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PREFACE 
 
 
The guide is based on over thirty years spent as a staff person of small nonprofit organizations 
and as a consultant and trainer for South Carolina nonprofits. Equally important has been the 
wisdom and experience of the countless experts in nonprofit law and organizational development 
who share their wisdom and experience in books, articles and submission to listservs such as 
those run by CharityChannel.com.  
 
This guide has benefited immensely from wisdom and experience of the content experts who 
served on the South Carolina Association of Nonprofit Organization’s Blue Ribbon  Task Force 
on Preserving the Public Trust and its content area committees. Throughout you will see text 
boxes containing “Guiding Principles” or “Best practices”.  Those are taken from SCANPO’s 
Guiding Principles and Best Practices for South Carolina Nonprofits (2007; hereinafter, 
GP&BP) with generous permission. 
 
We have tried to reference particularly helpful guidance. We would urge every board member 
and staff person to take seriously their responsibilities by reading widely and deeply in the litera-
ture of nonprofit law and governance. 
 
I am not now, nor have I ever been, an attorney or a certified public accountant. What is pre-
sented here is not legal advice and should not be relied upon as such. Neither this author, his em-
ployer nor the South Carolina Fair Share Education Fund assumes any responsibility for the con-
sequences of your use of this document. 
 
The focus of this manual is public charities, which are also called nonprivate foundations. Private 
foundations present special issues and problems not addressed here. You should hire expert as-
sistance if you are setting up a private foundation. 
 
One of our colleagues who reviewed this document asked: “Why do you put Getting Starting at 
the end?” The answer is fairly simple – jumping through the legalistic hoops of getting incorpo-
rated should follow deciding who you are, what you will do, how you will do it and setting up 
appropriate governance structures and not precede those steps.  
 
Although this guide covers many subjects, nonprofit boards and managers who fail to seek and 
rely upon competent professional legal and accounting advice are derelict in their duties. Every 
organization should have an ongoing relationship with a lawyer specializing in tax-exempt law 
(and perhaps another specializing in employment law) and a certified public accountant special-
izing in nonprofit accounting. The law of tax-exempt organizations is a specialty in which many 
attorneys and accountants are not expert. 
 
 

John Ruoff 
Columbia, South Carolina 

August 20, 2007 
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INTRODUCTION 
 
“I’m the owner of this nonprofit business.” We’ve heard this more than once from earnest folks 
who were trying to do good things for their community. However, if there is an owner of a chari-
table nonprofit – a Section 501(c)(3) organization – it is the community. The assets – cash, build-
ings, and so forth – are dedicated to public purposes and not to private benefit. If we go out of 
business, we don’t just divvy up the remainder among the board and staff; we distribute it to an-
other publicly dedicated entity. As beneficiaries of both exemption from taxation on our income 
and deductibility of contributions, we agree to limit our activities. 
 
These are exciting times in the world of nonprofit governance. The scandals of accountability at 
Enron, Worldcom and others have fallen as heavily on the nonprofit world as on the for-profit 
world. This extends a trend started with the new-found focus on insiders ripping off the charita-
ble corporations on whose boards they serve or for which they work. That focus has institutional 
expression in IRS regulations defining and imposing heavy sanctions for “excess benefits trans-
fers”. More recently, New York and California have adopted important new nonprofit account-
ability statutes which will set the tone for changes in other states. The new Application for Rec-
ognition of Exemption Under Section 501(c)(3) and the about-to-be released revised Form 990 
have a major new focus on insider transactions and conflicts of interest.  
 
In South Carolina, the South Carolina Association of Nonprofit Organizations has just published 
it’s Guiding Principles and Best Practices for South Carolina Nonprofits (2007; hereinafter, 
GP&BP). Produced by a blue ribbon panel of South Carolina practitioners, this document re-
flects the best thinking in the rapidly evolving world of nonprofit governance and practice.   
 
As board and staff, we are only caretakers – caretakers with a high level of responsibility to en-
sure that we put those resources to good use.  
 
That means that we have a duty to develop a vision for the world we want to create, decide on 
our role in reaching that vision (our mission if you will) and craft a strategy to fulfill that mis-
sion. It’s not enough to have some gooey idea about building a better future, however. You have 
to have a real plan with measurable objectives so that you can see if you are carrying out that 
plan and ways to measure and respond to what you are actually accomplishing. You have to 
gather and marshal the resources – money, people, etc. – to implement that plan. 
 
At the same time, you have to ensure that all of the assets are dedicated to what you are trying to 
accomplish – not enriching your board and staff beyond the value of their efforts. That means 
good stewardship, good financial systems and good accounting. 
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THE BOARD OF DIRECTORS 
 

We focus first on the board because it is the Board of Directors which has legal responsibility for 
the management of the corporation and its assets. It is the Board – and not the Executive Director 
– which is legally responsible for ensuring that the organization carries out its exempt purposes 
and exercises appropriate stewardship of funds donated to the organization. They may hire staff, 
but the directors must ensure that they meet all laws and requirements.  
 
We also focus on the board because those who set the rules for us – Congress, the Internal Reve-
nue Service and state regulators – and the leaders of our sector are increasingly focusing on gov-
ernance and the pandemic failure of board’s to carry out their oversight role in ensuring that the 
organizations which they govern are ethical and accountable and fulfilling their missions. 
 
WHAT’S THE BOARD’S JOB?  
 
The directors of a charitable corporation – a public benefit corporation under the South Carolina 
Nonprofit Corporation Act of 1994 – manage the affairs of the corporation in stewardship for the 
members, if there are any, or for the public if the corporation has no members. You can find this 
law in Title 33, Chapter 31 of the South Carolina Code of Laws. 
 
Boards don’t have a job – they have several jobs. They are fiduciaries looking out for the organi-
zation’s assets. They are, in partnership with management, strategic thinkers figuring out how 
best to solve the problems they were created to address. And, they are responsible for figuring 
out what the preferred future is, which problems need solving and what is important. 
 
Most recent nonprofit discussion around nonprofit boards has been on their fiduciary role – mak-
ing sure that the beans are counted accurately and stored safely.  
 
That is a critical role – but no more critical than ensuring that the organization is working strate-
gically and creatively on things that matter to fulfill the organization’s purposes.  
 
MISSION AND PLANNING 
 
Vision, Values and Mission 

 
The board’s first job is to figure out 
why you are here. As Chait, et al., 
note: “Before they use various forms 
of managerial expertise to solve 
problems, organizations need to fig-
ure out which problems need solving. 
Before they figure out the best strat-
egy for getting from the present to a 

preferred future, organizations need to figure out what that preferred future is. Before they can 
dedicate resources to the things they consider important, they have to figure out what things are 
important. (Governance as Leadership, 30). 

GUIDING PRINCIPLE: A nonprofit operates for a clearly defined 
mission that flows from its vision of the community it seeks to 
build and the role it will play in achieving that vision. A set of 
values guides both that vision and how the organization believes 
it will go about achieving its mission. Vision, values and mis-
sion drive fundamental decisions and planning.  

GP&BP, 5. 
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BEST PRACTICES:  
• The board of directors has developed vision, values and mission statements that define the organiza-

tion’s reason for being and guide all decision-making. 
• The board regularly reassesses vision, values and mission. 

GP&BP, 5 

A vision statement is about the future – What kind of a world do we want to build. In our experi-
ence, we are so accustomed to using slogans that we don’t really see – have a vision of – the 
world we want to build. When we work with groups on vision statements, we have found it best 
to get them to draw that new world or to act it out. Visions are concrete; we see people doing 
things. When they have seen or acted out the preferred future, then they can describe it in 
words.1   
 
A mission statement says what you do. “If we are going to get to the preferred future, what will 
be our role in doing that?” 
 
A values statement “… represent[s] the core priorities in the organization’s culture, including 
what drives members’ priorities and how they truly act in the organization, etc. Values are in-
creasingly important in strategic planning. They often drive the intent and direction for “organic” 
planners.” Carter McNamara, Ph.D., Basics of Developing Mission, Vision and Values State-
ments in Free Management Library at Managementhelp.org. The values statement is not just a 
rhetorical commitment to “truth, justice and the American way,” but addresses the values that 
will guide the work. When you come to a strategic decision about going in this direction or that 
one, which values will guide your choice?  
 
Too often, statements like these get adopted after much struggle and then get filed away some-
where. We occasionally look at them on the wall when arriving for a board meeting, but they 
don’t drive the organization’s decisions. If you want to get to your preferred future, you have to 
constantly remind your self of what that future is, what your role in getting there will be and 
what values drive that vision and mission. To do that, you need to revisit regularly the vision, 
mission and values statements. If they no longer fit, then you should change them – not ignore 
them. 
 

                                                           
1 Some places to look for help on Vision, Values and Mission Statements: Timethoughts.com, Writing a Compelling 
Vision Statement; National School Boards Association, Creating a Vision; Susan M. Heathfield, Build a Strategic 
Framework: Mission Statement, Vision, Values ..:Strategy and Vision Statements. at About.com; and Carter McNa-
mara, Ph.D., Basics of Developing Mission, Vision and Values Statements in Free Management Library at Manage-
menthelp.org.  
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Strategic Thinking 
 

 

BEST PRACTICES:  
• The board, in concert with key staff, sets direction and strategic targets to be achieved, and relies on 

input from stakeholders. 
• The board sets aside sufficient time at every board meeting to examine strategic direction and make 

needed adjustments. 
GP&BP, 5 

This is a fundamentally different approach to the board’s role in strategy than those long “strate-
gic planning retreats” which produced beautiful, detailed plans … which got put on shelves or 
stuck in drawers. Instead, the focus here is on the Board’s job to think strategically.  
 
On strategic and generative thinking, we strongly urge you to read Richard P. Chait, William P. 
Ryan and Barbara E. Taylor’s Governance as Leadership: Reframing the Work of Nonprofit 
Boards (BoardSource, 2005). Terri Temkin has a series of articles on building a strategic think-
ing board beginning with Strategic Plans Aren't the Answer, Nonprofit Boards & Governance 
Review (September 11, 2003). 
 
The board sets direction and strategic targets; the staff sets short term goals and implementation 
plans to which the board holds staff accountable. In setting those strategic targets, the board re-
lies on the traditional tools of strategic planning – input from stakeholders, research, environ-
mental scans and so forth. But its responsibility is at the level of strategy – where are we going – 
and not at the level of operations.  Strategic targets include fundraising goals – not just the 
amount, but also the mix of revenue sources. 

Best Practice:  
• Working from the board’s strategic direction and guided by the organization’s values and mission, the 

staff develops and works from an operational plan that defines measurable goals and objectives in a de-
fined near term. That plan’s execution is monitored and updated as needed.  

• The organization has secured board consensus of fundraising goals, objectives and timelines, with ac-
countability tied to the board committee charged with raising funds. 

• A comprehensive fundraising plan of action has been developed that reflects diverse revenue sources 
when appropriate. 

GP&BP, 5, 12 

 
But any strategy needs constant reexamination. As Chait and his colleagues note: “… goals can-
not be accepted as constants that organize everything else. Instead, the goals themselves have to 
be continuously reexamined and revised, and stakeholder commitment to them has to be secured 
again and again.” That doesn’t happen unless the board is intentional about it. At every meeting, 
the board should dedicate time to strategic thinking.  
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The Board Engages Ideas 

Best Practice: 
• The board adopts and uses processes for decision making that encourage full and vigorous discussion 

from diverse viewpoints and problem solving. 
GP&BP, 7 

 

Strategic thinking is not group think. Nice polite meetings where no one dares throw out new 
ideas or challenge old ones do not make for good governance. We’ll discuss board recruitment 
later, but a key characteristic to look for is the willingness to challenge. 
The processes we use to make decisions are critical too. Good decisions don’t come from po-
litely accepting the first proposal put on the table. Strategic thinking requires a lively back and 
forth and – as important – drawing out the views of those who are slow to jump in because they 
are quiet or don’t feel that they have standing to speak up.  
 
Too often we are culturally hesitant to engage in these kinds of conversations. That’s why we 
need meeting rules that not only allow it but encourage it. We don’t need someone to chair, run 
or control the meeting; we do need a facilitator to help the meeting move to productive decisions 
– by challenging us to come up with more ideas, by ensuring that everyone’s ideas are included, 
by helping us to see what we’ve already agreed on and by moving us towards decisions. 

Time to Abandon General Robert to the 19th Century 
 
“… I have come to loathe Robert's Rules of Order. I've seen how these rules often stifle meaningful dialog 
and problem-solving by giving advantage to some while relegating others to the sidelines. Indeed, they rarely 
coax a full contribution from those who are naturally quiet and thoughtful, or who hold back because of a 
lack of standing in society and/or within the board itself. It is this latter failing that cuts against the grain of 
our sector -- a sector that so obviously values, and draws strength from, full participation from those of di-
verse views.” 

Steven C. Nill, “Roberta's Rules of Order:  
Who is Robert and Why Do We Still  

Follow His Rules Anyway?” 
Nonprofit Boards and Governance Review (May 7, 2004) at 

http://charitychannel.com/publish/templates/default.aspx?a=375&z=19 

 
Getting everyone to agree to a course of action is better than making the minority feel 
squashed. The problem with 50% +1 majority decision-making in the Robert’s Rules of Order 
model is that it leaves the minority feeling unvalued. People to whom it happens don’t commit to 
the success of the group or the effort. Ultimately, they may leave, taking their skills and energy 
with them. Look at Alice Collier Cochran’s Roberta’s Rules of Order (Jossey-Bass, 2004) for a 
much more productive decision-making model that builds community. That doesn’t mean that 
every decision is the one we would have made. It does mean that the decision was arrived at by a 
process which heard and respected my views and I can agree that we will do it another way.  
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Disaster and Transition Planning 
 
Hurricane Katrina underlined a lesson that many in South Carolina learned 16 years earlier dur-
ing Hurricane Hugo. But it doesn’t take a hurricane to wipe out years of records or destroy your 
facility. Burt pipes, fires and other disasters can severely disrupt our ability to carry out our mis-
sions.2 

 

Best Practice:  
• The organization, as a routine part of its work, anticipates and plans for disruptions, disasters and tran-

sitions. When unanticipated events occur, the board is fully informed and participates in determining a 
plan to proceed. 

GP&BP, 5

We also can be suddenly confronted with the departure of key staff through resignation, illness 
or death. Many organizations have found it productive to hire executive transition consultants. 
You are better advised to seek these services to plan for executive transitions than to seek them 
after the C.E.O. keels over from a heart attack or decides to seek her kharma in Katmandu – 
flight leaving this afternoon. See Technical Assistance Alliance for Parent Centers, Executive 
Transition Planning, Alliance Action Information Sheets (2007) and TransitionGuides and 
CompassPoint Nonprofit Services, Capturing the Power of Leadership Change: Using Executive 
Transition Management to Strengthen Organizational Capacity, Executive Transitions Mono-
graph Series, Volume 1. 
 
A well-run organization plans for contingencies. The board doesn’t need to develop those plans, 
except perhaps for a contingency in case of the loss of the Executive Director. But it does need to 
ensure that it has established policies on what those contingency plans cover and the goals they 
are intended to achieve. It needs to ensure that those plans are in place and required actions are 
taken. It does little good to have a policy on data security if no one actually gets backup data off-
site on the schedule. 
 
GOVERNING 

 
If you read SCANPO’s Guiding 
Principles and Best Practices, you 
will see fifteen Best Practices illus-
trating the guiding principle in the 
box at the left. Those fifteen recom-
mended Best Practices reflect the 
core role of the board in governance, 
but also problematic areas in the 
practice of governance in the non-
profit sector. 

GUIDING PRINCIPLE: “The responsibility for governing a non-
profit lies with its board – a decision making body that provides 
overall leadership and policy direction. The board ensures 
sound stewardship of nonprofit assets and resources. Board 
members are held to the highest legal and ethical standards to 
ensure that their loyalties lie entirely with the nonprofit, that 
they are diligent in carrying out their duties, and that they act in 
good faith to advance the nonprofit’s mission.” 

SCANPO GP&BP, 6  

                                                           
2 Models for disaster plans can be found in a number of places, including The Nonprofit Coordinating Committee of 
New York, Inc., Disaster Planning, Emergency Preparedness & Business Continuity which walks you through dis-
aster planning to ensure business continuity. 
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The Board Acts Corporately 

Best Practice:  
• In carrying out its duties, the board functions corporately, as a body. The whole board – and not indi-

vidual members – establishes policy, determines strategies and gives direction to the nonprofit. The 
board, through designated spokespersons, speaks with a single voice on matters affecting the nonprofit. 

GP&BP, 6 

The board – acting as a body – makes decisions, sets policy, determines strategies and gives di-
rection to the organization – individual board members don’t. Even board officers, except as the 
Articles of Incorporation or the Bylaws have delegated specific responsibilities, have no more 
authority than any other board member. Individually, none of them has more authority than any 
other.  
 
The Executive Director’s boss is the Board acting corporately. That’s different than saying that 
every board member is the Executive Director’s boss. The Executive Director – never mind other 
staff – should not feel compelled to respond to every direction from every board member, espe-
cially where it’s not clear that the member speaks for the whole board. The Executive Director 
should only respond to direction from the board. 
 
Likewise, individual board members don’t speak for the organization. Designated spokespersons 
should speak for the organization to articulate positions established by the board. Even though 
there may be internal differences, the board speaks with a single voice on those matters that af-
fect the organization. 
 
The Board’s in Charge … But Carries Out Much of Its Responsibility 
through Staff  

Best Practices:  
• The board functions at a level of policy and strategy to establish direction consistent with the vision, 

values and mission of the nonprofit. 
• The board ensures that the nonprofit follows its policies and strategies through evaluation of the chief 

executive, the board itself and the nonprofit as a whole. That evaluation includes ongoing review of fi-
nancial and programmatic performance and leads to changes in policy or strategy as needed to advance 
its mission. 

• The responsibilities and authority of the board and any staff are clearly outlined, consistent with the 
board’s legal duties and the vision, values and mission of the nonprofit. 

• The loyalty of board members to the mission of the organization is greater than their loyalty to the 
chief executive. 

• The board hires the chief executive, sets and reviews compensation, and holds him or her accountable 
for the organization’s performance. 

GP&BP, 6-7 

 
Every time you see a scandal in the nonprofit world, you can expect to see newspaper quotes 
from board members like: “No, we never have reviewed the Executive Director’s salary. She 
makes how much?” “We haven’t had a board meeting in two years.” “I don’t think we ever saw 
a financial statement.” “The Executive Director told me that I couldn’t see those evaluation re-
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ports.” “I’m not on the board any more. The Executive Director fired me from the board because 
I was asking too many questions.” 

 
If the board’s worried about the letterhead, 
no one is focused on the future. 
 
The board’s focus should be The Big Picture. 
Who are we? What do we value? What is 
important to us? What does the world we’re 
trying to create look like? Where are we go-
ing? What do we need to get there? What are 
our policies? Are we on track? Staff’s job is 
to carry out the policies and programs of the 
organization.  
 
That distinction tends to break down in 
smaller organizations where board members 
may also be volunteers, active members or 
clients. But they are still two separate jobs 
done by some of the same people.  
 
If the board allows its time and energy as a 
board to go into the details of operations, 
who is looking after direction and account-
ability? Probably no one. The staff is too 
busy responding to the letterhead discus-
sions.  
 
If the board doesn’t like the way operations 
are going, its job is to hold the Executive Di-
rector accountable. If that doesn’t work, the 
board needs to find a new Executive Direc-
tor.  

 “Except as provided in this chapter or subsec-
tion (c), all corporate powers must be exer-
cised by or under the authority of and the af-
fairs of the corporation managed under the 
direction of its board.” §33-31-801(b).3 Al-
though the board can delegate responsibilities 
to staff and to board committees, the board 
retains the legal responsibility for the man-
agement of the corporation.4   
 
“Wait a minute! This runs directly con-
trary to what all the consultants and ex-
perts teach us – that the board should ‘set 
policy’ and the C.E.O. should manage the 
organization.” No. What it underlines is that 
despite the very appropriate delegation of 
managerial responsibility to the Executive Di-
rector, the ultimate responsibility continues to 
lie with the board. That responsibility is exer-
cised when “[t]he board functions at a level of 
policy and strategy to establish direction con-
sistent with the vision, values and mission of 
the nonprofit.” GP&BP, 6. However, that re-
sponsibility also requires ongoing evaluation 
of the chief executive and the organization to 
ensure that the organization is moving to ful-
fill its vision and mission, consistent with its 
values, by following its policies and strate-
gies. 
 

                                                           
3 Throughout this manual, when you see a reference like (§33-31-801(b)) that refers to a section of the South Caro-
lina Code of Laws of 1976, as amended. You can find a copy at your public library. If it has a date on the spine that 
is later than 1976, that’s okay. It’s the right Code. You need to look for a paper-bound volume stuck in the back or 
near it with the same volume number. Those are the most recent amendments. If we refer you to §33-31-801(b), that 
means that the section (§) is number 801 in chapter 31 of title 33 and we are referring specifically to paragraph (b). 
 
