Compelling 

reasons include the following:

• A pending grant, where failure to secure the grant will have an adverse impact on the 

organization's ability to continue operating.

• A newly created organization providing disaster relief to victims of emergencies.

• IRS errors have caused undue delays in issuing a determination letter.

When is an organization’s tax-exempt status effective? (legal presumption)

If an organization files its application for recognition as a tax-exempt organization within 27 months 

of the date of its incorporation or formal organization, then exemption, if granted, will be effective as 

of the date of its incorporation or formal organization.

If an organization files for exemption after 27 months from the date of incorporation or formal 

organization, then exemption, if granted, will be effective from the postmarked date of the 

application for exemption.



9. Begin the operation 
• Either you received the Letter of Tax-Exemption Latter from the IRS or you decided to operate taking advantage of 

the presumption of getting the exemption. Congratulations, you entered into the game.

• Completing additional documents relating to state compliance, annual reporting requirements, newly instituted IRS 

compliance policies, and sound corporate recordkeeping practices. Documents include compensation, conflict of 

interest, document retention and whistle-blower policies

• Apply for other State or Federal permits

• Basic operational and administrative mechanisms

• Risk management, board liability, and insurance issues

9.1 Planning and Adapting your nonprofit to the realities (Stage One-Start-up and Adolescent)
• Developing all the internal mechanism, MEL Plans and more structured operative and financial  systems

• Institutional or strategic planning  and Reviewing Mission, Mission, objectives, activities, structure, budget plans and 

governance according to the real world outside. 

• Develop your marketing and fundraising plans

9.2. Establish record-keeping system for the organization records and documents (mandatory under 

SOX) and financial/accounting systems

9.3. File for State and Local Tax Exemptions: apply for exemption from income, sales, and property taxes. 

9.4. Review and fulfill the requirements of State, County and Municipal Charitable Solicitation Laws 

many states and local jurisdictions regulate fundraising and require a permit or license and then filing an 

annual report and financial statement. 
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Financial oversight is a priority for a 

new nonprofit. Setting up and Monitoring key financial indicators
• Does the board regularly review financial reports (profits and lost statements, 

balance sheets, accounts)

• Timely , understandable and support decision –making thanks to good financial 
data

• Physical security of assets

Ensuring adequate control mechanisms

• Ensure adequate internal controls are in place to deter and 
detect fraud and misappropriation of assets

• Is the treasurer or another board member actively including in preparing 
financial reports for the board?

• Does the organization has a separation of financial duties?

• Does the board openly discuss discrepancies between the budget and 
income/spending?

• Does the board supervise the financial system

• Does the organization perform an independent audit process every year?

Overseeing the organization’ legal obligations and Policies

• Ensure current written financial policies exists and staff are adhering to the board 
approved policies

• Does the organization have and follow written financial management policies addressing internal controls, 
monitoring, whistleblowing and investment approved by the board?

• Does the board review and approve the 990 series for the organization, and verify its submission?

• Tax compliance and other legal compliance

Approving the budget
• Does the board establish an annual budget that reflects the organization 

priorities, goals and values?

• Budget include a realistic financial approach related to income and 
expenditures 

• Budget discussed and reviewed by the board before it is adopted



Financial for 
Nonprofits
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Strategic approaches for new non-profits: What kind of strategies need to be 

part of the approach?
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10. Ongoing Compliance, Significant Events and Lifecycle continue

10.1. As any corporation you need to fulfill labor laws and other local/state/Federal 

compliance 

10.2. Maintaining your Tax-exempt status

• Governance and fulfilling your mission

• Filling your IRS Reports (990 series)

• 501(c)(3)'s tax withholding, paying, and reporting responsibilities: W-4 

• Federal Insurance Contributions Act (known as FICA taxes): Social Security 

and Medicare, (7.5 percent of paycheck)

• Form W-2, Wage and Tax Statement http://www.irs.gov/pub/irs-pdf/fw2.pdf

• Form 941, Employer’s Quarterly Federal Tax Return 

http://www.irs.gov/pub/irs-pdf/f941.pdf

• Focus in your mission

• Conflict of interest policy

http://www.irs.gov/pub/irs-pdf/f941.pdf


The IRS requires all 501(c) organizations with annual revenues 

exceeding $25,000 to file Form 990 or Form 990EZ. The 

information on the 990 must be made open to public inspection 

and includes the names and address of the organization’s 

officers, directors, or trustees; the names and salaries of the five 

employees paid more than $50,000 annually; gross income for the 

year; dues received from members; expenses; the organization’s 

balance sheet; and total contributions, including gifts, grants, and 

government contracts. However, for reasons of privacy, charities 

are not required to publicly disclose the attachment to the 990 that 

includes an itemized list of all contributions of over $5,000.