You can also find the Code on the web at http://www.scstatehouse.net/code/t33c031.htm. That version lacks the 
Reporters’ Comments contained in the printed code.  
 
The Reporters’ Comments can be found in the initial Act at http://www.scstatehouse.net/sess110_1993-
1994/bills/4180.htm. However, you have to check the Code for amendments since 1994. 
 
4 The exception to this is that the Articles of Incorporation may be delegate authority and responsibilities to someone 
other than the board and then the board is relieved of those responsibilities. §33-31-801(c). This has to be in the Ar-
ticles of Incorporation—not just the Bylaws or a board resolution. 
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 In nearly every circumstance, organizations function best where there is single chief executive 
who is held accountable by the Board for the organization’s performance. That is true even in an 
all volunteer organization. The issue gets murky in newer organizations where it’s hard to tell the 
staff from the Board. And some organizations in which the members share deeply held commit-
ments to a shared vision have, at least for awhile, functioned with shared or communal staff 
leadership 
 
No single act by a Board is more important than its hiring of the chief executive. That is the per-
son charged to carry out – to execute – the strategic goals and policies set by the board. 
 
For newer and smaller organizations, finding a chief executive who has all the desired skills and 
experience may be impossible. The board doesn’t simply throws up its hands and take the best it 
can get; it recognizes that just as it will expect the chief executive to look to the training and de-
velopment of other staff, it will have to look to the training and development of the chief execu-
tive.  
 
Nor does it mean that the Board hires a good chief executive and figures that it has done its job. 
As management consultant and baseball writer Jeff Angus notes: “In baseball management has to 
evaluate and deliver feedback to be successful. Managers have to do it in all other endeavors, too 
… they just haven’t realized it yet.” Angus, Management by Baseball, 117. A core part of the 
Board’s job is to evaluate and provide feedback to the chief executive. 
 
In an organization with paid staff, the Board should only hire, fire, supervise and set the compen-
sation for one person – the chief executive. That person should be held responsible to hire, fire 
and supervise all other staff, consistent with the policy direction of the Board. 
 
The Board’s loyalties to the organization and its mission should be higher than its loyalties to 
the Executive Director and the staff. 
 
In the end, it doesn’t matter that the Executive Director founded the organization, provided the 
vision, ate expenses for years and brought everyone on the Board into the organization. What-
ever power staff may have is solely delegated by the board. The Board’s job is to look out for the 
organization and its mission. If the chief executive is not moving the organization forward, the 
Board has to address that forthrightly.  
 
Board and staff should be clear about needs and expectations. 
 
Do you have a written policy setting out the “The responsibilities and authority of the board and 
any staff are clearly outlined, consistent with the board’s legal duties and the vision, values and 
mission of the nonprofit.” GP&BP, 7. Do you have job descriptions for staff and board? Do you 
have written policies and requirements for staff and board?  
 
Does the Executive Director have a clear sense of direction from the board on the strategy – what 
the program should be and how it should be carried out? Is there a written statement of goals and 
expectations?  
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Is there a Vision Statement? A Mission Statement? A Values Statement? Are you all in agree-
ment on where you are going and what route you’ve chosen to get there? Did you work together 
to fashion that road map or was it delivered from on high?  
 
 Regular, full evaluation of the chief executive’s performance is a board duty.  
  
As a general rule, people will do the jobs that they are evaluated on. If all a staff knows is that 
the board doesn’t like the doughnuts at the board meetings, all that the board will get is better 
pastries.  
 
There are alternative views of how we should monitor and evaluate the chief staff person. One 
holds that the board or one of its committees should annually do a full evaluation of the Execu-
tive Director’s performance. That evaluation should be affirming of good performance and cor-
rective of deficiencies. That evaluation should be in writing and the Executive Director should 
have an opportunity to respond to it. There are a number of places to turn for guidance on Execu-
tive Director evaluation. They include “Annual Evaluation of the Executive Director,” Board 
Café (September 1999) or Management Assistance Project for Nonprofits, Free Complete Tool-
kit for Boards. 
 
Another view holds that evaluation of the CEO is a part of the ongoing board process of monitor-
ing the organization. “The only judgment to take place in monitoring is whether reasonable per-
sons believe that actual performance matches the preestablished criteria.” (Carver, Boards that 
Make a Difference, p. 112.) The CEO’s job is to execute the strategic goals within the policies 
established by the board. So, in its ongoing monitoring of the organization, the board is monitor-
ing and evaluating the CEO. 
 
The board should work through the Executive Director to deal with other staff. 
 
Nothing will create problems between a board and an Executive Director quicker than individual 
board members or the corporate board going around the Executive Director to tell other staff 
what to do. Individual staff members should not view board members as avenues to deal with the 
Executive Director.  
 
This doesn’t mean that there should not be a formal grievance procedure written into your per-
sonnel policies. That is the proper way for staff to bring grievances to a board – not by end-
running the Executive Director and going to whichever board member seems most likely to be 
sympathetic. 
 
If the Executive Director can’t (or won’t) deal with her staff, the board needs to hold the Execu-
tive Director accountable.  
 
If you don’t allow your staff to make mistakes, you won’t allow them to be great. 
 
Nothing will stifle creativity and inventiveness faster than routine second-guessing. You can’t go 
forward while looking over your shoulder. Some of the great for-profit corporations have learned 
to honor failure. Aside from encouraging risk-taking, it also encourages folks to say when some-
thing isn’t working. 
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Board Members Are Diligent 

Best Practice:  
• Board members diligently carry out their duties by: 

a. regularly attending board and committee meetings, 
b. reviewing, understanding and independently evaluating materials presented to the board, and 
c. asking for the information needed to carry out their job. 

GP&BP, 6 

Board members have a duty of care. This is sometimes referred to as a duty of diligence. You 
have to take care of business. §33-31-810. 
 
The standard of care is “the care an ordinarily prudent person in a like position would exercise 
under similar circumstances.” This is not the highest standard possible. It does not require that a 
nonprofit be run “like a business.” It allows board members to take reasonable risks and make 
mistakes. The standard requires directors to apply common sense and informed judgment.  
 
A director who serves on the staff has a higher standard of care than a lay board member. Law-
yers, accountants, religious authorities and clergy in a religious corporation and committees of 
the board (on matters their committee covers) a higher standard of care than do other board 
members.  
 
A director has to: 

• attend meetings and review and understand materials presented to the board; 
• spend enough time on board work to be reasonably acquainted with the matters to which 

she should pay attention; 
• ask for the information she needs to carry out her job; and  
• look into it when something doesn’t look or smell right; 
 

A director can rely on information, opinions, 
reports or statements prepared or presented 
by others. But the director has to make an 
independent judgment that the person whose 
work they are relying upon is competent and 
reliable. You’re not doing your duty if you 
rely on information, opinions or reports from 
folk you don’t believe or trust. A director 
cannot rely upon information or reports (from 
staff, board committees or professionals) if 
she has reason to know that the information 
is unreliable. 

A board member who blindly relies on 
staff or her pals on the board to make sure that 
everything is okay is failing in her duty of 
care.  
 
You can’t rely on a report you haven’t read, 
heard presented or otherwise evaluated on 
your own.  
 
A board member who agrees to serve on a 
board in order to lend their name to the ven-
ture but who does not otherwise carry out the 
normal duties of a board member is failing in 
their duty of care and exposing himself to li-
ability. 

 
You also can’t rely on a report you haven’t 
read, heard presented or otherwise evaluated 
on your own.  
 
The board can delegate authority to officers, 
employees or agents of the corporation. But 
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the management of the corporation must continue to lie with the board. That delegation of au-
thority must be reasonable. A director can’t delegate authority to manage finances to a treasurer 
whom she knows steals.  

 
The Board Ensures Ethical Behavior5 
 
Although compliance with the law 
and compliance with ethical stan-
dards are two different things, the 
legal requirements for nonprofit di-
rectors are really just procedures to 
help us to implement ethical govern-
ance focused on carrying out our ex-
empt purposes – the reason our or-
ganization exists – in the most effi-
cient and effective manner we can. 
For officers and directors, none of these new procedures expands the core common law duties for 
corporate directors – the Duty of Loyalty and the Duty of Care or Diligence – and the tax exempt 
law requirement that charity assets be dedicated exclusively to public purposes.  

Guiding Principle: Nonprofits, by their nature, exist to serve 
the public good. They have a legal and ethical obligation to 
conduct their activities in a way that ensures their accountability 
and is transparent, or clearly evident, to the public. Communica-
tion to constituents and the public about the mission, activities 
and decision-making is open, honest and ongoing. Information 
that is easily accessible promotes external visibility, public un-
derstanding and trust. 

GP&BP, 11

Best Practices:  
• The organization has adopted a code of ethics and makes it publicly available. 
• The organization has a formal conflict of interest policy that meets minimum IRS standards and guide-

lines and ensures board and staff members adhere to this policy in all dealings. 
GP&BP 11

Legal Standards for Directors 
 
The South Carolina Nonprofit Corporation Act of 1994 at §33-31-830 gives board members a statement of the 
responsibilities of board members to the nonprofit. SCNPCA explicitly rejects a trustee standard for directors of 
nonprofit corporations—even where the corporation holds property in trust—imposing instead a general busi-
ness standard. § 33-31-830(e) and Official Comment.   
 
A director who meets her duty of care and her duty of loyalty to the charitable corporation is immune from legal 
liability under our nonprofit corporation laws for her actions as a board member. §33-31-830(d). A director “… 
who votes for or assents to a distribution made in violation of this chapter or the articles of incorporation is per-
sonally liable to the corporation for the amount of the distribution that exceeds what could have been distributed 
without violating this chapter,” although she may seek contribution from other directors who voted for or as-
sented to the distribution and from the person receiving the distribution. §33-31-833. 
 
Directors of a public benefit may also be removed through a judicial proceeding brought by five percent of the 
voting power or the Attorney General if the court finds “the director engaged in fraudulent or dishonest conduct, 
or gross abuse of authority or discretion, with respect to the corporation, or a final judgment has been entered 
finding that the director has violated a duty set forth in Sections 33-31-830 through 33-31-833.” §33-31-810. 
 

 
 

                                                           
5 See also Appendix 3, Thinking About Accountability and Ethics 
. 

 
© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 

 



 13

Duty of Loyalty  
 
This is sometimes referred to as a duty of faithfulness. This duty of loyalty lies at the core of 
ethical considerations for a director or officer. As a director or officer, you have a duty to look 
out for what you reasonably believe to be the best interests of the corporation and its mission or 
purpose – before your own interests or those of your employer, friends or family.  
 
Lisa Runquist, in her book The ABCs of Nonprofits (2005, p. 73), notes: "Each director has a 
duty of complete loyalty. Directors may not use the position of a director for personal profit or to 
gain personal advantage. A director cannot personally take advantage of an opportunity that be-
longs to the organization; nor can directors use the organization to better themselves." 

 
Examples of breaches of loyalty in nonprofits which end up in litigation include: 

1. conflicts of interest;  
2. breaching confidentiality; 
3. competing with the corporation, such as opening a business which directly competes with 

the nonprofit on whose board you sit; 
4. appropriating corporate opportunity, such as running out to purchase a building for per-

sonal business when learning that the organization was interested in buying it for its op-
erations;  

5. corporate loans to a director; and 
6. improper payments or gratuities.  

 
See John E. Black, Directors and Officers of Non-Profit Corporations - Liabilities, Rights and 
Insurance, ABA Section of Business Law e-Source at 
http://www.abanet.org/buslaw/newsletter/0014/materials/npdirectors03.pdf at 3. 
 
Anyone who works in the sector long 
has seen directors and officers violate 
their duty of loyalty. Conflicts of inter-
est we’ve seen in SC nonprofits include: 

1. Pushing hiring of self, family 
members or friends; 

2. Forcing public policy position 
that serves board member’s em-
ployer rather than the organiza-
tion’s mission; 

3. Purchasing from a board mem-
ber solely because they were a 
board member; 

4. Putting interests of the Execu-
tive Director or individual staff 
members ahead of the organiza-
tion and its mission;  

5. Using board position to gain 
special advantage (e.g., first dibs 
on donated goods or priority for 
services); and 
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Board Confidentiality 
 
Breaching board confidentiality is a violation of the duty of 
loyalty. Does that mean that everything I see and hear as a 
board member must go to the grave with me? 
 
There are really two areas of confidentiality. One relates to 
the confidentiality of protected information – such as client 
information. This is usually covered by state or federal law, 
but also may be addressed in board policies. 
 
The other relates to organizational information. If release of 
the information would harm the organization, then you should 
keep it confidential.  
 
Where do I get guidance on that? The board should have a 
confidentiality policy which tells what is and is not confiden-
tial. And the Bylaws should provide for your removal if you 
breach confidentiality.  
 
See Katha Kissman, “A board breach of confidentiality: Hew-
lett-Packard? No. a case study from the nonprofit sector that 
has helpful lessons on taming the troublesome board mem-
ber,” Directors & Boards (Winter 2007). 
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6. Pushing an action on one organization solely because it advances another organization – 
on whose board the member also serves. 

 
One of the more common sins against the Duty of Loyalty occurs when directors put their per-
sonal loyalties to the Executive Director – who may have recruited them to the board – ahead of 
the organization. 
 
The Reporters Comments to the Model Act note that charities are unlike business corporations 
where the duty is to the stockholders or mutual benefit corporations where the duty is to the 
members. “Public benefit and religious corporations are quite different. They operate for a pub-
lic, charitable or religious purpose, not to maximize profits. Their members' interest is not eco-
nomic but directed toward the corporations' public, charitable or religious purposes.” §33-31-
820, Reporters Comments. 
 
Some other jurisdiction have interpreted this as to establish a duty of obedience to mission. “The 
duty of obedience requires board members to be faithful to the organization's mission. They are 
not permitted to act in a way that is inconsistent with the central goals of the organization. A ba-
sis for this rule lies in the public's trust that the organization will manage donated funds to fulfill 
the organization's mission.” What Are the Legal Responsibilities Of Nonprofit Boards? 
http://www.boardsource.org/Knowledge.asp?ID=3.364. 
 
The New York Attorney General’s Office lists the Duty of Obedience as one of the duties of 
nonprofit directors: 
 

The duty of obedience: The common law duty of obedience includes the obliga-
tion of directors and officers to act within the organization’s purposes and ensure 
that the corporation’s mission is pursued. There is no explicit reference to the 
duty of obedience in the [New York Not-For-Profit Corporation Law]. However, 
the duty may be inferred by the limitations imposed upon corporate activities as 
set forth in the purposes clause of the certificate of incorporation (N-PCL §§ 201, 
202 & 402(a)(2)) and the directors’ and officers’ obligations as the corporate 
managers of the not-for-profit organization (N-PCL § 701 & 713). EPTL § 11-
2.3(b)(3)(B) explicitly refers to the needs of a trust’s beneficiaries. 

The Regulatory Role of the Attorney General’s Charities Bureau (July 15, 2003) 
at 3; http://www.oag.state.ny.us/charities/role.pdf  

 
The implication is, then, that the duty of loyalty lies not primarily to the organization but to its 
mission and exempt purpose. Everything the organization does should advance the exempt pur-
pose – the mission – of the organization.6  
 

                                                           
6 For a contrary view on the Duty of Obedience see “Grasso Breached Fiduciary Duty by Failing to Report Income 
to Board: New York Court Orders Former NYSE CEO to Repay Millions of His Compensation,” NonProfit Issues 
XVI (Nov. 1-15, 2006) 3 at http://www.nonprofitissues.com/public/features/leadfree/2006nov1-IS.html. 
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Private Inurement 
 
The essence of being a public benefit corporation is that the assets of the corporation are dedi-
cated to a public purpose and not to the benefit of the folks who started or manage the organiza-
tion. The S.C. Nonprofit Corporation Act addresses at length conflict of interest transactions – 
corporate transactions in which officers and/or directors are on both sides of a transaction.  

More importantly, private inurement is prohibited for Sections 501(c)(3) and (c)(4) corporations 
by the Internal Revenue Code. Recent developments in this area are frequently referred to as the 
most significant development in tax-exempt law in thirty years. The Internal Revenue Service 
has issued regulations implementing Section 4958 of the Internal Revenue Code which provides 
for Intermediate Sanctions. (26 CFR Parts 53, 301, and 602, as amended.)  
  
A much more extensive discussion of intermediate sanctions and excess benefits transfers is at  
Private Inurement, above in the section on. Here we will address the issues for bylaws. 
 
Your articles may contain a prohibition on private inurement. Private inurement is a fancy way 
of saying that the directors, staff, etc. are taking assets intended to serve a public purpose for pri-
vate gain. They could be getting paid too much, hiring their paramours with no expectation of 
work, renting office space to the organization for above-market rates or some similar activity. 
 
Conflict of Interest Transactions 
 
A conflict of interest means that a person is on both sides of the transaction. If an organization 
was building a new building and a person who was both a director and a contractor bid on that 
job, that director would be both a buyer and a seller of services in this transaction. She has an 
interest as a director and a separate interest as a contractor. She has conflicting interests.  
 
The S.C. Nonprofit Corporation Act and the Internal Revenue Code permit transactions in which 
a director has a conflict of interest. Those include indirect transactions where the transaction is 
with an entity in which the conflicted director has a material interest, is a general partner or is a 
director, officer or trustee.  
 
The transaction requires specific approval by the board, the Attorney General or the circuit court 

for Richland County. If the board, or a board 
committee, approves the transaction, the vote 
requires a majority of the non-conflicted 
members. That majority is always a quorum 
for this vote. (If there is only one director 
without a conflict, you have to go the Attor-
ney General or court route.) You have to dis-
close both the conflict and the material facts 
(those that would make a difference) of the 
transaction to the voting directors. The ap-
proving directors must believe that the trans-
action is fair to the corporation. (§33-31-
831) 

The IRS is very serious about you 
adopting a Conflict of Interest policy. If you 
look at the new Form 1023 – Application for 
Recognition of Exemption under Section 
501(c)(3), you will see multiple questions di-
rected at whether you have these policies in 
writing. They provide a sample Conflict of 
Interest Policy which they plainly want you 
to follow. 
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Appendix A: Sample Conflict of Interest Policy 
Note: Items marked Hospital insert – for hospitals that complete Schedule C are intended to be adopted by 
hospitals. 
 
Article I 
Purpose 
The purpose of the conflict of interest policy is to protect this tax-exempt organization’s (Organization) interest 
when it is contemplating entering into a transaction or arrangement that might benefit the private interest of an 
officer or director of the Organization or might result in a possible excess benefit transaction. This policy is in-
tended to supplement but not replace any applicable state and federal laws governing conflict of interest applica-
ble to nonprofit and charitable organizations. 
 
Article II 
Definitions 
1. Interested Person 

Any director, principal officer, or member of a committee with governing board delegated powers, who has a 
direct or indirect financial interest, as defined below, is an interested person. 
[Hospital Insert – for hospitals that complete Schedule C 
If a person is an interested person with respect to any entity in the health care system of which the organiza-
tion is a part, he or she is an interested person with respect to all entities in the health care system.] 

2. Financial Interest 
A person has a financial interest if the person has, directly or indirectly, through business, investment, or fam-

ily: 
a.  An ownership or investment interest in any entity with which the Organization has a transaction or ar-

rangement, 
b.  A compensation arrangement with the Organization or with any entity or individual with which the Or-

ganization has a transaction or arrangement, or 
c.  A potential ownership or investment interest in, or compensation arrangement with, any entity or indi-

vidual with which the Organization is negotiating a transaction or arrangement. 
Compensation includes direct and indirect remuneration as well as gifts or favors that are not insubstantial. 
A financial interest is not necessarily a conflict of interest. Under Article III, Section 2, a person who has a fi-
nancial interest may have a conflict of interest only if the appropriate governing board or committee decides 
that a conflict of interest exists. 

Article III 
 
Procedures 
1. Duty to Disclose 

In connection with any actual or possible conflict of interest, an interested person must disclose the existence 
of the financial interest and be given the opportunity to disclose all material facts to the directors and mem-
bers of committees with governing board delegated powers considering the proposed transaction or ar-
rangement. 

2. Determining Whether a Conflict of Interest Exists 
After disclosure of the financial interest and all material facts, and after any discussion with the interested 
person, he/she shall leave the governing board or committee meeting while the determination of a conflict of 
interest is discussed and voted upon. The remaining board or committee members shall decide if a conflict of 
interest exists. 

3. Procedures for Addressing the Conflict of Interest 
a.  An interested person may make a presentation at the governing board or committee meeting, but after 
the presentation, he/she shall leave the meeting during the discussion of, and the vote on, the transaction or 
arrangement involving the possible conflict of interest. 
b.  The chairperson of the governing board or committee shall, if appropriate, appoint a disinterested person 
or committee to investigate alternatives to the proposed transaction or arrangement. 
c.  After exercising due diligence, the governing board or committee shall determine whether the Organiza-
tion can obtain with reasonable efforts a more advantageous transaction or arrangement from a person or 
entity that would not give rise to a conflict of interest. 
d.  If a more advantageous transaction or arrangement is not reasonably possible under circumstances not 
producing a conflict of interest, the governing board or committee shall determine by a majority vote of the 
disinterested directors whether the transaction or arrangement is in the Organization’s best interest, for its 
own benefit, and whether it is fair and reasonable. In conformity with the above determination it shall make its 
decision as to whether to enter into the transaction or arrangement. 