Boardsource

WHAT KIND OF INFORMATION ARE WE REQUIRED TO DISCLOSE TO THE PUBLIC? 



Employment Issues:  501(c)(3)'s tax withholding, paying, and reporting responsibilities for all of its workers. Like other employers, 
501(c)(3)s that pay wages to employees must pay federal employment taxes on those wages. These taxes are:

• Federal income tax: Employees needs to complete Form W-4 (Employee’s Withholding Allowance Certificate) and the 
organization  must withhold and pay federal income tax from its employees’ wages. 

• Federal Insurance Contributions Act (known as FICA taxes): FICA taxes go toward Social Security and Medicare, 501(c)(3) 
must withhold and pay these taxes from employees’ wages ( the only exception: If the organization pays an employee less 
than $100 in any calendar year)(7.5 percent of everyone’s paycheck)

• 501(c)(3)s are normally exempt from paying Federal Unemployment Tax Act (FUTA tax)

• Form W-2, Wage and Tax Statement http://www.irs.gov/pub/irs-pdf/fw2.pdf

• Form 941, Employer’s Quarterly Federal Tax Return http://www.irs.gov/pub/irs-pdf/f941.pdf

• One other important employment-related form the 501(c)(3) needs is Form I-9, Employment Eligibility Verification Form. The 
law prohibits employers from knowingly hiring or employing persons not authorized to work in the United States. 501(c)(3)s 
don’t have to send Form I-9s to the IRS but do need to keep them on hand.

Group Exemption: Allows a charitable organization to be tax-exempt without having to file an application (Central or parent)

“Tax Exempt” does not mean contributions are “Tax deductible”: Tax-exempt don’t pay income taxes as long as their 
operations/activities remains tax-exempt and according to the Mission, but 501 c 3 are the ones that also provide tax-deductible
possibilities. Note that some income related to some services and other business related income are not tax-exempt (Form 990-T)

Note: Once the IRS has granted your organization tax-exempt status, it’s important that you meet the mandatory annual filing 
requirements, we will talk more about that at the end of the class today.

Employment Legal Responsibilities

http://www.irs.gov/pub/irs-pdf/f941.pdf


Does Every Organization Have to File 990? The largest category of tax-exempt organizations that doesn’t have to file a Form 990-series return is 

“churches” - and certain other religious organizations affiliated with a church, like seminaries or mission societies. Also, churches aren’t required to 

apply for tax exemption. But if they do - and are recognized as exempt by the IRS - they still don’t have to submit an annual Form 990 like most other 

exempt organizations. However, churches must file 990-T to report unrelated business income if they have more than $1,000 of gross unrelated 

business income in any taxable year. There are additional exceptions: Governmental organizations, organization described in section 501(c)(1). A 

section (a corporation organized under an Act of Congress that is an instrumentality of the United States, and exempt from federal income taxes)

990 Series: We are not talking of tax returns for nonprofits, Form 990-series REPORTS are not tax forms, except for the 990-T; and their primary 

purpose isn’t to report financial information. They’re intended to provide the IRS and the public information about your organization’s programs, 

activities, relationships, transactions and governance, in addition to revenues, expenses and assets. According to the IRS, these forms mission is to 

evaluate:

• Is organized and operated as a tax-exempt entity;

• Is in compliance with applicable tax laws;

• Is well-governed and managed;

• Furthers its mission through its exempt activities; 

• Provides valuable services to the public.

Postcard (990-N): smaller organization may file one of the longer forms, most organizations with $50,000 or less in annual gross receipts can 

submit Form 990-N, a very short electronic notice that only takes a few minutes to complete online.

• Include the annual tax period

• Show if you’re still in business

• Verify your gross receipts are normally $50,000 or less.

• Add your organization’s legal name and its EIN

990-EZ: for organizations that fall below the limits in both categories – meaning those with gross receipts under $200,000 and total assets below 

$500,000. Most organizations that meet these requirements can file Form 990-EZ, but they have the option to file Form 990. This works for 70.5% (1.2 

million charities) (budgets under $500,000). Only 360,000 (20.39%) have revenues of $1m or more



Form 990:  It’s for organizations with $200,000 or more in gross receipts or total assets of $500,000 or more.

• Electronic Filing: organizations filing more than 250 returns of any type each year and that have assets of $10M or more must file Form 

990 electronically.

• Mail: You need to mail it to IRS processing center at Internal Revenue Service Center, Ogden, UT 84201-0027

• Date: The rule is that 990-series returns must be filed by the 15th day of the 5th month after the end of the organization’s tax year.

• Extension: Any Form 990 or 990-EZ filer can file Form 8868 to receive an automatic 6-month extension

• Automatic Revocation:  if an exempt organization fails to file for three consecutive years, it will lose its exemption on the due date of the 

third annual return or notice. It’s called “automatic revocation.” 

• Penalties:  the failure to file penalty for most small and mid-sized organizations is $20 per day, with a maximum of $10,000 - or 5% of the 

organization’s gross receipts for the year - whichever is less. Penalties for organizations with annual gross receipts exceeding $1,028,500 

are $100 per day, with a maximum of $51,000 for each return. The penalty applies each day after the form’s due date. This penalty 

applies to filers of Form 990, 990-EZ and 990-PF.

• Sister Organizations (groups): Before preparing the 990, determine if you have any related organizations. You’ll use Schedule R of the 

Form 990 to report them, as well as any compensation, sales of goods or services, leases, loans, shared resources and transfers of cash 

and property to or from your related organizations. “related organization” is an organization with one of the following relationships to your 

organization at any time during the tax year:
• A Parent organization, which controls your organization;

• A Subsidiary – or one that’s controlled by your organization

• Brother or Sister organizations,

• Sponsoring organizations and contributing employers to voluntary employees’

beneficiary associations or a

• Supporting organization

990-T (Exempt Organization Business Income Tax Return): An exempt organization that has $1,000 or more of gross income from an 

unrelated business must file Form 990-T. An organization must pay estimated tax if it expects its tax for the year to be $500 or more.

“Tax Exempt” does not mean contributions are “Tax deductible”: Tax-exempt don’t pay income taxes as long as their operations/activities 

remains tax-exempt and according to the Mission, but 501 c 3 are the ones that also provide tax-deductible possibilities. Note that some income 

related to some services and other business related income are not tax-exempt (Form 990-T)



Exercise: REVIEWING THE 990 FORM

Sections A to M: Information about the organization, you need to be aware of G (Gross Receipts)

Note: You have Schedule O for any explanation

Part I Summary

Part II Signature

Part III Statement of Program Service Accomplishments 

Part IV Checklist of Required Schedules 

Part V Statements Regarding Other IRS Filings and Tax Compliance 

Part VI Governance, Management, and Disclosure: One purpose of Form 990, Part VI, 
Governance, Management, and Disclosure, is to help organizations consider which policies and 
procedures can help them manage legal risks most effectively.

Part VII Compensation of Officers, Directors, Trustees, Key Employees, Highest 
Compensated Employees, and Independent Contractors

• Organization Officers/others: You should also determine the organization officers, directors, 
and trustees and include them (even when you maybe never compensated them)

• Key employees: Anyone who received over $150,000 in reported compensation by your or 
any related organizations, anyone who had control of 10 percent or more of the 
organization’s assets, income, expenses, activities, budget, expenditures, or employee 
compensation is also a key employee.

• Independent Contractors:  highest compensated independent contractors that received more 
than $100,000 of compensation from the organization

Part VIII Statement of Revenue

Part IX Statement of Functional Expenses

Part X Balance Sheet (more than 250K)

Part XI Reconciliation of Net Assets

Part XII Financial Statements and Reporting

MY ADVISE: For bigger 

organizations you will need a 

tax expert/accountant, for small 

one you need an electronic Tax 

Program (I use H&R Block)



Nonprofit and taxation: 

TAXATION OF UNRELATED BUSINESS INCOME (UBIT)

UBIT: income derived from activities unrelated to a tax-exempt organization's purposes is taxed as if 

earned by a comparable for-profit entity. Generally, such income is subject to tax at the regular 

corporate rates.