 
From Instructions for Form 1023 
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The standard for the IRS is somewhat different than the state law standard of “fair to the corpora-
tion.” First, it applies to a much broader group of persons – anyone in a position to exercise sub-
stantial influence over the organization and their families and entities in which those persons 
own more than a 35 percent interest. Membership in this group includes anyone who fit this de-
scription in the previous five (5) years.  
 
The IRS regulations on excess benefits transfers are substantially more restrictive and in much 
greater detail. However, they do provide guidance on appropriate procedures to follow when the 
organization is about to enter into a compensation arrangement, property transfer or commercial 
transaction. See Rebuttable Presumption Procedure. 
 
As Bruce R. Hopkins notes in The Law of Intermediate Sanctions (p. 100), “The question in the 
intermediate sanctions setting is whether the benefits flowing to the disqualified person as a re-
sult of a transaction with an applicable tax-exempt organization were greater than those accruing 
to the organization.” 
 
Your conflict of interest policy should apply at least to transactions with anyone who, in the pre-
vious five years, was in a position to exercise substantial influence over the organization and 
their families and entities in which those persons own more than a 35 percent interest. 
 
You would do well do require that the 
corporation does not enter into any 
transaction, including setting com-
pensation, with a disqualified person, 
unless the transaction is first ap-
proved by: 
  

• An independent body with no 
members with a conflict of interest; 

Conflict of Interest Policy – The Short Version 
 

1. Make them disclose the conflict. 
2. Get them out of the room. 
3. Use comparables to evaluate the proposal. 
4. Document right then what went into your decision. 

• Which had and relied on appropriate comparability data or valuations before making its 
decision; and 

• Documented the bases for the decision at the time it made the decision.  
 
Your policy should require disclosure of any potential conflict of interest, so that the board can 
determine if the conflicts of interest policy applies. 

 
Recognize that merely meeting the Nonprofit Corporation Act requirements would not necessar-
ily satisfy the requirements of the Internal Revenue Code related to  
Private Inurement and excess benefits transactions. 
 
Code of Ethics 
 
“Ethics – A system of principles based on ideas of right and wrong, whether true or false; rules 
of practice in respect to human actions.” 
http://www.smallbusinessnotes.com/glossary/defethics.html 
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A Code of Ethics is very organizational-specific and goes beyond “We don’t steal.” Your Code 
of Ethics should reflect your organization’s culture – its vision, values and mission.  To do that, 
it should be developed by and in consultation with the people it will affect: board, management, 
staff, volunteers, stakeholders like clients, vendors and other organizations with which you work. 
That helps to ensure that there will be nonprofit-wide acceptance of the aspirations and the rules 
set out in the Code. 
 
You want to develop not just a Code of Ethics, but an ethics program which puts ethical behavior 
at the core of the organization’s culture. 
 
Your Code of Ethics might address issues such as: 

1. Personal integrity 
2. Organizational integrity 
3. Commitment to Professional Excellence 
4. Accountability and Good Stewardship 
5. Responsibilities to Volunteers 
6. Conflicts of Interest 
7. Personal Gain  
8. Expense Reporting 
9. Outside employment 
10. Favoritism 

 
It’s not enough that you write a Code of Ethics and post it on your website. You have to include 
plans for implementing and enforcing it. You have to do substantial ongoing training on the code 
and its application.   
 
Your Ethics Program should address: 

1. Who is covered by the policy?  Board – management – staff – volunteers  
2. Annual Review of the code to see if it needs changes 
3. Internal Implementation 

• Ethics Training for everyone covered by the Code 
• All employees and volunteers have a Duty to Disclose ethical violations 
• Processes are set out for reporting ethical violations.  Do you have an ethics offi-

cer? Do you use an outside ethics auditor? 
• Consequences for ethical violations are made clear. 

 
Guidance or drafting a Code of Ethics can be found at Chris MacDonald, Guidance for Writing a 
Code of Ethics and Considerations For Writing A Code Of Ethics both from the EthicsWeb.ca 
site. The National Council of Nonprofit Associations has a sample Code of Ethics for Board 
Members.  http://tinyurl.com/3cbxl7. The Independent Sector offers a model Statement of Values 
and Code of Ethics for Charitable and Philanthropic Organizations. 
http://www.independentsector.org/infocapture/infocap.asp. See, also, Charles E.M. Kolb, Devel-
oping an Ethics Program: A Case Study for Nonprofit Organizations (National Center for Non-
profit Boards, 1999) and Patrick E. Murphy, Eighty Exemplary Ethics Statements (Univ. of Notre 
Dame Press, 1997). 
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Whistleblower Policy 

Best Practice: 
• A “whistleblower” policy and system are in place that allow individuals to report misconduct confiden-

tially and without negative consequence for doing so. 
GP&BP, 11 

Although most of the Sarbanes-Oxley Act regulating corporate governance does not apply to 
charities, we are required to have a “Whistleblower Policy” in place to protect those who report 
wrongdoing. 
 

“A nonprofit must establish a confidential and anonymous mechanism to encourage em-
ployees to report any inappropriateness within the entity’s financial management. No 
punishment for reporting problems – including firing, demotion, suspension, harassment, 
failure to consider the employee for promotion, or any other kind of discrimination – is 
allowed. Even if the claims are unfounded, the nonprofit may not reprimand the em-
ployee. The law does not force the employee to demonstrate misconduct; a reasonable be-
lief or suspicion that a fraud exists is enough to create a protected status for the em-
ployee.” 

Board Source and Independent Sector 
The Sarbanes-Oxley Act and Implications for Nonprofit Organizations, at 9 

http://www.independentsector.org/PDFs/sarbanesoxley.pdf 
 

A Sample Whistleblower Policy is available from the National Council of Nonprofit Associa-
tions at http://www.ncna.org/index.cfm?fuseaction=Page.viewPage&pageID=430. 
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The Board Ensures that the Organization Follows the Law and Its Own Rules 
and Policies 

Best Practices:  
• Board and staff know about and adhere to all applicable federal, state and local laws, regulations and 

fiduciary responsibilities. The organization conducts a periodic internal review of compliance and pro-
vides a summary of results to the board and staff. 

• The organization complies with governing documents, including bylaws and articles of incorporation. 
The board reviews these documents regularly and updates them as needed. 

GP&BP, 3 and 11 

 
The Laws Which Govern Us 
 
South Carolina nonprofit organizations operate under a variety of legal and regulatory regimes. 
Most of us who work in charitable, educational, health, community improvement or advocacy 
organizations spend most of our time worrying about the Internal Revenue Service and the fed-
eral laws and regulations relating to tax exemption. We even tend to define ourselves as “(c)(3)s” 
or “(c)(4)s” from the subparagraph of Section 501 of the Internal Revenue Code which defines 
our tax-exempt status.  
 
The SC Nonprofit Corporations Act of 1994 governs nonprofits as corporations. This law ad-
dresses critical issues like: 

• How we incorporate.  
• What rights members have, e.g. to inspect corporate records.  
• When, where and how the board can meet.  
• How we make decisions outside board meetings.  

  
Most, but not all, charities are required to register with the Secretary of State before soliciting 
contributions. Those solicitations are governed by the South Carolina Charitable Solicitation Act 
which is codified at §33-56-10 and following sections of the South Carolina Code. That law also, 
or some strange reason, governs limitations on tort liability for charities at §33-56-180. f 

 
In addition, South Carolina’s charities are subject to nearly all of the laws which govern for-
profit entities. Those include sales taxes, workers compensation, employment law, unemploy-
ment insurance, occupational health and safety, zoning and industry specific regulations. Manag-
ers are responsible for ensuring compliance with all of these. 
 
We list in Appendix 2 The Legal Issues We Most Often See In SC Nonprofits and would refer 
you to Tax and Regulatory Compliance for Nonprofit Organizations (Appendix 1) by Jackie F. 
Breland, C.P.A.. However, it is incumbent on the board and staff to know what laws apply to 
them and to follow those laws. We have asked participants in trainings if they knew what the SC 
Nonprofits Corporation Act was. We usually have only one or two to respond that they are aware 
of the Act. “We didn’t know” is a pretty miserable excuse when confronting a lawsuit over fail-
ure to follow required corporate procedures. 
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There are also internal rules which we have to 
follow: Which Do We Follow When There Is a Conflict? 

1. Federal law 
2. State law 
3. Articles of Incorporation 
4. Bylaws 
5. Board established policies or procedures 
6. Staff established policies and procedures 

1. Articles of Incorporation 
2. Bylaws/Constitution 
3. Board Established Policies and Proce-

dures 
4. Staff Established Policies and Proce-

dures. 
 
Failure to know and follow these internal rules is also problematic. If you have not been follow-
ing the Articles or the Bylaws and get into an internal fight or regulators come looking, you are 
likely to big problems. 

For your further reading, we suggest the standard texts: Bruce R. Hopkins, The Law of Tax-
Exempt Organizations (9th ed., John Wiley & Sons, Inc., 2007) and annual supplements; 
Bruce R. Hopkins, A Legal Guide to Starting and Managing a Nonprofit Organization (2nd 
ed., John Wiley & Sons, Inc., 1993); and Anthony Mancuso, How to Form a Nonprofit Cor-
poration in All 50 States (4th ed., Nolo Press, 1997). Two excellent works aimed at the layper-
son are Bruce R. Hopkins, The Legal Answer Book for Nonprofit Organizations (John Wiley 
& Sons, Inc., 1996) and Bruce R. Hopkins, The Second Legal Answer Book for Nonprofit Or-
ganizations (John Wiley & Sons, Inc., 1999). 
 
We highly recommend Lisa Runquist’s The ABCs of Nonprofits (2005). 
 
On particular questions, you should consult the Internal Revenue Code of 1986, Federal Tax 
Regulations, the IRS’s Cumulative Bulletin and on the compilations of IRS Letter Rulings, 
such as that by Commerce Clearing House. These are available at the University of South 
Carolina Law School or in the library of any reasonably equipped CPA or tax lawyer. 
 
The South Carolina Bar has just published South Carolina Nonprofit Corporate Practice 
Manual (2007) by Burnet R. Maybank III, James R. Burkhard, Jeanne M. Born, A. O'Neal 
Rashley Jr., and Glenice B. Pearson.  It is available at http://tinyurl.com/2devtt. 

 
The Board should regularly review the Articles of Incorporation, the Bylaws and its policies. If 
any no longer fit your organization, the appropriate response is to amend them – not to ignore 
them.  
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The Board Ensures that the Organization Has Strong Financial Management 
& Stewardship  

 
As charities, we operate on the basis 
of gifts from individuals, corpora-
tions and foundations. We only hold 
those gifts as stewards for our mem-
bers, our clients and our communi-
ties. We have a moral obligation to 
be responsible stewards and to be 
accountable for those assets. Our tax-
exempt status and the deductibility of 

contributions to us bring us legal obligations to be accountable for the assets we hold in trust.  

Guiding Principle: Nonprofits are knowledgeable and respon-
sible stewards in managing their financial resources. This re-
quires effective annual budgeting practices, compliance with 
legally mandated financial requirements, adherence to sound 
accounting principles that ensure fiscal responsibility and public 
trust, effective internal controls, effective and efficient use of 
resources, and clear policies and practices to monitor the 
sources and uses of funds. 

GP&BP, 9

 
We exercise that stewardship by ensuring that our assets are not converted to private use but are 
used wisely to further the purposes for which we were created and for which they were contrib-
uted. We also exercise that stewardship by ensuring that we accurately report on the assets we 
have received and how we used those assets.  

Best Practices:  
• The organization operates in accordance with an annual budget approved by the board or under finan-

cial guidelines set in place beforehand by the board. The annual budget process includes steps to ensure 
that the budget is consistent with the organization’s vision, strategic direction, mission and values. 

• The organization has established a system of internal controls that can produce accurate and reliable fi-
nancial statements on a regular basis for review by the board and that can deter fraud. The extent of in-
ternal controls is based upon the size and complexity of the organization. 

• The organization secures an external financial audit by an independent Certified Public Accountant 
(CPA). Smaller organizations, depending upon their size and complexity and consistent with the advice 
of a CPA or external accounting professional, may choose an annual review of the financial statements 
or take such other steps to ensure that the organization’s financial results are reported accurately and in 
a way that is comparable with similar organizations, and that appropriate financial procedures are in 
place. 

• The IRS Federal Form 990 is reviewed with the board each year to ensure their familiarity with the 
content. 

• The organization has established an audit committee, composed of directors who are not compensated 
by the organization and at least one financial professional. For organizations whose size or structure 
makes an audit infeasible, the audit committee reviews or ensures a review so that the board can be as-
sured of fairly reported financial statements. 

GP&BP, 9-10 

 
Strong financial management is important for two core board functions:  
 

First, as stewards of the publicly-dedicated assets of the nonprofit, the board has a duty to 
ensure that those assets are responsibly dedicated to the nonprofit’s exempt purposes – it’s 
mission.  

 
Secondly – but equally as importantly – the ability to move the community toward its 
preferred future, consistent with the organization’s value, by carrying out in the most 
effective way possible the nonprofit’s mission depends entirely on the ability to understand 
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and manage the financial resources of the organization. Where once professors controlled 
university agendas, today academic entrepeneurs and financial managers run the show. 
Where once physicians controlled hospitals, today non-medical hsopital administrators with 
their finger on the pulseof finances are in charge. A board which does not have a command 
of its organization’s financial resources does not control of its vision, values or mission.  
 

We will discuss financial management below. The execution of sound financial management is 
largely a staff function. But that execution must follow clear policy direction and be carried out 
under board review and oversight. 

Audit Committee 
Financial Expertise 

The following attributes are all deemed to be essential 
components of financial expertise for the Audit Commit-
tee: 

• An understanding of generally accepted ac-
counting principles (GAAP), generally accepted 
auditing standards (GAAS), and financial 
statements. 

• The ability to assess the general application of 
such principles and standards in connection with 
the accounting for estimates, accruals, and re-
serves. 

• Experience preparing, auditing, analyzing, or 
evaluating financial statements that present a 
breadth and level of complexity of accounting 
issues that can reasonably be expected to be 
raised by the organization’s financial state-
ments, or experience actively supervising (that 
is, direct involvement with) one or more persons 
engaged in such activities. 

• An understanding of internal controls and pro-
cedures for financial reporting. 

• An understanding of audit committee functions. 

• A general understanding of nonprofit financial 
issues and specific knowledge of the not-for-
profit sector (for example, health care or educa-
tion) in which the organization participates. 

From The AICPA Audit Committee Toolkit. Copyright 
© 2005 by the American Institute of Certified Public 
Accountants, Inc., New York, New York.  
 

A new creature in the nonprofit world is the 
Audit Committee, a board committee which 
oversees financial reporting and 
accountability. The Audit Committee 
should be made up of non-employee 
directors. At least one, but preferably all, of 
the members should bring financial 
expertise to the task. 
 
There is no statutory statement of the duties 
of the Audit Committee of a nonprofit. 
Janet Toll Davison suggests: “The audit 
committee should present to the board of 
directors for adoption a charter that 
establishes reasonable, defined 
responsibilities of the committee, including 
hiring outside auditors, approving the scope 
of the audit, overseeing the financial 
reporting process and evaluating the 
external and, if applicable, the internal audit 
process.” “Time to Focus on Auditing,” 
Philanthropy Journal (September 17, 
2003).  
 
The American Institute of Certified Public 
Accountants has provided The AICPA Audit 
Committee Toolkit: Not-for-Profit 
Organizations (2005) which can be 
downloaded and addresses all of the issues 
related to Audit Committees.  
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Audits 
 
Audited financial statements are prepared by a Certified Public Accountant (a C.P.A.). An audit 
report includes:  
  

• An opinion letter stating that the auditing firm believes that the financial statements were 
prepared in accordance with Generally Accepted Accounting Principles (the GAAP) and 
fairly represent what you received and spent and what you own and owe. It may express 
reservations about whether they can say that certain items are correct. This will usually 
be true for receivables (what you are owed) the first time you are audited if it is not your 
first year operating. 

 
• Your financial statements presented as required by the GAAP and other professional re-

quirements and accompanied by notes explaining how the statements were prepared if 
some items need explanation. 

 
• A Management Letter. The Management Letter is for internal use only. It is separate from 

the opinion letter and the financial statements. The Management Letter will lay out for 
the board and staff what the auditor thinks about how well your organization keeps its fi-
nancial house in order.  

 Do We Have to Have an Audit? 
 
No issue has created more heat during various explorations 
of recommendations for “Guiding Principles & Best Prac-
tices”. The Independent Sector’s Panel on the Nonprofit 
Sector process resulted in a stratified recommendation based 
on budget size. Strengthening Transparency – Governance 
– Accountability of Charitable Organizations (June 2005). 
 
The SCANPO process concluded that having an audit is a 
best practice, but recognizes that smaller organizations, 
“depending upon their size and complexity,” “may choose 
an annual review of the financial statements or take such 
other steps to ensure that the organization’s financial results 
are reported accurately and in a way that is comparable with 
similar organizations, and that appropriate financial proce-
dures are in place.” 
 
That is not a blanket blessing not to have an audit, because 
it comes with a limitation that the decision not to have an 
audit be “consistent with the advice of a CPA or external 
accounting professional.” 
 
The real issue is not whether you have an audit or a re-
view, but whether you are working with accounting pro-
fessionals and following their advice. 

For an excellent discussion of audit op-
tions, see Colleen Boland and Carolyn 
Sechler, “The Audit Ordeal Continues 
(Part 3)” Charity Channel: Nonprofit 
Boards and Governance Review (Feb. 5, 
2004). 
 
Staff should not be arranging the audit 
which is really a review of their work. 
The Audit Committee should be respon-
sible for hiring the auditor, overseeing 
their activities and approving the audited 
financial statements. Some organizations, 
because of their size or the decisions they 
have made about structure don’t have an 
Audit Committee. The full board should 
play the role of the Audit Committee 
with respect to the auditor and reviewing 
and approving financial statements. 
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Audited financial statements reassure readers of those statements that they are reasonably 
accurate and presented according to an accepted set of rules. You know what different items 
mean. What they do not do is say: “Nobody here stole anything or diverted it to personal use.” It 
takes a fraud or forensic audit to do that.  
 
Audits are not required by the law. Many funders would like to see audited financial statements 
but do not insist on them. Others funders may require them.7 If you receive significant federal 
funds, you will be required to undergo a “single audit.” Audits are very expensive, but best prac-
tice. 

 
The greatest value of the audit to the organization lies in the Management Letter. It may include 
suggestions for better ways to do things. It can also really kick your butt about poor practices, 
especially in the area of internal controls. Small organizations almost frequently get gigged in the 
Management Letter for inadequate internal controls.  See Internal Controls. 

 
Reporting to the Board 
 
The board does not need the same level of detail as the Executive Director, the chief financial 
officer, the Treasurer and the Audit Committee. A board that is looking at listings of individual 
transactions and fussing about where you get your copying done is not paying attention to the 
larger picture.  
 
The board does need current, accurate and reliable reports that focus on the key performance in-
dicators – financial and programmatic. Reports should not just be handed to the Board at the 
meeting for approval. They should be mailed out well in advance of board meetings.   See “What 
financial reports do management and the board need?” Alliance for Nonprofit Management, Fre-
quently Asked Questions:  Financial Management at 
 http://www.allianceonline.org/FAQ/financial_management/what_financial_statements_1.faq 
 
The board’s questions are:  

• Are we bringing in the funds we thought we would? If not, why not? What do we need to 
do about it? Do we have to re-plan our program?  

• What is it costing us to do our program? Which expenses are driving those costs? Are we 
spending money in the way we budgeted it? What do we need to do about it? Do we have 
to re-plan our program?  

• Is our spending consistent with our values, vision and mission and our priorities (our 
strategy)?  

• Are we honoring donors’ expressed intentions for how their contributions are spent? 
• Do we have the kind of resources responsibly to manage and carry on this program? 

 
No one ever comes in right on budget for every line. Some lines will be a little low and some 
lines a little high. What do large variances from the budget tell us about whether we are meeting 
our program goals or whether we will be able to meet our program goals?  
 

                                                           
7 Ask those funders if they will pay for your audit. 
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The board also needs to know about:  
• monies owed to us from grants and services for which we have not yet been paid (receiv-

ables); 
• bills that haven’t yet been paid even though we’ve already received the goods or services 

(payables); 
• whether we have enough money to pay the next month’s bills (cash position); and, 
• whether we have patterns of receiving and spending money that suggest we might have a 

problem paying bills down the road (a cash flow projection). 
 

A board member who cannot 
yet read financial reports is not meet-
ing her Duty of Care. Any board 
member can learn this skill. 

Financial reports to the board are there so that the 
board can set policies consistent with resources and 
monitor management of the organization and moni-
tor progress on its strategy. If the board looks at the 
financial reports like Einstein wrote them in Ger-
man, you may need to redo the report format so it 
makes more sense and/or provide training for the 
board.  
 
Dashboards 
 
The automobile dashboard has provided an important new way of looking at management and 
board reporting. 

 
Like the instrument panel on the dashboard of an automobile, dashboard reports present a 
quick, comprehensible overview of an organization’s status and overall direction. Instead 
of speed, RPM, and engine temperature, the dashboard typically displays preselected 
critical measures of organizational performance and mission effectiveness. With 
dashboard reports that present key indicators in consistent formats, board members can 
readily spot changes and trends in these measurements. 

Lawrence M. Butler, The Nonprofit Dashboard: A Tool for Tracking Progress (BoardSource, 2007), vii  
 
The dashboard can readily be set up in an Excel file. A sample program can be found with Law-
rence M. Butler’s book just referenced and available from BoardSource; accounting profession-
als can help you apply it for your organization.  
 
The output from the dashboard is a quick, visual report which allows the board to focus on the 
most important data indicators of where you are. Key Performance Indicators might include, for 
example, year-to-date budget status, income sources, members, and clients served. The 
dashboard report forces the staff to report objective data and not just tell war stories about how 
great our nonprofit is.  For some sample dashboards, see K.D.Paine and Partners, Measures of 
Success, Measurement Standard, Dashboard Samples at 
http://www.measuresofsuccess.com/Free+Measurement+Resources/Dashboard+Samples/default.
aspx. 
 
The Key Performance Indicators for each organization will be different. You should engage in a 
board-staff collaboration to identify the Key Performance Indicators which will identify what 
financial and programmatic shape you are in and flag potential problems.  
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It’s also not enough that board members receive these dashboards. Just as with the dashboard on 
your car, the point of all the gauges is not idle curiosity. They are there so that you can tell how 
things are going – and make adjustments if they aren’t going right. 
 
RECRUITING, ORIENTING AND TRAINING THE BOARD 

 

Best Practices: 
• Board members are recruited, oriented and trained through a deliberate process that ensures that mem-

bers have the skills and knowledge to carry out their duties and a clear understanding of 
a. the nonprofit’s vision, values and mission, 
b. board members’ roles, both collectively and individually, in carrying 
out that mission, 
c. the board’s responsibilities and duties, and 
d. best practices in governing and leading nonprofits. 

• The board includes a diversity of cultures, experiences, skills and perspectives that reflect the commu-
nity that the nonprofit serves. 

• The board includes members with financial expertise appropriate to the size and complexity of the or-
ganization, and when appropriate, seeks outside professional advice. 

GP&BP, 7 

The literature on this question is large and rich. We would recommend to you Hildy Gottlieb, 
Board Recruitment & Orientation: A Common Sense Guide and Approach at 
http://www.help4nonprofits.com/BoardRecruitingBook.htm. Terri Temkin has a series of articles 
on building a strategic thinking board beginning with “Strategic Plans Aren't the Answer,” Non-
profit Boards & Governance Review (September 11, 2003). Richard P. Chait, William P. Ryan 
and Barbara E. Taylor’s Governance as Leadership: Reframing the Work of Nonprofit Boards 
(BoardSource, 2005) offers a challenging perspective on the work of Boards.  
 
Who Ought to be on the Board? 
  
This is both a legal and political question. What do the Articles of Incorporation and the bylaws 
say about board composition? If we are a membership organization, whom did the members elect 
to the board? 
 
But the question from a board staffing and organizational development perspective is: “What do 
we need on the board?” Consultants in this area increasingly dismiss a Nominating Committee 
which meets annually to nominate a slate for elections and then goes away. Instead, they call for 
a greater focus on something that can be called a Board Development Committee, a Board Staff-
ing and Development Committee or a Governance Committee. Its job is to identify the board’s 
need for specific skills and attributes, recruit new board members to fill those needs and design 
development and education processes for board members to enhance their knowledge and skills.  
 
What won’t work for the long-term is asking: Who won’t mess with the chief executive? Who is 
willing to put their name on the sheet of paper? Who needs a resume enhancement? 
  
What are the particular skills, relationships or other assets our organization needs today in order 
to take it to where we want to be in the definable future? If you don’t know where you are going, 
any road will get you there. Any board will get you nowhere, too.  
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Two Quick Checklists for Qualities to Look for In Board Recruits 
 

Three T’s Three W’s 
  

Work Time 
Wealth Treasure 

Wisdom Tools 
  

 
There are no set answers to whom you need on your board. That depends upon whom you al-
ready have, what the culture of your organization is and what you need to get where you are go-
ing. 
 
There is a standard set of assumptions about boards and what you need on your board: 
 

1. Professionals to provide cheap/free legal, accounting, consulting or public rela-
tions services [Tools or Wisdom];  

2. Rich people to give money and get their rich friends to give money [Treasure or 
Wealth]; and  

3. Important people to provide “credibility” to the organization. 
 
Many folks will happily bring those contributions without serving on the board. In fact, an ac-
countant on the board can’t do your audit – cheaply or otherwise. A lawyer on your board proba-
bly should not be representing the organization. She has a conflict in representing herself as well 
as other board members and may have trouble being clear on when she is representing the board, 
the staff, the organization or herself. You are likely to lose your attorney-client privilege if you 
get sued.  
 
You should always have Board members with financial expertise.  The depth and extent of that 
expertise may depend on the size and complexity of the organization. See Financial Expertise 

 If you have folks with money who are interested in and believe in your program, they may be 
happier to give if they don’t have to serve on the board. Or, they may be willing to serve on a 
special fund-raising committee and to approach their friends.  
 
Ultimately, your organizational credibility will come from the strength of your vision, the sig-
nificance of the mission, the quality of your program in moving toward that vision and your will-
ingness and ability to tell other folks about your work – not from the important people on your 
board. Early on, however, you may need folks with good relationships to open doors.  
 
What the board is most likely to need are some hard working people who have a passion for your 
mission, have demonstrated the ability to think strategically, are not afraid to challenge and be 
challenged, and have a core commitment to ethical and accountable behavior both personally and 
organizationally.  
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How do we identify, recruit and keep good board members? 
 
The first place to look is within the organization. Whom do we know who already knows our or-
ganization, understands its mission, believes in what we do and how we do it and has demon-
strated in that work an ability to think strategically? Look among your members, volunteers, do-
nors, constituents or clients and folks who provide services to you. 
 
Whom have you seen function well on other boards or in professional associations? You may not 
want a semi-professional board member, but that good board person might be about to use up 
their limited terms on another board and be looking for a new challenge. 
 
Put the word out within your community and among other nonprofit leaders that you’re looking 
for new members. In many communities, United Ways maintain a registry of individuals inter-
ested in serving on charity boards.  
 
Always be on the lookout. When your organization is doing its programs and public education 
activities, who seems interested? You might not need them now, but you can recruit them as a 
volunteer and move them to the board later. 
 
Remember that the perfect board member doesn’t exist. You may know folks who can, with 
training and nurturing, be truly great board members. Bring them in and bring them along. There 
are many board training and development resources available to nonprofits. 
 
In recruiting new members you have to be prepared to tell the recruit that board members: 

1. come to board and committee meetings and work hard; 
2. read all board materials, including financials; 
3. participate in framing the nonprofit’s strategy; 
4. both give and raise money;  
5. adhere to the highest ethical standards and demand that others in the organization do the 

same; and  
6. put the organization’s interests before their own. 
 

It should hardly be surprising that board members resist doing things we never told them that we 
expected them to do. 

 
If you want me to serve on your board, you better be prepared to show me your most recent fi-
nancial reports and program and organizational evaluations. Don’t want to show those to me? 
That’s my back you see – headed for the hills. 
 
New members should have a thorough orientation to:  

1. the nonprofit’s vision, values and mission; 
2. board members’ roles, both collectively and individually, in carrying out that mission; 
3. the board’s responsibilities and duties,  
4. the nonprofit’s financial reports and programs; and 
5. best practices in governing and leading nonprofits. 
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Diversity 
 
Diversity means much more than having a few persons of color on your board and extends to 
ensuring that other viewpoints and experiences are represented as well. It is a value which should 
be built into the organization and its policies from the first day – not grafted on later. 
 
In looking to build diversity into your board, the key is to look for directors who bring experi-
ences, skills, relationships and other assets to the board. If you only recruit folks because of their 
skin color, you and they will both be unhappy. There are plenty of persons of color who have the 
kinds of skills and experiences that your board needs. If you don’t know those kinds of folks off 
the top of your head, you need to broaden your circle and your experiences. Go looking. 
 
In attending to the culture of an organization with people from different cultural backgrounds, it 
is important to replace the Golden Rule with the Platinum Rule. Instead of treating people like 
we would like to be treated, we have to treat them like they would like to be treated. 
 
REPRESENTING THE ORGANIZATION 

Best Practice:  
•Board members serve as ambassadors, representing and advocating for the nonprofit, as well as hearing 
and seeing the needs for and effect of the nonprofit in the community it serves. 

GP&BP, 7 

A key role for board members is serving as ambassadors for the nonprofit. That means represent-
ing the nonprofit to the community and advocating for it. At the same time board members func-
tion as eyes and ears for the organization, gathering key inputs into the board’s strategic think-
ing. 
 
In carrying out the ambassadorial role, board members have to keep in mind that they, unless so 
designated by the board, are not spokespersons able to make pronouncements on policy for the 
nonprofit. They must also remember that the board speaks with a single voice on issues related to 
the nonprofit. So, even if you weren’t real excited about the new strategic direction, your role as 
ambassador is to support that direction publicly. 
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BOARD MEMBERS GIVE AND GET 

Best Practices: 
• Board members make personal financial contributions, commensurate with their ability, and help raise 

funds for the nonprofit. 
• Volunteer fundraising leadership is recruited commensurate with the scope of the fundraising project. 

GP&BP, 7 

Little meets more resistance among nonprofit boards than the notion that board members have to 
both “give” and “get” – they have to make a financial contribution to the organization and they 
have to help in the fundraising.  
 
“The primary responsibility of a Board can be summarized as: governing the organization: 
and ensuring the success of its mission. Seeing to it that the organization has the required money 
and resources to fulfill its mission – fundraising – is one of the most critical responsibilities of 
nonprofit Boards.” Center for Community Change, “The Board Role in Fundraising” at 
http://www.communitychange.org/resources/orgdevtools/downloads/boarvst.pdf. 
 
In an organization in which the staff 
develops all the relationships with do-
nors and funders, develops and writes 
all the proposals and makes all the 
asks, the board will have precious little 
ability to control the strategy and di-
rection of the organization or to hold 
staff accountable without the potential 
for long-term damage to the non-
profit’s ability to raise funds. 
 
There are different kinds of fundrais-
ing and different roles that an individ-
ual board member can play. Every-
body doesn’t have to imagine them-
selves asking the local bank president 
for $50,000 in the steam room at the 
country club. The key is that everyone 
on the board takes responsibility for 
raising funds and participates in devel-
oping and carrying out an effective strategy. 

There are four crucial rules to fundraising on the board:  
1. As a body, the board is responsible for approving 

and monitoring performance of a revenue strat-
egy that will sustain the organization's work. 

2. In the context of that plan, as individuals, each 
board member must do something to help im-
plement that strategy.  

3. No one has to do everything, and  

4. Expectations must be clearly and fairly commu-
nicated to new board members during the re-
cruitment process.  

In other words, there should be methods that take advan-
tage of each of the individual strengths that board mem-
bers have and are willing to contribute.  

Jan Masaoka, “The Board Should Raise Money: True or 
False?” Board Café (March 18, 2002). 

 
Trying to “fix” a board that won’t fundraise is difficult – although there are lots of articles and 
books to tell you how. The process starts with the board recruitment process. Potential board 
members have to understand up front that “giving and getting” are as non-negotiable aspects of 
the job as showing up for board and committee meetings and reading all the materials distributed 
to board members. Then you have to provide and training and support until directors are com-
fortable fundraising. 
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ORGANIZING THE BOARD 
 
We’ve all been in organizations and we all know how it’s supposed to be done. You have to have 
a President, a Secretary and a Treasurer – and in fact South Carolina law requires officers hold-
ing those functions. Maybe your organizations have always had a Parliamentarian or a Past-
President or a President-Elect or all of them. We know that there have to be certain Standing 
Committees. We know that every meeting agenda has to include sections on “Reports,” “Old 
Business” and “New Business”. Of course, if you think about all those organizations, most of 
them didn’t work very well. So simply replicating their structure is like driving a car with bald, 
flat tires because those are the only tires you’ve ever known.  
 
Officers 
 
Custom and tradition interfere with focusing on the board as an entity which acts corporately. 
Instead, we tend to try to spread its responsibilities and authority among people called officers 
and committees. 
  
What we usually think of as “officers” in a nonprofit corporation are persons on the board who 
hold titles. Officers are people authorized to act for the corporation. So, being an officer is not 
about having a title but about having authority to act for the corporation. When the Nonprofit 
Corporations Act talks about officers, it is talking about specific corporate roles and responsibili-
ties. 

Officers have that authority and perform those duties set forth in the bylaws, prescribed by board 
resolution or directed by an officer with authority to prescribe the duties and authority of other 
officers. (§33-31-841)  

Officers do not have to be board members. The chief staff person is an officer who usually does 
not serve on the board. The functional officers in a large corporation might be the Chief Execu-
tive Officer, the Chief Financial Officer and the Secretary – all paid staff who don’t necessarily 
serve on the board.  
 
Our confusion of board and corporate officers is largely a result of confusion between for-profit 
and nonprofit structures. As we have seen staff of for-profits take on ever-larger governance 
roles – with the Chief Executive Officer often also the Board Chair – of corporations, increasing 
numbers of nonprofits – wanting to “run like a business” – have copied those structures.  
 
Recognize that for-profit governance is moving in the other direction in the wake of failed ac-
countability and failed board oversight of corporate America. See, for example, the discussion in 
Robert Felton, “Splitting Chairs: Should CEOs Give Up the Chairman’s Role?” The McKinsey 
Quarterly (2004, 4). 
 
It’s important to remember that the Code calls for corporate officers – not board officers. In an 
organization in which the chief staff person is designated as the chief executive officer, the board 
“officers” have precious little to do as officers. They have a lot to do as board members. For ex-
ample, everything usually assigned to the Treasurer is rarely done by the director Treasurer. The 
Treasurer’s work is usually done by staff or contractors. Likewise, much of what is assigned to 
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the Secretary is done by a staff person. There is nothing to stop your organization, when it 
reaches sufficient size, to designate staff persons to the three required offices. Even in a smaller 
organization, the CEO effectively functions as the Secretary, in any case, and can be designated 
as such. 
 
That really just leaves the person who presides at board meetings. In most for-profit corporations 
and some nonprofits, that may be the chief executive officer. In nonprofits, however, that person 
is more usually a volunteer director. Unless given other powers by the articles or the bylaws, the 
presiding officer, the board Chair, is just another board member with no greater authority than 
any other member. John Carver, in Boards That Make a Difference (p. 143), suggests as the job 
description for the board Chairperson: “Responsible for the integrity of the board process.”  
 
There are not inherent duties in any office except that the Secretary is “… the corporate officer to 
whom the board of directors has delegated responsibility under Section 33-31-840(b) for custody 
of the minutes of the directors' and members' meetings and for authenticating the records of the 
corporation.” §33-31-140(33). Officers can exercise only the authority granted to them by the 
articles, the bylaws or a board resolution.  
 
The real question is “What needs to be done and who will do it?” not: “What does x office do?” 
How you structure your organization, including giving roles to presidents-elect or past-presidents 
is up to you and your articles, bylaws and board resolutions. But you should look to the functions 
of those persons. The key issue is: How do we organize our board so that together we carry out 
our duties. 
 
Committees  
 
Board Committees exercise the power of the board. Board committees might be 
reated and delegated responsibility to, for example: c 

• Meet and exercise board authority to make decisions and take actions between board 
meetings (Executive Committee); 

• Develop long-term plans; 
• Supervise investments; 
• Raise money; 
• Make grants; 
• Evaluate management (Personnel Committee) ; 
• Set compensation levels for officers (Compensation Committee); or 
• Oversee financial reporting and accountability. 

 
We agree with the many organizational consultants who raise serious questions about the use of 
Board Committees which are assigned governance responsibilities. Board Committees under-
mine what Carver calls the “holism” of boards. “A holistic board is a single organizational posi-
tion and must behave as one.” Indeed, one of the signs of a dysfunctional board is that individu-
als or committees are acting on their own.  
 
Many of the critical roles assigned to committees go to the core responsibilities of the board as a 
whole which should be exercised by the full board and not just by committees. Executive Com-
mittees, authorized to act with the full power of the board between board meetings, become the 
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de facto board. Even the recommendations they bring to the full board are most often simply rub-
ber-stamped. 
 
Many consultants would rename (and re-task) the Executive Committee to a Board Governance 
Committee or a Board Accountability Committee. Even if you allow an Executive Committee to 
make decisions between board meetings, you should limit those decisions to well-defined crises, 
such as a natural disaster, the sudden resignation or illness of the senior staff person, or the in-
volvement of a senior staff person or board member in public scandal. Failure to adopt a budget 
or approve a grant application is not a crisis; each is simply a failure to manage time. See the dis-
cussion of Board Accountability Committees on the Charity Channel listserv at 
http://tinyurl.com/3cqyjp. 
 
Other consultants would rename and re-task the Nominating Committee as a Board Development 
Committee or A Board Staffing and Development Committee which functions year-round to de-
velop board capacity.  
 
If your board is too large to function without board committees, it’s probably just too large.  
 
The board can organize Organizational Committees 
to undertake important work. Those committees, however, can include non-board members but 
cannot commit the nonprofit. They rely upon the board to commit the nonprofit.  
 
Board and Committee Meetings  
 
The governance work of organizations gets done in meetings. If we do lousy meetings, we’re 
going to do lousy governance. How do we structure our meetings so that board members will 
take ownership of the organization, commit time, energy and resources to its success, and feel 
good about their participation? 
 
How Often Should We Meet? 

 
How often do you need to meet to ensure that the Board is on top of things? A good bet is that a 
Board that meets only quarterly is not on top of things.  
 
“Board members have a legal duty -- the Duty of Care -- to make informed decisions. One can 
hardly be expected to make informed, strategic decisions if meeting only one, two, or even five 
or six times a year. Needed knowledge about the organization is just not going to be there.” 
Terrie Temkin, “Adjusting Your Bylaws to Promote a Strategic Thinking Board (Part 2 of a 5 
part series)” Charity Channel: Nonprofit Boards and Governance Review (September 25, 2003). 
 
Planning the Meeting 
 

The Agenda - Why are we here? 
 Everyone should be clear on why you are meeting. If it’s just because it’s the third Tuesday, that 
is probably not a good reason. But, if there are decisions that need to be made, information that 
needs to be exchanged in order to do the work or thinking that needs to be done, you have a rea-
son. 
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The word agenda means “what must be done.” The agenda should describe what must be done at 
the meeting. If decisions need to be made, what are those decisions? That is what the agenda 
should be made up of at a decision-making meeting – a description of the decisions we have to 
make. It does not have to follow the models you may be used to: “Old Business,” “New Busi-
ness,” etc. 
 
Agenda planning also helps keep the board on task – vision, strategy, values, policy and account-
ability. If the board chairperson’s principal duty is to ensure good governance processes, the con-
struction of the agenda is the place to ensure that the board is meeting its responsibilities and not 
chasing every rabbit that comes into the vision of board members. The board chair should pro-
pose the agenda to the board. 
 

What do we need to be able to do what must be done? 
 

By planning in advance what decisions need to be made, we can also identify what information 
we need to make those decisions. How often are we stymied at meetings because we lack infor-
mation to make decisions? We have to come back and do what we could have done at the last 
meeting. When we don’t make decisions, we can’t do our program work.  
 
Keeping a record 
 
Aside from the legal requirement that you keep board minutes (§33-31-1601), a record of your 
meetings helps you plan the next meeting. You then know: 
 

• Which decisions have already been made and don’t have to be made over?  
• Which decisions have we not yet made that need to be made? and 

Keeping Minutes 
 

You have to keep Minutes of Board meetings. (§33-31-1601) Those are part of the permanent records of the 
corporation. If you have members, they can ask to see the Minutes. If you ever get into a dispute about whether 
the Board authorized an action or a Board member participated in a vote on a matter on which they had a con-
flict of interest, the Minutes are the record of that. 
 
So, what should be in the minutes? Decisions, findings, actions and things of that nature. They should not be a 
blow-by-blow, he-said-and-then-she-said record of the meeting.  
 
Too much stuff is said during the course of a meeting that may be inappropriate or embarrassing. You don’t 
want that memorialized in the official records of the organization.  
 
If you record the meeting, a verbatim transcript or detailed notes, then you should have a Board policy that re-
quires the destruction of those recordings, transcripts and notes as soon as the Minutes have been prepared and 
approved by the Board. Otherwise, if you get into a legal dispute, all those will be discoverable. If you have 
destroyed a few recordings – but not all, it will look very suspicious.  
 