• Tax Reform Act of 1969, were intended to prevent unfair competition between exempt and taxable organizations. Internal Revenue 

Code § 513(a). The laws apply to nearly all tax-exempt organizations, including IRC § 501(c)(3) organizations (private foundations 

and public charities) as well as religious, social welfare, business, labor, and fraternal organizations.

• If unrelated business income comprises a "substantial" portion of an exempt organization's income, the organization may loss 

loss of Tax Exemption (Indiana Retail Hardware Association v. U.S., 366 F.2d 998, 1966). 

• There is no fixed percentage or mechanical test for determining what constitutes a substantial portion. On the one hand, the 

IRS has defined the term substantial in relation to the legislative activities of exempt organization to be 5% or greater. 

• In the absence of a definitive threshold level, practitioners follow a 20% guideline. If an organization's unrelated business

income exceeds 20% of gross income, then the legal risks and options available to the organization should be carefully 

evaluated and monitored. 

• Once an organization's unrelated business income exceeds 50%, it may be difficult to continue to demonstrate to the IRS 

that the organization primarily furthers exempt purposes.

The key here is: Does the income/profit is related or not to the mission (Universities, Hospitals, Private Museums…)? 



TAXATION OF UNRELATED BUSINESS INCOME (UBIT)

EXCLUSIONS FROM UNRELATED BUSINESS INCOME

• Passive Income: Passive income, including interest, dividends, rents from real property, revenue from property sales, 

and royalty payments, is generally excluded from unrelated business income 

• Interest and Dividends.

• Rent From Real Property.

• The Sale of Property.

• Royalties. 

• Research Activities: income is not unrelated if "derived from research for (A) the United States, or any of its agencies or 

instrumentalities, or (B) any State or political subdivision thereof.

• Volunteer Activities.

• Clothing Stores

• Museum Shops

• Sales of Contributed Property (the Thrift Shop Exception).

• Activities for Convenience of Members, Employees et al.

• Restaurants, Gift Shops, Parking Lots, Laundries: A trade or business carried on by an exempt organization 

"primarily for the convenience of its members, students, patients, officers or employees" is not taxable. 

• Trade Shows.

• Bingo Games and Charitable Gambling: The Revenue Act of 1978 specifically excludes most forms of bingo games 

from unrelated business income tax. 

• Membership and Mailing Lists: The sale or exchange by 501(c)(3) organizations to other 501(c)(3) organizations of their 

membership or mailing lists is specifically excluded from taxation. IRC § 513(h)(1)(B). 

• Low Cost Items: Income derived from the sale of low cost articles such as T-shirts and coffee mugs, by 501(c)(3) 

organizations only, are excluded from taxation if their distribution is "incidental to the solicitation of charitable 

contributions". 

• First $1,000 of Net Income.



SUBSIDIARIES (BUSINESS SUBSIDIARY) / CONTROLLED / HYBRID

Subsidiaries. If unrelated business income comprises a "substantial" portion of an exempt organization's income, the organization risks 

losing tax-exempt status. In such circumstances, the exempt organization may wish to establish a taxable subsidiary. The subsidiary may 

freely engage in commercial activity without fear of loss of exemption to the parent. Only dividend payments continue to be treated as 

passive, non-taxable income. Other types of passive income accruing to the parent are taxable. The reason for the treatment of passive 

income in this manner is that both tax-exempt parents and their for-profit subsidiaries would otherwise be able to circumvent paying income 

taxes on unrelated income.

Advantages

• The Nonprofit 501 C 3 remains tax-exempt and 

receive tax-deductible donations

• Because they are legally separated, but connected 

with a single root, the for profit subsidiary has more 

flexibility to generate income and operate as a 

business

• Nonprofits can pay better salaries allocated time of the 

staff to the subsidiary

• As an investment from the nonprofit, the organization 

will receive benefits from the subsidiary
Hybrid: The term “hybrid organization” has been used interchangeably in 

several streams of research ranging from public policy to economics. Four 

our presentation today hybridity will be applied to organizational purposes 

(e.g., social entrepreneurship, public-private partnerships, etc.). In the hybrid 

model, a nonprofit and a for-profit are linked. In some cases, one is a 

subsidiary of the other; in others, the two entities are bound by long-term 

contracts in which one entity fulfills a basic need for the other and vice versa. 