 The corporate Secretary is responsible for corporate records, including the Minutes. That doesn’t mean the ac-
tual recording can’t be done by someone else, such as a staff person, under the Secretary’s supervision.  

• Who was responsible for getting the information we need to make which decisions? 
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Doing the Meeting So We Feel Good About It  
 
Everyone is responsible for a good meeting. Although one person may be designated to chair 
or facilitate the meeting, everyone has to accept and exercise responsibility to make the meeting 
goes well. That means that each of us has to rein in our own need to talk and to win. It also 
means that we have to hold our colleagues accountable to time and to respect. Everyone has to 
commit to working to making group decisions. 
 
The rules for how we operate have to be clear and agreed upon by everyone.  

• Do we start on time and end on time?  
• Do we respect what other people have to say?  
• Do we smoke?  
• Do we yell at one another?  
• Do we come prepared to make decisions?  
• Do we commit to only speaking when it will help move us toward a better decision?  
• Do we commit to speaking when we have something to say that will lead us towards 

better decisions – even if it means challenging others?  
• Do we commit that when we have reservations we will state them here and not save 

them to spread trouble later?  
• Do we commit that when we say we agree to a decision – even if it is not our pre-

ferred course – we will work to make it successful and not undermine it? 
See 

 
© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 

 



 37

The Board Engages Ideas 
 
Time is a precious resource. Well-planned board or committee meeting should not seem end-
less. If meetings routinely feel long and boring or pointless, the likely culprits are:  

 
• The decisions which need to be made have not been well-identified; 
• Information we need to make those decisions has not been prepared; 
• The board has not learned to move to decision and keeps going over issues that have 

already been agreed to; or 
• One or more board members would sooner hear their own voices than move to shared 

group decisions. 
 
Agreed time limits for the meeting and each part of the agenda can help if they are enforced. If 
you need more time, negotiate an agreement for more time and/or identify a process to resolve 
the sticking point.  
 
“If I can’t dance, I don’t want to be part of this revolution” – Emma Goldman. Meetings are 
about business. But a big part of that business is building team and community. That requires 
serious attention to affirmation (making other people feel good about themselves), celebration 
(making us all feel good about what we have accomplished) and fun.  
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PEOPLE ARE OUR MOST IMPORTANT ASSET 

  
 

The best strategies in the world don’t 
matter if you don’t have the people on 
board to carry out those strategies. In 
most organizations, that means the staff.  

Guiding Principle: 
People are a nonprofit’s most essential assets. Effective 
leadership, adequate resources, and capable management of 
these assets enable nonprofits to accomplish their goals. Fair 
and equitable practices, including adherence to applicable 
local, state and federal employment laws, ensure the attrac-
tion and retention of qualified staff members and volunteers, 
and support a healthy work environment. 

 
In hiring a chief executive, the board 
should especially pay attention to that 
person’s abilities to identify, recruit, in-
spire, lead and manage a staff. Without 
good people, the vision and strategy re-
main unfulfilled. 

GP&BP, 8 

 

“With very few exceptions, successful modern organiza-
tions understand that in noncommodity endeavors, the 
players are the product.” 

Jeff Angus, Management by Baseball: 
The Official Rules of Winning Management in Any Field 

(Collins, 2006), 87. 

At the same time, the board needs to put in place policies which ensure fair and equitable prac-
tice so that the best and most qualified staff and volunteers can be attracted.  Those practices 
would comply with federal and state labor 
laws but have value in themselves.  The 
creation of a healthy work environment 
advances the mission.  We would also 
strongly recommend Jennifer Chandler 
Hauge and Melanie L. Herman, Taking the 
High Road: A Guide to Effective and Legal 
Employment Practices for Nonprofits, 2nd 
ed. (Nonprofit Risk Management Center, 2006). 
 
Hiring 
 
 If people are our most important asset, we do a pretty lousy job of acquiring assets.  The biggest 
mistakes we see nonprofits make – and remake – in hiring are: 
 

1. Hiring friends and family. 
Hiring family of board – never mind 
board members – and staff raises all 
sorts of conflict of interest and private 
inurement questions. But the core prob-
lems are:   

“The most obvious legal risk in hiring is 
illegal discrimination.  There is another 
equally serious risk – that the wrong person 
will be hired.  The second is actually more 
likely to occur than the first, and its practi-
cal ramifications more insidious.”  Hauge 
and Herman, Taking the High Road, 29. a. Can you can fairly evaluate these 

folks without thinking about the 
consequences of not hiring them; 
and  

b. How do you supervise someone who can run off to ask Mommy, the board chair, 
if they really have to do that scut work?  Could you ever fire them?   
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2. Not being clear on what you are hiring for. 
If you don’t have a clear job description that lays out what skills, experience, etc., the 
person actually needs to fulfill the position, it’s real easy to get seduced by other 
things the person can do.  If the applicant has great skills for another job, keep a file 
of folks you want to talk to when the right job for them comes open. 

3. Failing to do a real search instead of just thinking about “Who do we know?” 
Saying that, we recognize that, depending upon the kind of position, word of mouth 
in the sector is most often the best way to find really good program staff.  You have 
to be intentional about spreading the word.  

4. Failing to check references. 
If you aren’t going to check references, why ask for them?  You should assume that 
references will be reasonably friendly to the applicant unless the applicant is really 
stupid and didn’t ask before giving out a referee’s name:  “Can you give me a good 
reference.”  In our experience, the clincher question is:  “Would you hire this person 
for this job?”  After glowing descriptions of a candidate, asking this question has 
more than once produced a “Well ….” 

5. Failing to check beyond the references. 
There is probably a reason that the applicant only listed her college roommates and 
her Sunday School teacher.  If previous employers and colleagues aren’t on the list, 
you need to put them on the list.  Some times, the problem was the previous em-
ployer’s and not the applicant; you need to be alert to that. 

 
Diversity 

Best Practices: 
• Staff members and volunteers reflect the diversity of the communities the nonprofit serves. 

GP&BP, 8 

 
Hiring staff members and volunteers who reflect the diversity of the community the nonprofit 
serves several interests for the nonprofit. First, it brings into the organization different experi-
ences and perspectives which make all the richer the organization’s human resources.  
 
Second, reflecting the diversity of the community which the nonprofit serves increases the likeli-
hood that that community will view the nonprofit as part of the community.  That has implica-
tions for both accessing services and community-based fundraising.   
 
Finally, you are less likely to run afoul of employment discrimination laws. 
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Do People Know What’s Expected of Them? 

Best Practices: 
• Staff members and volunteers possess the necessary skills and knowledge to perform their jobs. 
• A statement of the organization’s values is provided to all employees and volunteers and is used as a 

tool for creating a supportive work environment that fosters mutual respect and trust. 
• Employees and volunteers are provided with written policies and procedures that describe expectations 

for them as well as obligations of the employer, and that have been approved by the board and re-
viewed by a qualified attorney. 

• The performance of staff members and volunteers is evaluated annually. 
• Current, written position descriptions are provided for staff members and volunteers. 
• Staff members and volunteers are provided with opportunities for personal growth and professional 

development. 
GP&BP 8

There is nothing harder to do than meet expectations you don’t know about.  Everyone who 
comes to work in a nonprofit should be thoroughly oriented on the organization, including its 
vision, values and mission. They should know where they fit into the mission and what is ex-
pected of them.  Every employee and volunteer should have a job description which tells them 
what they are supposed to do. Management should ensure that staff members and volunteers pos-
sess the necessary skills and knowledge to perform their jobs – or they should ensure that the 
staff and volunteers get the necessary training.   
 

But it’s not enough to give someone a job description 
and a desk and say “Good luck.”  Every employee 
should have regular feedback on how well they are 
doing with respect to both the goals and the perform-
ance standards which have been set out for them.   
 
Evaluations – which should be conducted at least an-
nually – are an opportunity to look at where the em-
ployee is and what they need to improve. The evalua-
tion should be based on clear expectations for goals 
and performance standards and reestablish those goals 
and standards for the next period.  If the employee has 

weaknesses than can be addressed by training or other professional development, that should be 
provided.  See Amy DelPo, “How to Conduct Employee Evaluations,” Nolo.com.  But you 
should also be looking at whether you have the employee in the right place, doing the right job. 
“Your job as a manager is to not only recognize weaknesses, but steer employees away from 
those weaknesses, and tap those strengths that will benefit your company –  and the employee.” 
“Why Most Employee Evaluations Suck,” trizoko biz journal at http://www.trizle.com/why-
most-employee-evaluations-suck/. 

“Job descriptions are lists of the general 
tasks, or functions, and responsibilities of a 
position. Typically, they also include to 
whom the position reports, specifications 
such as the qualifications needed by the per-
son in the job, salary range for the position, 
etc. Job descriptions are usually developed 
by conducting a job analysis, which includes 
examining the tasks and sequences of tasks 
necessary to perform the job.”   

Carter McNamara, “Employer Job Descriptions,” 
Free Management Library.  

 
The nonprofit should have written policies and procedures that describe the expectations of the 
employee and of the employer.  That is generally thought of as an Employee Handbook. You 
would be very well-advised to have that document reviewed by an employment law specialist to 
ensure that you are not creating obligations which you don’t want to create for the nonprofit.  For 
example, your Employee Handbook may give an employee rights to their job so that you can 
only get rid of them “for cause”.  See §41-1-110; Hauge and Herman, Taking the High Road, 63-
68; and CompassPoint Nonprofit Services, “Policies and Procedures: How can you minimize the 
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chances of facing an employment-related lawsuit?” Nonprofit Genie (FAQs) | Insurance (Janu-
ary 17, 2006). 
 
Ethical Expectations 

Best Practices: 
• A clear conflict of interest policy has been established for employees that includes disclosure of rela-

tionships, nepotism and interested party transactions. 
GP&BP, 8 

The ethical expectations of employees and volunteers of nonprofits are the same as for directors 
– even if the legal requirements and expectations might be different.  No one should be ripping 
off the charity, diverting its assets to their personal use or otherwise putting their personal inter-
ests ahead of the nonprofit’s. 
 
The same Code of Ethics and Conflict of Interest Policies that apply to the board and officers 
should also apply to staff and volunteers.  Those expectations should be part of any orientation 
and both staff members and volunteers should be required to review and sign those policies upon 
being hired and annually thereafter. 
   
What Do We Pay People? 

Best Practice 
• Staff members receive market-based and livable compensation, adequate benefits, and the opportunity 

to contribute financially to retirement plans. 

Far too often, nonprofit boards have no idea how to set compensation. The Executive Director 
comes in and tells them what she wants to be paid. If the level doesn’t offend them and the 
money is there, that’s the pay level. The level of offense at pay levels is usually more related to 
our personal experiences – especially what we get paid – than to a rational compensation plan. 
 
We are also saddled with notions that people working for nonprofits should, in effect, donate a 
part of their salary by working for below-market compensation. We seem, as a sector, especially 
willing to ask women employees to do that.  In addition to being market-based, salaries should 
be livable.  
 
The board should be clear about its compensation policies and practices as part of its governance 
function. It should have clear, written policies about what it seeks to achieve when it sets com-
pensation levels. See “How Much Should We Pay Our Executive Director?” Board Café (July 
23, 2002). 
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Good stewardship and the law require that we not 
overpay. The first test is: What are people with 
similar responsibilities and qualifications being 
paid in the labor market in which we operate? 
What do the organizations most likely to hire our 
staff away pay? It is important that you not over-
pay.  
 
It is also important that you pay folks enough that 
you keep good staff.  If you want the best people 
to carry out the mission, you can’t pay lousy 
wages. You can’t rely on commitment to the mission to keep good people.  There are a lot of 
other fulfilling jobs that pay better. 

Market wages are a data and information 
issue. SCANPO publishes a somewhat dated 
compensation survey of South Carolina non-
profits. See: 
http://scanpo.org/comp_ben_report.asp.  
 
You can and should use other objective data. 
If you compete for employees with for-profit 
companies, you should include them in your 
compensation comparisons. 

 
Compensation includes not just salary but everything of economic value which the employer 
pays in exchange for the services rendered, e.g. health benefits, retirement contributions, vehicle 
use, clothing allowances, child care allowances and leave time.   
 
It is simple matter of justice that we help our employees prepare for retirement.  That could mean 
providing a retirement plan or at least allowing the nonprofit’s employees to contribute to a re-
tirement plan. See Maura Webber, “A Guide to Retirement-Plan Options for Nonprofit Employ-
ers,” The Chronicle of Philanthropy’s Philanthropy Careers (May 1, 2003) at 
http://www.philanthropy.com/jobs/2003/05/15/20030515-135487.htm; Jeanne Sahadi, “New 
pension law affects public-sector, non-profit workers, too:  The Pension Protection Act of 2006 
has many provisions that will alter government and non-profit retirement plans”, 
CCNMoney.com at http://tinyurl.com/f9czt. 
 
The same can be said for health coverage.  Unfortunately, in the United States, we have an em-
ployer-based system of health insurance.  Group policies through employers and professional 
groups are essentially the only affordable – and we use the term loosely – form of health insur-
ance.     

 
Compensation sends important messages to staff. If you are giving good performance evalua-
tions but not raising salaries, what are you really saying? If you are giving both raises and bad 
evaluations to your Executive Director, what message is she to take away? Does compensation 
reflect your performance expectations? Are you asking people to take on additional work or re-
sponsibilities without additional compensation? 
 
You should be careful not to continue gender or racial disparities in compensation levels. Com-
pensation should be fairly balanced within an organization so that there are not large disparities 
between the top managers and other staff.  
 
Although available funding is a constraint on compensation levels, ensuring adequate funding to 
pay adequate compensation is part of the necessary planning and governance duties of the board.  
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Grievance Policy 

Best Practice: 
• Specific grievance procedures have been adopted for personnel that include protections for reports of 

violations of organizational policy or applicable laws. 

Nonprofits are required by law to have a Whistleblower Policy 
 
However, employees should have access to an internal process for seeking redress for any issue 
related to their employment – not just whistleblower protections. It provides legal protections to 
the nonprofit and improves employee morale. 

 
Having an internal mechanism for resolving disputes is like wearing a seat belt — the in-
ternal restraint can help a nonprofit avoid harm from a civil lawsuit. Providing an outlet 
for employees' frustrations at the workplace is a proven safety valve. Rather than turning 
a deaf ear to complaints, nonprofits need to provide employees with a credible listener 
who will also provide an objective review of their grievance. Employees will feel fairly 
treated if they have had an opportunity to tell their story, and the nonprofit has the benefit 
of learning, outside of litigation, the details of the employee's concerns. Insurance carriers 
and defense lawyers recommend that every employer have some sort of internal proce-
dure for resolving complaints. 

Hauge and Herman, Taking the High Road, 157-158. 
 

Transitions 

Best Practices 
• Organizational transition plans, including succession plans, have been established to manage changes 

in leadership and other key positions. 
GP&BP, 8 

Executive Directors aren’t the only ones who leave.  Your organizational transition plans 
should take into account how you will manage transitions for other key staff as well.  What 
are the plans to capture institutional knowledge from long time employees?  What are the 
plans to ensure that somebody can figure out that employee’s filing systems?  What special 
skills do they have that we need to be thinking about replacing? 
 
Although it is easier to think about planning for retirements, folks leave for other reasons, 
too, and with a lot less notice.  What’s the plan if your CFO gets run over by truck while bi-
cycling to work in the morning?      
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FUNDRAISING 

 
We are not going to give you a skinny 
on how to do fundraising. Both the web 
and libraries are filled with them. You 
can just Google “nonprofit fundraising” 
and get over 2 million hits. A quick 
search at Amazon.com returns four 
dozen books on the subject.8 
 
It is our experience that the biggest 
challenges groups face with fundraising 

– especially individual donor fundraising – is getting up the gumption to just ask.  Much of the 
literature on board involvement in fundraising is about exactly that.  

Guiding Principle:  As the intermediary between donors 
and beneficiaries, nonprofits serve as the vehicle through 
which philanthropy occurs. They have an ethical and fiduci-
ary obligation to ensure funds are handled properly to carry 
out the organization’s mission and the intentions of donors. 
Fundraising adheres to high standards of practice, governed 
by clear policies and open communication with donors and 
other stakeholders. 

GP&BP, 12 

 
Don’t-want-to-ask leads to the next most significant issue: a lack of diversity in funding sources. 
It’s much easier to ship off a few large grant proposals than to build a diverse funding base of 
small donors, large donors, corporations, events and grants. Also leads to a preference for low 
interaction/low return fundraising techniques.      
 
FUNDRAISING IS ABOUT RELATIONSHIPS 

Best Practices: 
• Clear, valid, compelling cases have been established to attract charitable funds. 
• The organization communicates regularly with donors regarding the nonprofit’s activities and makes 

information available through varied means and media. 
• Fundraising communications contain clear, accurate and honest information about the organization, its 

activities, and the intended use of funds. 
• A donor stewardship program, with staff accountability, has been established for each level of donor. 
• The organization respects the privacy of donors and safeguards the confidentiality of donor information 

as instructed by the donor. 
GP&BP, 12 

People give money to groups that can give a clear and compelling reason to support the program.  
What are compelling stories that illustrate the problem we are trying to address? What is our plan 
to address those problems?  Why are we the ones to do it?   
 
If you can’t come up with a compelling reason for people to give money to support the program, 
why are you doing the program? But remember, the case you present has to be valid.  You can’t 
just make stuff up to tug on the heart strings of donors. 

                                                           
8 This is also a field in which there are numerous excellent consultants across South Carolina who advise and assist 
nonprofits with developing fundraising programs and campaigns. You have to spend money to raise money and this 
is a good investment. Check references thoroughly. 
 
An invaluable resource for smaller nonprofits is Kim Klein’s Grassroots Fundraising Journal which you can find at 
http://www.grassrootsfundraising.org/. 
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Once you have received the first donation from someone, then you have to have a systematic 
program to stay in touch with them and keep them up to date on the nonprofits activities.  They 
invested in your vision and strategy when they made a donation. How is the investment panning 
out?  What are you doing with the funds they donated to advance your mission?  If it’s a good 
investment, the donor is likely to make further investments.   
 
These contacts happen through varied means and media – newsletters, invitations to events, vis-
its, etc.  But they don’t just happen without a plan, assigned duties and accountability.  You can’t 
give the same kind of attention to the million dollar donor a to the $50 donor.  But you should 
have a program of donor stewardship for each level of giving.  Staff should be held accountable 
for maintaining that system.   
 
In dealing with donors, we should always respect their privacy.  Do they want their name listed 
in the newsletter or not?  Ask them and then make sure that your records and procedures are such 
that you respect those wishes.    
 
FUNDRAISING MUST BE ETHICAL 
 
Gift Acceptance Policies 

Best Practices: 
• The organization has established policies to govern the acceptance and use of charitable gifts that are in 

compliance with applicable laws and regulations and consistent with the organization’s mission. 

Our fundraising should be consistent with the vision, values and mission of the organization.  We 
should have board approved policies in place that address questions like: 
 

1. Do we take funds from businesses that create the problems that our mission calls us to 
help solve? 

2. Do we take funds to start programs that are not part of our mission or not high in priority?   
3. Do we take donations from notorious or controversial donors? 
4. Do we take state or federal funds? 
5. Do we accept donations that come with strings? 
6. Do we accept gifts of real property? Or book rights? Closely held securities?  Partnership 

interests?  Any of those can turn into legal and financial nightmares – but maybe not. 
 
There are all sorts of ways that gifts can get you in trouble or lead you astray from your mis-
sion and values.  It is a whole lot easier to figure out the right thing to do if you have already 
thought about and put in writing the right thing to do.  It’s a lot harder to think clearly when 
you have the $100,000 check in hand and no written guidance. 
 
See Kathryn W. Miree, J.D., “Understanding and Drafting Nonprofit Gift Acceptance Poli-
cies” at http://www.giftplanners.com/pdfs/understanding.pdf; Miree, “Fine-Tuning Your  
Gift Acceptance Policies,” Planned Giving Today (April 1999). 
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Donor Intentions 

Best Practices: 
• The organization adheres to the known intentions and restrictions of donors regarding the use of do-

nated funds and property. 
GP&BP, 12 

 
If you write a grant saying that you will do a certain thing, those funds are clearly restricted – 
that’s all you can spend the money for. The grant agreement probably tells you that you have to 
send back unexpended dollars or, at least, get permission to redirect them. 
 
Most charities have not felt those kinds of restrictions applied if, for example, your direct mail 
letter said: “Send us money so that we can provide relief to 9/11 families.” That’s what the Red 
Cross did and got pilloried when they applied the money raised in return on general support for 
the organization. 
 
The Supreme Court suggests in Illinois ex rel. Madigan, Attorney General of Illinois v. Telemar-
keting Associates, Inc., et al. (01-1806) 538 U.S. 600 (2003) that it is fraud to mislead donors on 
where dollars are going. As Paul J. Tanis writes: “In Madigan, the Court held that the invalidity 
of percentage-based regulation does not preclude enforcement of anti-fraud laws against fund-
raisers ‘as long as the emphasis [of the prosecution] is on what the fundraisers misleadingly con-
vey, and not on percentage limitations on solicitors' fees per-se.’ In other words, fundraisers can-
not be held liable simply because their fees are too high, but fundraisers commit fraud if they 
lead potential donors to believe that the portion of their donations going to charity is greater than 
it actually is.” (Supreme Court Sounds Warning to Fundraisers Who Fib, Nonprofit Navigator 
(May 2003); http://www.harmoncurran.com/navigator/may2003.html.  
 
At a minimum, raising money for one thing and spending it for another is a good way to lose 
trust with donors. You should make sure that any funding solicitation you make is clear on how 
the money will be spent. Even if you tug on their hearts with hungry children, be sure to tell do-
nors that contributions will be applied to your whole program if that’s what you are going to do.  
 
Paying Fundraisers 

Best Practice: 
• Compensation for fundraising personnel and contractors is on an ethical basis that puts the interests of 

the nonprofit first. The organization does not compensate such personnel on a percentage or commis-
sion basis. 

GP&BP, 12 

When hiring employees or contractors to do fundraising, you have to put the interests of the non-
profit first.  Contracts with bingo operators and telephone solicitors which generate a precious 
small share for the nonprofit, don’t meet that definition. 
 
Percentage compensation (commissions) for fundraisers is also problematic because the fund-
raiser has an interest which is separate from the nonprofits. It also puts the charity at odds with 
its donors who are not intending that x % go to the person asking them for the money. 
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ACCOUNTABILITY AND TRANSPARENCY 
 
PROTECTING THE NONPROFIT’S ASSETS 
 
Liability and Risk Management 
 
Liability 
 
Can they sue us? They can always sue you. The questions are: Can they collect? If they can col-
lect, how much? The answers vary by who “us” is.  

 
The organization. The doctrine of charitable immunity no longer applies in South Carolina. 
Charities can be sued for acts by their employees. This discussion applies to tort liability – li-
ability for causing harm to someone to whom you owe a duty. You could face that kind of 
suit if a child in your organization’s care were harmed, if a visitor to your office fell down a 
stairway with poor lighting or your newsletter contained untruthful statements about a corpo-
ration. However, the limit on that liability is the same as the limit for the state and its subdi-
visions under the South Carolina Tort Claims Act. That is currently $300,000 per occurrence 
per claimant or $600,000 total for the event. Medical malpractice claims can go to $1.2 mil-
lion (§33-56-180; §15-78-120). 
 
The Board. A member of the Board of Directors of a Section 501(c)(3) organization is im-
mune from liability for a suit arising from the conduct of the affairs of the organization 
unless the conduct amounts to wilful, wanton or gross negligence (§33-56-834). A director 
can be sued for failure to meet the legal duties set out in (§33-56-830).  

 
If a director is sued because of her service on a charity’s board, the organization can advance 
the costs of defending the suit. This applies also to an officer, employee or agent for their 
service to the organization. If the director is completely successful in defending against the 
suit, the organization must reimburse the director for the expenses of the action unless the 
Articles of Incorporation limit that reimbursement or indemnification. 
 
An employee. An employee of a 501(c)(3) organization is not personally liable for acts 
committed while doing their job unless they acted in a reckless, wilful, or grossly a negligent 
manner. (§33-56-180)  
 

 These limits don’t apply in the area in which charities are probably most often sued – employment law. 
Although we live in a state with practically no protections for employees, you can still run afoul of federal em-
ployment and discrimination laws.  Consult Hauge and Herman, Taking the High Road. 

 “We’re good people. We run charities. The laws that apply to bad people don’t apply to us.” We hear those sen-
timents too often in the sector. But the laws do apply to us. You have to learn them and scrupulously avoid ille-
gal discrimination. It’s the law and it’s the right thing. 
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Risk Management 

Best Practice: 
• The organization adheres to a risk management plan and regularly considers the need for insurance 

coverage, taking into account the nature and scope of the nonprofit’s activities and its resources. 
GP&BP, 10 

 
Stuff happens. Burglars strike. Clients get hurt while we are providing them services. We mess 
up and don’t file forms that we’re supposed to file. Stewardship requires that we identify and as-
sess the risk that we face. None of our donors is giving us contributions to replace stolen com-
puters, to fund defense of lawsuits or to pay IRS penalties. 
 
W e then have to develop policies and practices to reduce risks:  

• establish internal controls; 
• protect against injury to our employees, volunteers and clients; and 
• ensure legal compliance.  

 
T hen, you have to buy appropriate insurance:  

• General liability 
• Automobile coverage 
• Workers Compensation 
• Fidelity (bonding) 
• Fire, theft and comprehensive for money or property 
• Directors and Officers 
• Professional liability. 

 
Despite all the levels of immunity for charities, their boards and employees, you, your organiza-
tion and your directors can be sued. Even if not found liable, you will have to defend yourself 
and the organization. And you might fail.  
 
You should have a risk management plan which addresses these issues. 
 
Buy insurance. The insurer then defends you if you do get sued. You need general liability in-
surance for the organization and Directors and Officers (D&O) insurance to cover the board and 
officers. Make sure that D&O insurance covers personnel matters. That’s what leads to most 
suits against nonprofit boards. 
 
An excellent resource on risk management is the Risk Management Resource Center at Consult 
the Public Entity Risk Institute at http://www.riskinstitute.org/peri/ on these issues. 
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Internal Controls 
 
Internal controls are procedures to protect the assets of the corporation. They are the clearly de-
fined procedures and policies for handling contributions and making expenditures, purchasing 
and keeping assets like supplies and equipment and the making of investments. 
 

 

 
Separation of duties is one of the six key elements of a strong system of internal controls. 
These six elements are 

1) Employing competent, trustworthy people with clear lines of authority and responsi-
bility 

2) Having adequate separation of duties 
3) Having proper procedures for authorizing business transactions 
4) Maintaining adequate documents and records 
5) Having appropriate physical controls over assets and records 
6) Conducting independent checks on performance. 

University of California, Santa Cruz, 
Campus Controller's Office, “Financial Controls TIP SHEET” 

http://www.ucsc.edu/finaff/cc/tips/sepduty.htm

The oft-repeated theme of accountants on internal controls is: separation of duties. One person 
should not be getting the mail, opening the envelopes, making the deposits and keeping the 
books. One person should not write the check, sign the check and keep the books. In a small 
nonprofit, you cannot always make the accountant happy on this point. But you should do your 
best.  Columbia accountant Jackie F. Breland, C.P.A., has developed excellent guides to separa-
tion of duties for small and medium-sized nonprofits and graciously allowed us to reprint them.  
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An Internal Control Checklist - For Nonprofit Organizations 
Organizational Checklist: 

• Duties should be segregated (to the extent possible). 
• One person should not be in control of all of the major accounting responsibilities 

o Example: the person having custody of the assets should be different from the one han-
dling the record keeping. 

o Example: the person preparing the bank reconciliation should be different from the one 
keeping the books and controlling cash. 

o Example: the person signing the checks should be different from the one keeping the 
books and controlling cash. 

• The Board of Directors of your organization should regularly receive and review periodic 
(monthly) financial reports, and discussions regarding financial matters should be documented in 
the minutes. 

Financial Checklist: 
• Comparisons of budgeted and actual revenues and expenditures are made in periodic (monthly) 

financial reports. 
• Compare results with actual year-to-date results from the same period in the prior year. 
• Checks received should be restrictively endorsed upon receipt. 
• Checks received should be deposited the same day they are received and a receipt log should be 

maintained. 
• Checks paid should have accompanying documentation when reviewed and signed. 
• Invoices should be approved and signed off on (or initialed) before payment. 
• Only original invoices should be paid to avoid duplication of payment. 
• Each invoice should be marked "paid" when the check is prepared. 
• Have fidelity bond coverage. 

Processes and Procedures Checklist: 
• Two signatures should be required for large checks. 

o Example: amounts paid over $1,000 may require a second signature, such as by the Ex-
ecutive Director and Treasurer of the Board. This is one way of having internal controls 
for expenditures when the staff of the organization is small. 

• Use pre-numbered documents such as invoices and checks for easier tracking. 
• All journal entries should be reviewed and approved. 
• Policies should be communicated throughout the staff and Board of Directors. 
• Train staff on the importance of accounting controls. 

Documentation Checklist: 
• Supporting documentation such as deeds for buildings and loan agreements should exist for trans-

actions. 
• Internal control policies and procedures should be documented in an accounting policies and pro-

cedures manual or similar document. This practice saves significant time when the auditor comes 
in to perform the external financial audit. 

• Have procedures in place to periodically check to see that all transactions are recorded in the 
proper account(s) as well as in the proper amount. 

• Have a conflict of interest or ethics statement in place. 
Security Checklist: 

• Assets should be safeguarded (e.g., proper security should be used). 
• Authorized levels of staffing and budgeting should exist. 
• Use appropriate levels of computer security for staff, such as one or two-level passwords for entry 

into the accounting system, and change them regularly. 
 
Prepared by Jackie F. Breland, C.P.A. and reproduced with permission.
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SAMPLE SEGREGATION OF DUTIES for SMALL TO MID-SIZED NONPROFIT ORGANIZATIONS 

Two-Person Segregation of Duties  

Business Manager / Accountant Director or CEO 
Post accounts receivable  Sign checks  
Mail checks  Sign employee contracts  
Write checks  Custody of securities  
Post general ledger  Complete deposit slips  
Reconcile bank statements  Perform inter-fund transfers  
Post credits / debits  Distribute payroll  
Give credits and discounts  Reconcile petty cash  
Approve payroll  Record initial charge / pledge  
Open mail/receive cash  Approve employee time sheets  
Disburse petty cash  Prepare invoices  
Authorize purchase orders  Complete check log  
Authorize check requests   
Authorize invoices for payment   

 
 

Three-Person Segregation of Duties  

Bookkeeper Business Manager Director or CEO 
Post accounts receivable  Prepare invoices  Sign checks  
Reconcile petty cash  Record initial charge I pledge  Sign employee contracts  
Write checks  Open mail/receive cash  Custody of securities  
Post general ledger  Mail checks  Complete deposit slips  
Reconcile bank statements  Approve invoices for payment  Perform inter-fund transfers  
Post credits I debits  Distribute payroll   
Gives credits and discounts  Authorize purchase orders   
 Authorize check requests   
 Approve employee time sheets   
 Approve payroll   
 Complete check log   
 Disburse petty cash   

Prepared by Jackie F. Breland, C.P.A. 
 



 

Prepared by Jackie F. Breland, C.P.A. 
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SAMPLE SEGREGATION OF DUTIES for SMALL TO MID-SIZED NONPROFIT ORGANIZATIONS  

Four-person Segregation of Duties  

Bookkeeper Admin. Asst. / Clerk Business Manager Director or CEO 
Post accounts receivable  Distribute payroll slips  Complete deposit slips  Sign checks  
Reconcile petty cash  Open mail/receive cash  Gives credits and discounts  Sign employee contracts  
Write checks  Record initial charges & pledges  Prepare invoices  Custody of securities  
Post general ledger  Complete check log  Approve payroll  Approve employee timesheets  
Post credits / debits  Disburse petty cash  Approve invoices for payment  Perform inter-fund transfers  
Reconcile bank statements  Authorize purchase orders    
 Authorize check requests    
 Mail checks    
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Investing 

Best Practice: 
• The organization operates in accordance with a board-approved investment policy that ensures reason-

able returns balanced with investment prudence. The investment policy is customized to the particular 
goals and needs of the organization and, at a minimum, reviewed on an annual basis. 

GP&BP, 10 

 
Regardless of how small your organization is, you are likely to have cash assets which need to be 
protected from erosion by inflation.  You may not have stocks and bonds or real estate invest-
ments, still, you have a duty to protect those cash assets by investing them in interest bearing ac-
counts. 
 
At the same time, you have to ensure the safety of those investments.  It’s a balancing act be-
tween maximizing returns with ensuring safety.  The board should adopt a policy which ad-
dresses those concerns.  A sample policy for small organizations is attached. 
 
When you begin to accumulate non-cash or cash-equivalent assets, you need to adopt a much 
more comprehensive investment policy.  You should seek the guidance and advice of your ac-
countants and attorneys when you reach that stage. 
 
Information and Intellectual Property 
 
Intellectual Property 

Best Practice: 
• Policies and practices are in place to identify and protect the organization’s intellectual property rights 

and to ensure the rights of other organizations are not violated. 
GP&BP, 13 

Intellectual property is all that stuff we create out of our heads:  reports, brochures, training 
manuals, websites, videos, logos, etc.  It is a very valuable property.  For many nonprofits, if it is 
properly priced, it may be the largest asset we own.  We have a duty to make sure that others 
don’t just walk off with it without our permission. 
 
Materials are copyrighted as soon as they are created “in fixed form”.9  You no longer have to 
register them with the U.S. Copyright Office nor do you need to put copyright notices on stuff, 
although it’s a good idea. 
 
If you have produced materials and you see them being used by others, you – meaning the intel-
lectual property attorney you have hired – should immediately write them to demand that they 
cease and desist. You should be on the lookout for your materials being misused.  We regularly 
Google the internet to see if materials which belong to South Carolina Fair Share Education 
Fund are on the web or their distribution being mentioned. 
                                                           
9 The best summary of copyright issues that we know of is at the U.S. Copyright Office’s website:  
http://www.copyright.gov/. 
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What Is Copyright  
 
Copyright is a form of protection provided by the laws of the United States (title 17, U. S. Code) to 
the authors of “original works of authorship,” including literary, dramatic, musical, artistic, and cer-
tain other intellectual works. This protection is available to both published and unpublished works. 
Section 106 of the 1976 Copyright Act generally gives the owner of copyright the exclusive right to 
do and to authorize others to do the following:  

• To reproduce the work in copies or phonorecords; 
• To prepare derivative works based upon the work;  
• To distribute copies or phonorecords of the work to the public by sale or other transfer of 

ownership, or by rental, lease, or lending;  
• To perform the work publicly, in the case of literary, musical, dramatic, and choreographic 

works, pantomimes, and motion pictures and other audiovisual works; 
• To display the work publicly, in the case of literary, musical, dramatic, and choreographic 

works, pantomimes, and pictorial, graphic, or sculptural works, including the individual im-
ages of a motion picture or other audiovisual work; and  

• In the case of sound recordings*, to perform the work publicly by means of a digital audio 
transmission. 

U.S. Copyright Office, Circular 1:  Copyright Office Basics at 
http://www.copyright.gov/circs/circ1.html#wci  

So, who owns the copyright?  A tricky issue for many nonprofits is that so much of our work is 
done by volunteers rather than employees.  The copyright belongs to the person who created the 
work unless they are an employee creating the work in the course of their employment.  
 
If you want to own materials created by a volunteer, you need to enter into a written agreement 
with them that that the work shall be considered a work made for hire. Just putting your own 
copyright notice on something that belongs to someone else doesn’t make it yours. Otherwise, 
the volunteer owns the copyright. We have seen this create nightmares for organizations when 
they wanted or needed changes to their website, training materials or a special computer program 
that a volunteer had written and they discovered that they didn’t won the content and couldn’t 
make changes to it. Or they wanted to distribute 
materials prepared by volunteers and the disgrun-
tled volunteer refused permission. “The distinction between “fair use” and in-

fringement may be unclear and not easily 
defined. There is no specific number of 
words, lines, or notes that may safely be 
taken without permission. Acknowledging 
the source of the copyrighted material does 
not substitute for obtaining permission.”  

 
This is a Two-Way Street. Many charities seem 
to have the notion that 501(c)(3) status grants an 
exemption to intellectual property laws. The “Fair 
Use” exemption does not mean that you can take 
big chunks of material without permission just 
because your use is educational. Nor does it mean 
that you can take the electronic copy of a newslet-
ter you subscribe to and e-mail it to all your mem-
bers.  

U.S. Copyright Office, “Fair Use,” 
http://www.copyright.gov/fls/fl102.html 
 

 
You should take great care that if you are reproducing materials or quoting extensively from 
printed or electronic materials that you have permission to reproduce those materials. You should 
routinely audit your website and training materials for copyright violations by you. This even ex-
tends to things like clip art and pictures you found on the web unless they are explicitly made 
public domain or licensed to you for reproduction.  
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Information Management 
Information is a critical asset to plan-
ning and management as well as to ac-
countability.  At the same time, our in-
formation systems are likely to contain 
information – such as employee and cli-
ent data – which must be protected and 
held confidential. 

Guiding Principle: Nonprofits have extensive responsibili-
ties for managing information in a way that ensures confi-
dentiality, accuracy, timeliness, integrity, security and legal 
compliance. Adequate and current technology is critical for 
managing information and achieving the organization’s mis-
sion. 

CP&BP, 13 
 
 

Information management does not mean that there is a bookcase in the office with everything we 
need to know piled on top of it. Increasingly, it means that we have to invest in systems and 
technology to be sure that we can provide the information we need for planning, reporting and 
carrying out our programs. 

Best Practices: 
• Systems are in place to provide timely, accurate and relevant information. 
• The organization has created and regularly updates a plan for investing in and ensuring sufficient re-

sources for technology. 
• The organization has established policies that govern the use of information and technology systems, 

including security, data storage, appropriate use, access rights, maintenance, and back-up. 
• The organization has established policies to ensure confidentiality of information and privacy, with ap-

propriate procedures to limit access to data. 
•  Staff, board members and volunteers have the skills they need to use technology required for their 

work. 
• The organization maintains and implements plans to deal with disasters and transitions. 

 
Investing in Technology  
 
If you don’t invest in technology for information management – read computers and software – 
as part of a technology plan, you are limiting your ability to provide adequate services and your 
ability to raise funds for those services.  Your technology plan should be developed in concert 
with management and staff to get the whole organization behind the plan.  You need to assess 
your current resources, determine your needs and look at solutions.  Looking at solutions means 
exploring  various options.  You have to include a funding strategy and an implementation time-
line with accountability. Monte Enbysk, “Your nonprofit needs a technology plan,” Microsoft 
Small Business Center athttp://tinyurl.com/2b53ej.  
 
What you should not do is just ask about who has old junky computers and unused software sit-
ting around.  There are a number of programs which give nonprofits access to very cheap or free 
hardware and software. You should check out Techsoup.org which provides access to donated 
products (both software and hardware) at very reasonable prices as well as extensive materials on 
using technology in nonprofits.   
 
Training is Part of the Investment 
 
It does little good to invest in great software and hardware and have it sit unused.  Part of the 
technology plan has to include training for staff on how to use the technology.  Although that 
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seems like a stiff cost, it is cheaper than having technology sit idle while staff continue to do 
stuff the old, slow ways. 
 
You Need Computer Use Policies 
 
You need computer use policies to address staff use of computers.  Those policies should address 
questions like personal use organizational computers for personal e-mail or web surfing.  If em-
ployee’s kids are at the office, can they use the computers? You should especially address por-
nography and gambling sites. If you Google “computer use policy,” you can find numerous ex-
amples of appropriate use policies. You can find templates at the SANS Institute’s website at 
http://www.sans.org/resources/policies/#template. 
 
In addition, your policy should address such issues as installation of unapproved software.  That 
is a security issue, but it is also an intellectual property issue if the software is not an authorized 
copy.   
 
The use policies should also address e-mail use.  Do you allow forwarding of jokes, political 
screeds, prayers, poems?  All of that carries your name if it’s forwarded with your organization’s 
e-mail address.   
 
E-mail also has been known to result in ill-considered communications – the old  
“hit send before thinking” problem.  Do you have policies to require that e-mail communications 
meet the same standards as any other communications from your shop? 
    
Computer use policies have come to the fore because of the stupefying amount of work time 
wasted by employees doing their personal business or simply engaging in nonproductive surfing 
on the web. In addition, anything on the computer is discoverable if you get involved in litiga-
tion. 
 
Computer Security is Critical 
 
Your nonprofit possesses a lot of sensitive information, including: 

1. Donor financial information; 
2. Client health and personal information; 
3. Internal strategy and planning data and discussions;  
4. Internal financial and payroll information; and 
5. Employee personal and financial information. 

 
You have a duty to protect all of that information from both internal and external access by per-
sons who do not have authorization to access it.  This is achieved by having appropriate hard-
ware and/or software firewalls, appropriate access policies and password policies which require 
strong passwords which are changed reasonably frequently. You can find security policy tem-
plates at the SANS Institute’s website at http://www.sans.org/resources/policies/#template. 
 
In addition, every computer should be protected with up-to-date virus, Trojan and spyware pro-
tection.  Having such protection but turning it off does no good.  
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Backing Up  
 
We’ve all lost files. The only protection is backing it up.  Most hard drives are too large for even 
CD backups these days. You need to find a solution which is automatic and reliable. There is 
nothing worse than going to the backup tape only to find it unreadable. There are numerous af-
fordable solutions.  
 