Each entity is taxed as if it is independent of the other. 

The Challenges

Hybrid arrangements can get complicated, they require 

separate boards or one board able to manage both 

entities with independence and separate or coordinated 

management staffs, given that significant crossover in 

leadership might signal a conflict of interest to the IRS. 

Controlled Organization: A controlled organization is defined by the 

IRS as one which is controlled to the extent of 80% or more by another 

organization. The 80% control level is established either through stock 

ownership or by interlocking boards of directors. IRC § 368(c). Note that 

under special rules applicable to private foundations, ownership of more 

than 20% of the stock of any corporation is prohibited. IRC § 4943.



Hybrid Corporations

The Classic Example: 

In 2005, the nonprofit Mozilla Foundation formed a 

for-profit subsidiary, Mozilla Corporation, to handle 

the explosive growth of the Firefox Web browser. 

Now, the for-profit makes about $104 million a 

year from revenue-sharing agreements with its 

search partners, including companies such as 

Google and Yahoo. 

Meanwhile, the Mozilla Foundation, which is the 

corporation's sole shareholder, handles the 

development of the open-source software and 

brings in just over $222,000 in charitable 

donations.



The norm is SELF-REGULATION (Governance) but the tendency is to increase Federal and State Oversight

The law governing the nonprofit sector comes from different sources – principally federal law, plus 
state corporation, trust, duty of care, fiduciary responsibility, and fundraising law. At the federal level, 
not only nonprofit and IRS rules apply, Nonprofits need to be aware of labor laws, antitrust laws, 
consumer protection, health care, intellectual property, postal, securities, and other fields.

Generally we see more State than Federal laws applying specifically to tax-exempt organizations.

You need to be aware of Unrelated Business Activities (UBIT) and keep your mission updated.

Take into account any potential consequences of new activities or expanded initiatives, investment 
ventures or hybrid approaches (consult a lawyer to evaluate your Tax-exemption impact)

Remember Lobby and advocacy limitations for 501 C 3s

The Congress has been involved looking for more transparency in the mission-based sector, IRS has 
been including more reporting requirement in the 990s and improving the publication of 990s, and 
several watchdogs and oversight groups have been recommending best practices for nonprofits and 
oversighting the sector.

Nonprofit Law / Compliance



Lobbying Exceptions

Nonpartisan 
analysis, study, or 

research

Indexes and rankings 
or performance 
evaluation for 

government officials 
and legislators 

Request for 
Technical 

Assistance

Self-Defense

Examinations and 
discussions of 
broad social, 

economic, and 
similar problems

What is Considered Lobbying?

• Contacts members of a legislative body 

(local, state, federal, even international) 

for the purpose of proposing, supporting, 

or opposing legislation or look for specific 

benefits for the organization.

• Urges the public to contact members of a 

legislative body for the purpose of 

proposing, supporting, or opposing 

legislation

• Advocates for the adoption or rejection of 

legislation

• Communicates with the general public 

and reflects a view on a ballot initiative

What Is Not Considered Lobbying? 

• Communications that discuss only broad 

principles, as opposed to specific 

legislation, would not count as lobbying.

• Broad calls for action

Lobbying Restrictions for 501 C 3
Exempt Purpose 

Expenditures

Percentage 

Allowed

Maximum Allowed

US $ 0 to $500,000 20% Up to $100,000

$500,001 to $1,000,000 15% $100,000 plus 15% of 

excess over $500,000

$1,000,000 to 

$1,500,000

10% $175,000 plus 10% of the 

excess over $1,000,000

Over $1,500,000 5% $225,000 plus 5% over 

$1,500,000 up to the 

maximum of $1,000,000

Grassroots Lobbying 25% Overall 

Limit

25% of the overall limit (Ex. 