The other matter to think about is disaster recovery.  Having an in-house backup is fine if you 
accidentally deleted a file.  However, it does no good if the building burns down or a hurricane 
comes through.  In those instances, you need off-site if not out-of-region backup.  That should be 
a central part of your disaster planning. 
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KEEPING THE BOOKS AND PRESENTING FINANCIAL INFORMATION 
 

Keeping the Books 

Need a Nonprofit Financial Management for Dummies Book? 
 

There isn’t one. But in response to a query about equivalents, nonprofit consultants on 
CharityChannel,com’s Consultant’s Listserv recommended:  
Thomas A McLaughlin, "Presenting: Nonprofit Financials - an Overview of Board Fidu-

ciary Responsibility" (BoardSource. 2001; 
http://www.boardsource.org/Bookstore.asp?Item=64); 

Murray Dropkin and Allyson Hayden, The Cash Flow Management Book for Nonprofits: 
A Step-by-Step Guide for Managers and Boards (Jossey-Bass, 2001);  

Peter Konrad and Alys Novak, Financial Management for Nonprofits: Keys to Success 
(Entrepreneurial Education Foundation);  

Warren Ruppel, Not-for-Profit Accounting Made Easy (John Wiley & Sons, 2002); and 
QuickMBA web site: http://www.quickmba.com/accounting/.  
 
You might also want to look at: Russy D. Sumariwalla and Wilson C. Levis, Unified Fi-

nancial Reporting System for Not-for-Profit Organizations: A Comprehensive Guide 
to Unifying GAAP, IRS Form 990 and Other Financial Reports Using a Unified Chart 
of Accounts (Jossey-Bass, 2000). 

The Alliance for Nonprofit Management has a wonderful FAQ (frequently asked ques-
tions) on Financial Management at 
http://www.allianceonline.org/FAQ/financial_management. 

 

 
W e keep books and prepare financial statements so that we can: 

• Better manage resources in order to more effectively meet our organizational purposes; 
• Ensure that resources are exclusively dedicated to the public purpose of advancing the vi-

sion, values and mission of the nonprofit; 
• Comply with legal reporting requirements to the IRS, the Secretary of State, the 

Department of Revenue and the Employment Security Commission; 
• Report to funders on how their dollars were used;  
• Account to the public on our use of tax-subsidized contributions; and 

w we have spent the contributions they gave• Account to our members and donors on ho . 

If your eyes roll up into your head when
cial statements, you have to have someone on y
both do the books and teach you and the rest of

 you start thinking about books and finan-
our board and/or hire someone who can 
 the board what it means.  

 
If you can’t understand and control the money,  

ntrol your organization. you can’t understand and co

Working with Accounting Professionals 
 

We in the nonprofit sector are too often seriously 
shortsighted because we only pay professionals 
(accountants and lawyers) to get us out of trouble 
when we could have saved a heap of money by 
hiring professionals to advise us on how not to 
get in trouble in the first place. Too often when 
we do seek that professional help, the price is 
more important than the competence of the ad-
vice. 
 

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 

Regardless of size, every charity should establish 
a relationship with an accounting professional 
who knows nonprofit accounting. In addition to 
helping you set up your books and financial re-
porting, that professional will assist you to set up 
internal controls to deter fraud and improve ac-
countability. 

http://www.boardsource.org/Bookstore.asp?Item=64
http://www.quickmba.com/accounting/
http://www.allianceonline.org/FAQ/financial_management


 53

To produce the needed financial information and reports – financial statements for the board and 
management, information returns for the IRS (the 990s), grant reports and other reports useful to 
the management – you have to have systems of internal controls which ensure that the underly-
ing records are complete and accurate.  You also need to have a recordkeeping system which ac-
curately and consistently records and categorizes transactions in monetary values.   
 
And you need to do this on a timely basis.  Although you might not need your 990 information 
more frequently than annually, you can’t manage an organization on a day-to-day basis with in-
formation which is compiled only quarterly (or worse, annually).    
 
Setting Up the Books 
 
You should sit down with your accountant and set up a chart of accounts and a system for re-
cording your financial information before you receive the first dime. A relatively inexpensive 
computer program designed for nonprofits can make this whole process much easier.  
 
Nonprofit accounting is quite unlike for-profit accounting. You have to distinguish restricted and 
unrestricted funds.  Restricted funds are those who expenditure is restricted by the donor.  Sec-
ond, you have to be able to track expenditures to grants.  Basic for-profit bookkeeping systems 
imply don’t meet the needs of nonprofits. 
 
You should use the Unified Chart Of Accounts (UCOA) to set up your books, rather than design-
ing your own categories of assets, liabilities, revenues and expenses.  It is available at the Na-
tional Center on Charity Statistics website at http://nccs.urban.org/projects/ucoa.cfm. “The sys-
tem is designed so that nonprofits can quickly and reliably translate their financial statements 
into the categories required by the IRS Form 990, the federal Office of Management and Budget, 
and into other standard reporting formats.” 
 
Financial Reports10 
 
There are three primary financial statements required by the Financial Accounting Standards 
Board for nonprofits: 

1. Statement of Financial Position (Balance Sheets) 
 
The Statement of Financial Position presents a snapshot of what you have (Assets) and 
what you owe (Liabilities) at a particular point in time.  The bottom line to the Statement 
of Financial Position is Net Assets (formerly known as Fund Balances) – what we are 
worth.   
 

2. Statement of Activities (Income Statement) 
 

This statement reports revenues, expenses and the resulting change in net assets for the 
year.  These are broken down into the three classes of assets:  unrestricted, temporarily 
restricted and permanently restricted.   

                                                           
10 This discussion follows “What financial statements are nonprofits required to issue?” Alliance for Nonprofit Man-
agement, Frequently Asked Questions:  Financial Management at 
http://www.allianceonline.org/FAQ/financial_management/what_financial_statements.faq. 
 

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 

http://nccs.urban.org/projects/ucoa.cfm
http://www.allianceonline.org/FAQ/financial_management/what_financial_statements.faq


 54

 
3. Statement of Cash Flows 
 

This statement reports how the nonprofit’s cash position changed during the year.  That 
sounds simple but can make your eyes roll up in your head actually trying to produce it. 
 

Voluntary health and welfare organizations (most of us) must present a separate statement break-
ing expenditures out into their natural categories, e.g. rent, salaries etc.  You also have to break 
out your expenses into their functional categories – program services and supporting services. 
 
This is all pretty straightforward if you have set up your bookkeeping system according to the 
Unified Chart of Accounts and you diligently track transactions. 
 
In addition, you have to file your Form 990 and Schedule A, which are financial reports in a dif-
ferent format.  

 
BUDGETING 

 
Budgeting is part of the program planning process. It is a back and forth process. You do the 
“dream” plan. You price the “dream” plan. You take a realistic look at how much money you can 
expect to bring in – maybe at a high and low level. You go back and rework the program plan. 
You keep going back and forth until you have a program plan with an income plan and an ex-
penditure plan. 
 
“In its governance role, the board is responsible for the organization’s finances: ensuring that the 
budget reflects the organization’s priorities, that new programs are in line with the overall direc-
tion, and by reviewing financial statements, seeing that adequate funds are being obtained and 
used appropriately.” “The Board and the Budget: Beauty and the Beast?” Board Café (September 
27, 2002). Too often budgeting is about questioning the copying bill rather than the spending 
priorities. 
   
There are some principles to follow: 
 

• In preparing our budgets, you should be realistic. If you only raised $15,000 in non-grant 
donations this year, why do you think that you can raise $75,000 next year? If printing 
will cost you $2,500 this year, why will it only cost $1,000 next year? 

 
• Include both income and expenses. Budgets aren’t just about what you will spend. They 

are equally about realistic estimates of income. 
 
• Your budget should include a “worst case” scenario. What happens if we don’t get the 

grant renewal that we are counting on? What if the roof falls in and we have to replace it? 
These should be reasonable estimates of likely worst outcomes – not just our nightmares 
with a price tag. 

 
• Your budget can show more operating income than operating expenses. A perfectly bal-

anced budget (income = expenses) means that you plan to run out of money on the last 
day of the year and that you are not planning for reserves and contingencies. 
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• It is neither unusual nor unethical to have a fund-raising budget that is higher than your 

operating budget. Your fund-raising budget is a “what we would like to do” budget. Your 
operating budget is a “what we think we can do” budget. 

 
• The board uses the program planning/budgeting process to consider the most effective al-

location of resources. Budgeting is pricing the strategy to carry out the mission to achieve 
the vision. 

 
• The board should thoroughly discuss the budget before approving it.11 The budget is only 

part of the overall plan for the agency. Although staff may develop it, the plan belongs to 
and is the responsibility of the board. The board should thoroughly understand what it 
means for the program before approving it. 

 
In looking at the budget, the board should focus on questions like: 
 

• Are we spending in line with our priorities? Are we spending in line with our values? 
Does this budget carry out our mission and move us closer to our vision?  

 
• What are the most important choices we face now? What are the financial implications of 

those? Choices on program, staffing, facilities and so forth show up in the budget. 
 
• How is our cash flow? Are we taking in more than we are spending? Are we spending 

more than we are taking in? What does that tell us about what we can or can’t do? Are we 
looking okay on average but we can’t meet payroll in July? What is the plan to address 
that? 

 
• Do we have realistic fundraising goals? Do we have an appropriate revenue mix?  

 
The budget is also a benchmark for financial performance. Financial statements regularly pro-
vided to the board should include a comparison to budget with an explanation of any lines that 
are out of whack.  See Dashboards. 
 
 
 
 

                                                           
11 An alternative to the board approving the budget is that the board establish financial guidelines which the staff 
follow in their budgeting. Evaluation of the chief executive would include whether budgeting was consistent with 
those guidelines. 
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Sample Investment Policy for ABC, a Small Nonprofit Organization with Limited Assets 
 
All of the assets of ABC are held for the purpose of advancing the vision and mission of ABC, consistently with 
ABC’s stated values. 
 
Prudent stewardship of such cash and cash equivalent assets as ABC may hold requires that ABC seek to pre-
serve and protect those assets, including protecting them against erosion by inflation.  As an organization with 
limited assets, ABC shall place safety as the highest concern in investing its funds while still seeking to avoid 
inflation erosion.   
 
The board of ABC, with assistance of staff and with the advice of such financial advisers as it deems appropriate 
will ensure that all cash funds of the organization are kept in insured financial institutions in accounts, which 
may include money market accounts, which pay interest.  After looking for alternatives, the ABC board may 
waive this requirement if account fees would cost more than any interest which the account would normally 
earn.  The interest paying requirement may also be waived where the board has voted to invest funds in a finan-
cial institution as part of a programmatic investment in furtherance of ABC’s exempt purposes. 
 
In the event that ABC has cash assets on hand which exceed its near-term cash flow needs, ABC may invest its 
non-current cash in safe, cash-equivalent investments such as Treasury bills or insured certificates of deposit 
which mature before the funds are needed for current cash flow.  
 
In so far as the board of ABC believes that it lacks the financial experience prudently to invest its funds, it shall 
seek and receive appropriate advice from financial professionals.  
 
The board of ABC shall ensure that no member of the ABC board or staff or any of its financial advisers has any 
interest, direct or indirect, in any investment or institution in which funds are deposited or invested by ABC 
unless such that investment shall have been treated as a conflict of interest transaction and all of ABC’s conflict 
of interest policies shall have been complied with.  
 
The board of ABC recognizes that this policy is only adequate while its assets are limited largely to cash and 
cash-equivalents.  If ABC accumulates assets which suggest that ABC should be investing in other kinds of as-
sets, such as stocks, bonds or real estate, the board of ABC will revisit this policy and replace it with a more 
comprehensive Investment Policy.   
 

      
 

EVALUATING OUR WORK 

Best Practice: 
• Tools and procedures are used to regularly evaluate the effectiveness of programs and services. Feed-

back from key stakeholders is included. 
• The organization has a process for responding to complaints. 

GP&BP, 11 

 
As we drive down the road, we constantly correct where we’re going. We see that we’re veering 
a little left and nudge ourselves back to the right. We watch the street and highway signs to make 
sure that we’re going in the right direction. And, once in a while, we smack ourselves on the 
forehead, turn the car around and go in the right direction. 
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That’s all an evaluation process is – checking to make sure that we are headed in the direction 
that we set out on. We picked a destination. We 
chose a route to get there. We keep checking to 
make sure that we’re on the right route.  What is Program Evaluation? 

“So, still, what is program evaluation? Pro-
gram evaluation is carefully collecting in-
formation about a program or some aspect of 
a program in order to make necessary deci-
sions about the program. Program evaluation 
can include any or a variety of at least 35 
different types of evaluation, such as for 
needs assessments, accreditation, cost/benefit 
analysis, effectiveness, efficiency, formative, 
summative, goal-based, process, outcomes, 
etc. The type of evaluation you undertake to 
improve your programs depends on what you 
want to learn about the program. Don't worry 
about what type of evaluation you need or 
are doing -- worry about what you need to 
know to make the program decisions you 
need to make, and worry about how you can 
accurately collect and understand that infor-
mation.” 

 
Ongoing, regular evaluations are key both to 
accountability and to good management.  With-
out evaluations, we can’t fairly report to our 
boards, our donors and funders, our clients, our 
community and other stakeholders that we are 
being responsible stewards of our resources.  
We also can’t adequately manage our programs 
if we don’t know how well we are doing so that 
we can make adjustments to our strategies and 

ur goals. o 
 
Program evaluation should be an ongoing 
exercise. Both staff leadership and the board 
should be constantly monitoring and evaluating 
performance compared to the mission and the 
plan – just like the drive constantly making ad-
justments.  Evaluation should be built into pro-
gram design. 

Carter McNamara, “Basic Guide to Program 
Evaluation,” Free Management Library at 

http://www.managementhelp.org/evaluatn/fnl_ev
al.htm  

Although we tend to think of evaluation as kind 
of a big and hairy thing, evaluations can be 
comprehensive or very focused, addressing only 
a small piece of the work or organization for 
example. 
 

Program Evaluation 
This discussion, and much of the dis-
cussion of program evaluation, fol-
lows Carter McNamara’s superb “Ba-
sic Guide to Program Evaluation,” 
Free Management Library at 

 
Evaluations are used for different audiences and to pro-
vide different kinds of information.  Thus, there is no 
single method of evaluation which is appropriate to each 
audience.  Carter McNamara finds 35 different types of 
evaluation.  In designing an evaluation, you should think 
about: 

http://www.managementhelp.org/eval
uatn/fnl_eval.htm. We urge you to 
read the whole document. 

1. What are you trying to figure out?  
2. Who are you doing the evaluation for? 

3. What kinds of information do you need to figure out what you’re trying to figure out? 
4. Where do you need to go to get that information? 
5. When do you need it? 
6. How can you reasonably collect the information? 
7. What resources do you have to collect the information? 
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There are a number of different types of evaluation, including: 

• Goals-based evaluation 
In doing you plan, you established a number of goals, e.g. clients seen, dollars 
raised, members recruited.  Goals-based evaluations look at how you met those 
goals. 

• Process-based evaluations 
How does your program work?  How does it produce the results it produces? 

• Outcomes-based evaluation 
What are the actual outcomes, especially for client-oriented services?  How are 
things changed as a result of what we are doing?  The United Way has been a 
leader in demanding outcomes based evaluation from its grantees. See The United 
Way of America’s overview of outcomes-based evaluation at 
http://national.unitedway.org/outcomes/. 

 
In looking at current evaluation practice, the Nonprofit Sector Research Fund found: 
 

A useful evaluation is one that begins with a focused evaluation design, provides recom-
mendations for program improvement, documents success, and contributes to an agency’s 
planning effort,” say the researchers.  
 
They also offer four specific lessons learned from the organizations they studied: 

• Evaluation can be built into existing programs. 
• Evaluations need to provide useful, systematically collected data; they don’t 

need to be elaborate in design or in presentation.  
• Enlisting an external evaluator may add to the credibility of an evaluation 

without significantly raising its cost. 
• Outcome-focused evaluations, which assess the impact a program has had on 

its intended beneficiaries, are receiving considerable community attention.  
“Current Evaluation Practice in the Nonprofit Sector,” Snapshots (February 2000), 1. 

 
Quick and dirty is better than comprehensive, technically perfect and undone.  “The "20-
80" rule applies here, that 20% of effort generates 80% of the needed results. It's better to do 
what might turn out to be an average effort at evaluation than to do no evaluation at all.” McNa-
mara, “Basic Guide to Program Evaluation,” 3. 
 
The organization should commit resources to evaluation. Good evaluation takes resources – 
staff time, board time, consultants, travel, etc. If you don’t budget for those resources, you’re less 
likely to apply them where they are needed. 
 
Evaluation is not just about how we feel about our work. We have to ask other people how 
we are doing. “Oh, Lord, that I may see myself as others see me.” We are often the worst judges 
of our own effectiveness. A good evaluation process has to include the other folks who deal with 
our work: our clients, customers and recipients of our services, folks who provide us with goods 
and services, and other service providers who work with the same clientele.  
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You may need to hire professionals to do some of this work. There are many professionals in 
your community or nearby. 
 
Other Kinds of Evaluation 
 
Program evaluation is only one of the forms of evaluation which we undergo regularly.  We ear-
lier suggested Dashboards for board reporting.  Dashboards provide a quick way for the board 
and top management to evaluate where we are at – financially and programmatically – using ob-
jective data.   
 
The Management Letter accompanying a financial audit is another form of evaluation. 
 
“A Complaint is a Gift”12 
 
A complaint policy and process is one part of an organization-wide commitment to high quality 
service and relationships.  They are also a critical evaluation tool for determining how customers 
feel about what we are doing and how we are doing it.   
 
Complaints are an opportunity both to get it right for this customer and to learn from the problem 
so that future customers don’t have it.  So, complaints should be encouraged. 
 
Key Points of a Complaint-Friendly Policy 

• Make it easy to complain 
• Make sure that your policies are consistent across departments 
• Reward staff actions that satisfy customers 
• Make sure that upper management sees complaints 
• Train all staff on your customer service policies and customer expectations 

o Make sure they know which policies are inviolable 
o Make sure that staff knows they can deviate from the violable policies 

• Give staff the power to settle disputes quickly 
 

                                                           
12This discussion is based on Janelle Barlow and Claus Møller, A Complaint is a Gift:  Using Customer Feedback as 
a Strategic Tool (Berrett-Koehler, 1996). 
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ANNUAL REPORTS 

Best Practice: 
• The organization prepares and makes available to the public annually a report that includes information 

about the mission, programs, basic financial data, board and staff members and volunteers. 
GP&BP, 11 

The Annual Report is a document issued by the Board of Directors to: 
• Convey the vision, values and mission of the nonprofit; 
• Report – briefly – on governance and strategy (Board chair) and program accomplish-

ments and challenges (Executive Director); 
• List important folks at the nonprofit – the board, key staff, funders, donors and important 

volunteers 
• Provide an overview of the finances of the organization.13 

 
In preparing the annual report, you need to figure out: 

1. Who do you plan to receive the report?  Who is your target audience? 
2. What is the core message you want to deliver with the annual report?  Remember that the 

purpose is external accountability and not a retailing of every activity you undertook. 
3. How you plan to deliver the annual report.  That should include posting on your website. 
 

Annual Reports can be simple report on two sides of one sheet of paper reproduced on the office 
copier or it can be a glossy, 20 page multi-color print job. The Knight Foundation has shown that 
it can also be a web-only product.  
 
Remember that the medium is part of the message. A slickly produced annual report with a mes-
sage that “Things are tight around here” undercuts the message. A photocopied annual report at-
tempting to convey the message “We do everything top drawer” undercuts that message. The 
Annual Report can be visually exciting without being long or slick. 
 
Some resources to look at include: Meg McPhee, Effective Marketing:  Critical Components of a 
Winning Annual Report, The Communications Network at 
http://www.comnetwork.org/verizon_resourcecenter/marketing_winning_annual_reports.htm; 
Dalhousie University Non-Profit Sector Learning Program, The Non-Profit Annual Report: The 
Basic Ingredients  (2002) at 
http://www.communityleadership.net/resources/annualreportsbasic2006.pdf.  
NonprofitAnnualReports.net includes numerous resources on preparing annual reports. 
 
You can find numerous examples of excellent annual reports on the web.  For a local example, 
look at the Sisters of Charity of South Carolina Foundation’s at 
http://www.sistersofcharitysc.com/siteimages/1154964243SistersofCharityAnnualReport2005W
EB.pdf.  
 

                                                           
13 This is not the place to reproduce the Auditor’s Report.  You might want to include a note as to where readers of 
the Annual Report can get a copy of the audit.  
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COMPLIANCE – STAYING OUT OF TROUBLE 
 
WHAT WE HAVE TO DO  
 
IRS Form 990 or Form 990 EZ  
 
If you are a public charity and you usually have more than $25,000 in revenues (income or 
money coming in from grants, contributions, dues, interest, fees for services) in a year, you have 
to file an information return Form 990 (http://www.irs.gov/pub/irs-pdf/f990.pdf) or Form 990 
EZ. (http://www.irs.gov/pub/irs-pdf/f990ez.pdf.) If your organization is not classified as a pri-
vate foundation, it is a public charity or non-private foundation. Your Letter of Determination 
from the IRS will tell you which classification you fall into. If your organization is a private 
foundation, you will file a Form 990 PF instead of a Form 990 or Form 990 EZ. 
 