If the overall limit is $50k 

for grassroot lobby $25k)

Maximum Lobby Investment Allowed by IRS to 501 c 3



SOX: The American Competitiveness and Corporate Accountability Act, popularly known as the Sarbanes-Oxley Act or SOX, was 
passed in 2002 in response to the Enron, WorldCom and other corporate and accounting scandals in the for-profit realm. The Act 
introduced a variety of measures requiring boards to keep closer tabs on, and take more responsibility for, financial transactions and 
auditing procedures of their corporations. It promotes honesty and transparency in board governance by requiring both the CEO and 
CFO to certify financial statements, prohibiting loans by the corporation to its directors, and requiring disclosures regarding a 
corporation's material financial and operational changes. Most of the provisions of the Act are expressly limited to publicly-traded 
corporations and not specifically targeting nonprofit organizations except for two specific Sections: 

The Document Retention Provision: Section 802 of the Sarbanes-Oxley Act makes it a crime to knowingly alter, destroy, conceal or 
falsify any record or document with intent to impede, obstruct, or influence a federal investigation or the administration of any other 
federal matter. Violations of this provision are punishable by fines or imprisonment up to 20 years. Many nonprofit organizations, 
particularly those with paid employees, would benefit from having a document retention/destruction policy that would enable them to 
comply with various existing state and federal laws (such as the Fair Labor Standards Act, which requires that payroll records be kept 
for a certain minimum period of time) and to maintain useful evidence for potential lawsuits. Section 802's likely applicability to 
nonprofit organizations provides one more reason to adopt a written policy with timelines for maintaining various categories of 
documents (financial, fundraising, personnel, contracts, leases, etc.) in accordance with applicable state and federal requirements, and 
should cover electronically held materials such as e-mails and voice mails as well as printed documents. 

The Whistle Blower Provision: Under Section 1107, it is a felony to retaliate against an individual for providing law enforcement 
authorities with truthful information relating to the commission, or possible commission, of any federal offense. 

Sarbanes-Oxley Act or SOX

http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=107_cong_reports&docid=f:hr610.107.pdf


Federal Volunteer Protection Act: The Law 42 USCA Sec. 14501 et seq. provides that volunteers will not be personally liable for their acts or omissions if they are acting 
within the scope of their responsibility for the organization and the harm is "not caused by willful or criminal misconduct, gross negligence, reckless misconduct, or a 
conscious, flagrant indifference to the rights or safety of the individual harmed.“

Federal Tax Cuts and Jobs Act (2017): significant decrease in aggregate taxpayer donations that impacted not only the charitable well-being of nonprofit groups, but 
could also take away a major benefit of applying for tax exempt status under IRC 501c3. There are at least three major changes in the Federal Tax Cuts and Jobs Act that 
impact nonprofit organizations: (1) the increase in the standard deduction (reduction to itemizing deduction); (2) the limit on state and local tax deductions, and; (3) the 
doubling of the estate and gift tax exemptions. These changes in the New Federal Tax Cuts and Jobs Act decreased charitable giving to nonprofits.

Labor Laws: The Fair Labor Standards Act is the primary federal labor law, and nonprofit organizations must obey the dictates of the FLSA in their relationships with their 
employees. Some states have also enacted additional labor laws that nonprofit organizations must follow. Nonprofits are only exempt from labor laws when they use 
volunteer labor.

Wall Street Reform and Consumer Protection Act (The Dodd-Frank Act, 2010): The law has set in motion a new era of regulation over financial products and services 

The Pension Protection Act of 2006 (PPA): The pension law had its primary impact on tens of millions of private-sector workers who have defined benefit pension plans 
and defined contribution plans such as 401(k)s and also affected millions of public-sector and non-profit workers with 457 and 403(b) plans, and to a lesser degree, those 
public-sector workers in state pension plans, in particular policemen and other public safety workers. It has plenty of provisions that impact public and private charities, in 
particular the ones related to incentives, record-keeping requirements and limits on deductions. • The Act included new incentives for giving under Individual Retirement Accounts (IRA) for 70 years and older, incentives for business that donate food inventory and 

book donations and tax-incentives for property donated for conservation purposes.• Provide Tax relief for organizations in unrelated business income from payments from subsidiary organizations to cover interest, rents and specific types of 
payments.• Exercise Tax exemption for blood collector organizations• Organizations that are not subject to filing a Form 990 information return have new reporting obligations under Sec. 1223. • Organizations that file a 990-T for unrelated business income will now have to make the return available for public inspection and copying• Prior to the Pension Protection Act of 2006, organizations with annual incomes under $25,000 did not have any annual reporting requirement at the federal level. 
Starting in 2007, these organizations has been using the Postcard. • Sec. 1212 increases penalties on charitable organizations, including private foundations, for: (1) self-dealing and excess benefit transactions; (2) failure to distribute 
income; (3) excess business holdings; (4) investments which jeopardize charitable purpose; and (5) taxable expenditures (e.g., political activities). The excise tax 
increases from 5% to 10% and the limit for penalties on managers for prohibited activities double from $5,000 to $10,000. 



Attorney General Oversight

State level regulations: 

“No single state law of charities oversight exists; instead, oversight involves a complex mix of substantive areas, including charitable trust law, 

governance, criminal law, solicitation and registration requirements and compliance, corporate transaction review, and conservation 

easements”

(Center on Nonprofits and Philanthropy, Urban Institute, State Regulation and Enforcement in the Charitable Sector, 2016). 

Center on Nonprofits and Philanthropy, Urban Institute, 

State Regulation and Enforcement in the Charitable 

Sector



State level regulations: Additional findings from the 2016 study and report from the Center on Nonprofits and 

Philanthropy, Urban Institute, State Regulation and Enforcement in the Charitable Sector:

• States have different requirements for reporting by charities. Some rely upon required reporting on Internal Revenue 

Service Forms 990, some require registration information, and some require independent audits and notification of 

certain transactions.

• In the 47 responding jurisdictions, 68 percent require charity fundraisers to register, and 60 percent require charities 

to register.

• Twenty-two states require charities to file independently audited financial statements, and most of the jurisdictions 

requiring such audits have a $500,000 revenue threshold before an audit is required. 

• State-level enforcement actions are more likely to be informal resolutions (85 percent) or involve correspondence with 

organizations (98 percent) or settlements (88 percent) than fines and penalties (80 percent) or other formal litigation 

such as injunctions (79 percent).

Lawmakers in several states have introduced legislation applicable to nonprofit organizations 

mirroring the broad goals, and in some cases the specific provisions, of the Sarbanes-Oxley Act. 

We have the California Nonprofit Integrity Act of 2004 require that all nonprofit organizations 

with $2 million or more in annual revenues have an audit prepared by an independent firm and 

calls for board review and approval of executive compensation and the establishment of an 

internal audit committee. We also have the case of New Hampshire and in other states there are 

discussions of potential regulations. Approximately 45 states have laws regulating charities and 

require registration before soliciting donations.



The National Association of State Charity Officials (NASCO): is an association of state offices (attorneys general, 

secretaries of state and other offices) charged with oversight of charitable organizations and charitable solicitation in the

United States.   NASCO provides a forum for states to communicate and collaborate on matters of common interest 

related to charities oversight and enforcement. NASCO has taken a leadership role in promoting uniform state charity 

registration and filing requirements, amicus briefs, and multistate lawsuits targeting fundraising deception . NASCO also 

has drafted jurisdictional guidelines for state regulation of charitable solicitation on the Internet and worked with the 

Uniform Laws Commission in drafting the Model Protection of Charitable Assets Act.

New York: The NY Not-for-Profit Corporation Law (amendments 2016) and New York Revitalization Act of 2013, and its 

subsequent amendments, brought many sweeping changes to the way nonprofits in New York state handle conflict of 

interests, audits, amendments to certificates of incorporation, and the dissolution process. 

Statutory Immunity of Voluntary Officers and Directors: Massachusetts General Law Chapter 231, § 85W: Except as 

provided otherwise in this section and in section eighty-five V, no person who serves without compensation, other than 

reimbursement for actual expenses, as an officer, director or trustee of any nonprofit charitable organization including 

those corporations qualified under 26 U.S.C. § 501(c)(3) shall be liable for any civil damages as a result of any acts or 

omissions relating solely to the performance of his duties as an officer, director or trustee; provided, however, that the 

immunity conferred by this section shall not apply to any acts or omissions intentionally designed to harm or to any grossly 

negligent acts or omissions which result in harm to the person. Nothing in this section shall be construed as affecting or 

modifying any existing legal basis for determining the liability, or any defense thereto, of any person not covered by the 

immunity conferred by this section.
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