You file your return with the IRS on the 15th 
day of the 5th month after your fiscal year 
ends. That’s May 15 if you are on a calendar 
year fiscal.  

It is completely unacceptable to have 
persons responsible for filing federal tax re-
turns not understand what those returns mean. 
If anyone involved in the process, from staff 
to board members cannot read and understand 
the Form 990 and its attachments, then it is 
imperative that training take place. 

  
File Form 990 if you have more than 
$100,000 in revenues or $250,000 in assets 
(cash, investments, furniture and equipment, 
land, grants due to you, payments for services 
due to you). Otherwise, you can use Form 
990EZ.  

 
One reference is Judy Blazek, 990 Handbook: 
A Line-by-Line Approach (John Wiley & 
Sons, 2001). See also “Six Things the Board 
President Should Check Before the 990 Is 
Filed,” Board Café (April 14, 1998) at 
http://www.boardcafe.org/bc498.html. 

 
All 501(c)(3) organizations have to file 
Schedule A to Form 990. If you have income 
unrelated to your charitable purpose you have 
to file Form 990-T (Unrelated Business In-
come Tax – UBIT) and pay federal income 
tax. 

 
The Form 990 is being completely revamped 
for 2008.  It will be much more complex.  See 
http://www.irs.gov/pub/irs-
tege/overview__form__990__redesign.pdf. 

 
There is no state information return unless 
you have unrelated business income.  
  
 
 

Beginning in 2008, organizations with less than $25,000 in annual gross receipts will be re-
quired electronically to file a notice (Form 990-N, also called the e-Postcard) with the IRS 
every year – sort of a “We’re still alive” declaration.  As of January 2008, the IRS had not yet 
set up the system, but you will have to get on a computer and go to the IRS web-site at 
IRS.gov to access an online form.  The IRS will publicize the filing procedures when the system is 
completed and ready for use.  The filing date will be the same as if you had to file a Form 990 or 990-
EZ – the 15th day of the 5th month after your fiscal year ends.   
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Solicitation of Charitable Funds Registration 
 
The real focus of The Solicitation of Charitable Funds Act is on professional fundraisers and 
commercial co-venturers. Professional fundraisers are people paid on a contractual basis to raise 
monies on behalf of charities. Frequently, they will take nearly all of the money donated as their 
fee, leaving the charity with only a pittance. Commercial co-venturers are businesses which ad-
vertise that buying their product will result in a contribution to a charity. Sometimes the donation 
is much smaller than purchasers would have thought. 
 
However, any nonexempt 501(c)(3) organization in South Carolina which solicits funds has to 
register with the Secretary of State before it solicits the first nickel. Not getting Section 501(c)(3) 
tax-exempt status does not relieve you of your obligation to register if your organization “... is or 
holds itself out to be established for any benevolent, social welfare, scientific, educational, envi-
ronmental, philanthropic, humane, patriotic, public health, civic, or other eleemosynary purpose, 
or for the benefit of law enforcement personnel, firefighters, or other persons who protect the 
public safety,” “... employs a charitable appeal as the basis of solicitation or an appeal that sug-
gests that there is a charitable purpose to any solicitation, or... solicits or obtains contributions 
solicited from the public for a charitable purpose.” (§33-56-20(1)) This means that Section 
501(c)(4) social welfare organizations are required to register, too. So are trade associations and 
“badge groups” which raise money to “send poor kids to the circus.” 
 
You must reregister each year at the same time that your financial statements are due. The Secre-
tary of State’s office will provide the form. http://www.scsos.com/forms.htm#Charities. There is 
a $50 fee each year to register. The following do not have to register: 
  

• Religious organizations recognized as exempt by the IRS; 
• Educational institutions with regular faculty, students, curriculum and so forth and their 

supporting foundations; 
• Political candidates, parties and political action funds; 
• Persons soliciting for a specified individual who will get all the money and who is not the 

person doing the soliciting; 
• Organizations like electric coops which solicit only from their members; 
• Congressionally chartered veterans’ organizations; 
• The State, its political subdivisions, and any agencies or departments which are subject to 

the disclosure provisions of the Freedom of Information Act; 
• Parent-teacher associations affiliated with any school or to local chambers of commerce; 
• Any organization raising less than $7,500 during a calendar year; and 
• IRS recognized 501(c)(3) charities which solicit less than $20,000 or receive contribu-

tions from fewer than ten persons during a calendar year. These exempt charities must be 
all-volunteer operations (no one getting paid more than $500 in a year) with none of their 
assets or income going to any officer or member.  

 
If you didn’t think that your organization would raise the $7,500 or $20,000 or receive contribu-
tions from 10 people or more and it did, you have 30 days to register.  
 
Exempt groups have to claim their exemption each year by filing a form with the Secretary of 
State’s office. 
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Each year, within 4 ½ months of the end of your fiscal year, you have to file financial statements 
with the Secretary of State. That is the same time as your federal Form 990 return is due and you 
can file that Form 990, Form 990EZ or Form 990PF in place of other financial statements. If you 
use a calendar year as your fiscal year, it’s May 15. If you request an extension, you have to pro-
vide a copy of your request for extension filed with the IRS. You can leave off the list of large 
individual contributors which the IRS requires you to provide. Although usually easy to get 
along with, the Secretary of State has gotten cranky about folks who don’t file what they are 
supposed to file when they are supposed to file it. Fines of $10 per day up to $2,000 will result.  
 
A professional solicitor must be prepared to deliver a written statement to the person they are 
asking money from which includes: 1) the name and location of the organization, 2) a description 
of the charitable purpose for which they are asking money, and 3) a copy of your financial state-
ment filed with the Secretary of State. (Nonprofits are directly bound by IRS requirements that, 
upon request, they provide copies of their most recent 3 years of information returns (Form 990, 
990EZ or 990PF) and their Application for Recognition of Exemption. You should familiarize 
yourself with those rules.) If asked, a professional solicitor has to disclose that they are being 
paid to solicit. When asked, professional solicitors must also identify the company they repre-
sent, the charity for which they are raising funds and the amount that the percentage the profes-
sional solicitor is being paid. 
 
Any time you contract with someone to raise funds for you – whether a professional solicitor or a 
commercial co-venturer – you must register that contract with the Secretary of State’s office 
within 10 days. Every fund-raising counsel or professional solicitor must register with the Secre-
tary of State’s office and pay a $50 fee every year. Each professional solicitor has to be covered 
by a $15,000 bond with the applicant or her employer as the principal obligor (person required to 
pay up) or an equivalent cash deposit or securities satisfactory to the Secretary of State.  
 
A bona fide salaried officer, unpaid director, or a bona fide employee of a charitable organization 
or a part-time student employee of an educational institution is not considered to be a profes-
sional solicitor. Bona fide means that they are real officers and employees and not just called that 
to get around this law.  
 
In raising money, there are several things you can’t do: 
  

• Solicit funds for a charity without first being authorized by the charity; 
• Say or suggest that being registered is an endorsement from the Secretary of State that 

you are okay. You can say: “Registered with the Secretary of State as required by law. 
Registration does not imply endorsement of a public solicitation for contributions.” 

• Represent that anyone other than a member of your board or someone actively participat-
ing in the campaign endorses it without their written permission; or 

• Use the name of anyone except an officer or director to solicit money without their writ-
ten permission.   

 
You can publish the names of contributors without their permission. You might want to think 
about that first. 
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Registration in Other States 

 
The forgoing discussion assumes that you only operate and solicit contributions in South Carolina. If you raise 
funds in other states, you have to look at their state solicitation laws to see if you have to register in those states. 
 
What gets tricky is if you solicit funds in other states on the Internet. In the past, the basic rule was that you reg-
istered in the state in which your principle office was located. However, as charitable scams on the Internet have 
grown, state regulators have moved to assert jurisdiction to protect residents in their state and to claim that you 
have to register in those states. 
 
The basic rules are these: 
 
1. An organization must register with another state if: 

 Your non-Internet activities alone would be sufficient to require registration;  
 You solicit contributions through an interactive Web site (one on which you take contributions by 

credit card or electronic funds transfer on the site); and 
 You either: 

o Specifically target persons physically located in the other state for solicitation, or 
o Receive contributions from that state on a repeated and ongoing basis or a substantial 

basis through its Web site. 
 
2. You must also register in the other state if you solicit contributions through a site that is not interactive, but  

 either specifically invites further offline activity to complete a contribution, or establishes other con-
tacts with that state, such as sending e-mail messages or other communications that promote the 
Web site; and  

 You either: 
o Specifically target persons physically located in the state for solicitation, or 
o Receives contributions from the state on a repeated and ongoing basis or a substantial 

basis through its Web site. 
 
The National Association of State Charity Officials lays out the Charleston Principles on its website at 
http://www.nasconet.org/Charleston%20Principles%2C%20Final.pdf. 
 
What gets even more tricky is that registration in other states, especially California or Pennsylvania, may subject 
you to those states’ nonprofit accountability statutes – which are much more stringent than the S.C. Nonprofit 
Corporations Act. 
 

If you are going to use professional outside fundraisers or work with a commercial co-venturer, 
you should read carefully the South Carolina Solicitation of Charitable Funds Act which is at 
http://www.scstatehouse.net/code/t33c056.htm. You would do well to engage experienced legal 
guidance.  
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Disclose Certain Documents   
 
There are legal requirements that you disclose certain information. 

 
Freedom of Information Requests 
 
Public charities are private organizations. In South Carolina charities are not subject to the Free-
dom of Information Act unless the organization is supported in whole or in part by public funds. 
If your organization is not publicly supported, you don’t have to give every person who walks in 
off the street access to your books or to your files. 
 
If the IRS or the Attorney General descends on you, that is a different matter. If you get sued, the 
person suing you can discover a whole lot about you if it is relevant to their suit. Your lawyer 
will guide you on that.  
 

 

Are We Subject to the Freedom of Information Act? 
 

You may think that your organization is private and not a “public body” and, therefore, not subject to the 
State’s Freedom of Information Act.  
 
However, the Freedom of Information Act defines a “public body” to include “…any organization, corporation, 
or agency supported in whole or in part by public funds or expending public funds ….” §30-4-20(c) 
 
What exactly does that mean? That’s hard to tell.  
 
The Attorney General was asked to determine if the Family Counseling Center of Greenville was “supported in 
whole or in part by public funds.” “Approximately 83 percent of FCC's funding is from United Way funding, 
program fees from clients generated for services rendered, community contributions, and other investments. 
The remainder of funding for FCC comes from public monies, through contracts and otherwise.”  
 
The Attorney General concluded: “Whether the Family Counseling Center of Greenville, Inc., would be 
deemed to be "supported in whole or in part by public funds" remains a question of fact which may require 
resolution by the judicial system. Public funds received under contract for the provision of specific services, 
i.e., as a result of an arms length transaction, may be exempt from consideration under the dicta in Weston; 
access to records of DSS would show how that money was spent. Weston v. Carolina Research and Develop-
ment Foundation, 303 SC 398, 401 S.E.2d 161, 165 (S.C.1991). Public funds provided "inkind" or via grants 
may well be sufficient to bring the entity under the FOIA. We would suggest that the Board of Directors of the 
Family Counseling Center, working with its attorney, review the information contained herein and make its 
determination as to whether the extent of public funding would, in its view, constitute "support," and, if so, then 
decide how to handle a request made of it under the FOIA. As always, this Office advises that doubt as to ap-
plicability of the FOIA be resolved in favor of openness and disclosure.” 1992 Op. S.C. Atty. Gen. No. 92-01. 
 
The short version of that is: “Heck if we know. Hire a good lawyer and maybe a judge can figure it out. Your 
safest bet is to assume that you are covered and respond to all Freedom of Information Act requests according 
to the law.” 
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If your organization is a “public body” for purposes of the Freedom of information Act, then you 
have to comply fully with that law. A good guide can is prepared by the South Carolina Press 
Association, Public Official’s Guide to Compliance with South Carolina’s Freedom of Informa-
tion Act (with 2003 Amendments) which you can find at http://www.scattorneygen-
eral.org/newsroom/pdf/FOIA.pdf. 
 
Your federal tax returns for the past 3 years and your application for exemption 

 
If someone shows up in person or requests it in writing, you must give them a copy of your in-
formation returns (Form 990 or Form 990 EZ) for each of the previous three years and your ap-
plication for recognition of exemption (Form 1023) along with all the supporting documents and 
back and forth correspondence leading up to the determination letter. If they appear in person, 
you have to provide the copy immediately. If they request the copies in writing, you have to pro-
vide them within 30 days. You can charge a reasonable fee for the copies.  
 
Your information return includes a listing of your large donors. You can exclude or redact (cover 
up) that information on the copies you provide to a member of the public. Until 2006, you could 
also exclude your Form 990-T, your information on unrelated business income. Any Forms 990-
T filed after August 17, 2006, must be disclosed. In theory, you can ask the IRS for an exception 
to that disclosure but the law includes no standards for the IRS granting an exemption. 
 
You do not have to comply with these requests if your returns and exemption application are 
widely available or the IRS determines that the request is part of a harassment campaign. A har-
assment campaign doesn’t mean that someone doesn’t like you. It means that they are repeatedly 
requesting these documents just to drive you nuts. Or having all their friends request them. You 
can’t deny your enemies copies of these documents just because they are your enemies. 
 
You make your returns and exemption application widely available by posting it on the World 
Wide Web or the Internet. There are web sites like Guidestar.org that provide that service.  
 
Your members are entitled to inspect and copy many records 
 
If you are a membership organization, 
the South Carolina Nonprofit Corpora-
tions Act says your members can inspect 
and copy many records. (§33-31-1602) 
You may have a bylaw to this effect, but 
it can be no more restrictive than this 
unless yours is a religious corporation. 
 
Members or their agents can always see 
and copy (at a reasonable time and loca-
ion which you specify) the following information by giving five days notice in writing:  

Does Your Corporation Really Have Members? 
 
Many nonprofit corporations have a category of 
supporters who are called “members”. But they 
don’t vote for the board or have the right to vote on 
things that only members can vote on. They aren’t 
members, so they don’t have any of these rights of 
inspection.  
 

t 
• Your articles of incorporation or restated articles of incorporation and any amendments to 

them currently in effect; 
• Your bylaws and all amendments to them currently in effect; 
• Resolutions adopted by the board relating to the characteristics, qualifications, rights, 

limitations and obligations of members or any class or category of members; 
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• The minutes of all meetings of members and records of all actions approved by the mem-
bers in the past three years; 

• All written communications to members generally within the past three years, including 
the financial statements furnished under §33-31-1620 of the South Carolina Code; 

• A list of the names and business or home addresses of its current directors and officers; 
and 

• The most recent report of each type filed with the Secretary of State under the South 
Carolina Nonprofit Corporations Act. 

 
Members may also get a complete list of the name and address of every member in alphabetical 
order. But they can’t get that list without the board’s approval unless it is for a reason related to 
their membership. (§33-31-1605) A member can’t just demand the list to raise money except to 
get money to be able to solicit votes in a corporate election. It can’t be used for a business pur-
pose or sold to anyone else.  
  
A member acting in good faith and for a proper purpose can also inspect the accounting records 
and minutes of board and member meetings. The records inspected must relate to the purpose for 
the inspection.  
 
A member or the Attorney General can demand a financial statement. That statement has to use 
the same accounting basis as the annual financial statements. If those are not audited, the presi-
dent or the person responsible for the preparing the statements must certify whether they believe 
the reports comply with generally accepted accounting principles or, if they deviate, how they 
deviate. (§33-31-1602) You don’t have to send members financial statements unless they ask. 

You can charge the member a reasonable fee for the copying. Currently, that’s $1.00 for the first 
page and $.15 for each additional page, plus actual postage.  

If you refuse to grant a member or their agent access to records to which they are entitled, they 
can go to the circuit court on an expedited basis and get an order requiring you to grant the ac-
cess. You will be required to pay their costs if the judge finds that the member was seeking ac-
cess for a proper purpose. (§33-31-1604) If you are going to war with an unethical or over-the-
line member who is out to damage the corporation, you might want to go the court route.  
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Changes in Principal Office, Registered Agent or Registered Office 
 

If you change your principal office, your registered agent or registered office, you have to notify 
the Secretary of State and pay a modest fee.  
 
If someone wants to sue you, they need to know where to find you. That’s often difficult for a 
small nonprofit. The registered agent and registered office are where they serve papers on your 
corporation. Many groups will use an attorney, an accountant or a company whose business is to 
be a registered agent. Having your president as registered agent means that you have to keep 
paying $10 to change it and the registered agent has to pay a fee to resign.   
 
The principal office is the main place you do business. That’s tough if the main place is the 
Denny’s where the board meets. The principal office is effectively your mailing address even 
though the law says it has to be a street address. 

 
State Tax Return on Unrelated Business Income (UBIT) 

 
You can earn income for your organization by charging (within limits) for your services. You 
can also, within limits, sell other goods and services that are not really related to your exempt 
purpose. If you do, you have to pay a state tax of 5% only on that income less your expenses of 
producing it. You pay federal tax on that income basically at the federal corporate tax rate. See 
 
For Federal tax purposes, you use Form 990-T and submit it with your Form 990 or Form 990-
EZ.  
 
You don’ t have to file a state tax return unless you have Unrelated Business Income. Then you 
file Form SC 990-T.  
 
Where to Find: http://www.sctax.org/NR/rdonlyres/08A3B7ED-4206-4835-BF0B-
08F42EB186FD/0/sc990t.pdf. 
        
Information Returns on Rents, Contracted Services, Etc.  

 
If you pay $600 or more in a year for goods or services, including rent, from anyone other than a 
corporation which is not a law firm, you have to send each such person or entity a Form 1099-
Misc by February 1 of the following year. See General Instructions for Forms 1099, 1098, 5498, 
and W-2G (2007) on the IRS website. 
 
 
In order to file this form, you will need to get the Taxpayer Identification Number (TIN) from 
your supplier, landlord or contractor. You use Form W-9, Request for Taxpayer Identification 
Number and Certification to get the TIN. The TIN is the same as a Social Security Number or 
Employer Information Number.  
 
Form 1096, Annual Summary and Transmittal of U.S. Information Returns, is used to transmit 
the IRS their copies of these forms. You have to send the returns to the IRS by March 1 of the 
following year. 
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Where to find: http://www.irs.gov/formspubs/lists/0,,id=97817,00.html. 
 
FICA, Taxes Withheld and Unemployment 
 
If you have employees, you have to withhold taxes, deposit those withheld taxes (probably 
monthly for a small organization) and pay the employer’s share of Social Security and Medicare 
taxes. You may also have to pay unemployment insurance to the state.  
 
If you have four or more employees in each of 20 different weeks in the current year or past year, 
you are subject to South Carolina Unemployment Insurance contributions. As a 501(c)(3), you 
are exempt from federal unemployment insurance. Check with the S.C. Employment Security 
Commission for a Form UCE-151, Employer Status Report, to register and Forms UCE-120 to 
make quarterly contributions. They are available at 
http://www.sces.org/ui/employer/forms/Index.htm.  
 
Although 501(c)(3)s with fewer than four employees are not required to contribute to unem-
ployment insurance, smaller nonprofits are especially unstable as employers and simple justice 
may demand that you voluntarily participate in the unemployment insurance program.  
 
Where Do You Get Info? From the IRS: 
http://www.irs.gov/businesses/small/content/0,,id=98942,00.html and 
http://www.irs.gov/pub/irs-pdf/p15.pdf. 
 
State withholding information and forms can be found at 
http://www.sctax.org/Forms+and+Instructions/Current+Years+Forms+and+Instructions/default.
htm#whtx. 

If you really want to get you and your board in more trouble than you can imagine, 
don’t make timely federal tax withholding payments. On this issue, the IRS does not play. 
They can and will levy against everybody responsible. Although it may run contrary to all your 
instincts, pay the tax man before you pay the payroll. See Larry Jones and James Stanford, 
Step-by-Step Procedure for Defending Against the Trust Fund Recovery Penalty, Tax Practice 
and Procedure (Dec. 2002 - Jan. 2003), 40-44.  
 

  
When you get new employees 
 
When you get new employees, you have to have each of them fill out three forms:    

1. W-4, Employee Withholding Allowance Certificate (http://www.irs.gov/pub/irs-
pdf/fw4.pdf); 

2. I-9, Employment Eligibility Verification (http://www.uscis.gov/files/form/i-9.pdf) 
 

This form is used to establish that you checked to ensure that the new employee is not an 
undocumented alien.  
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 These forms are retained in your files.  
 

3. You have to register all new hires with the South Carolina Department of Social Services 
at http://www.scnewhire.com/.  

 
This is an area which will almost certainly have new requirements in 2008 as both Con-
gress and the General Assembly struggle to address undocumented immigrants in the 
workforce.  

 

Who’s an Employee? 
 
In the past, many non-profits classified all of their employees as independent contractors. 
This saved them from having to withhold taxes and make Social Security, Medicare and un-
employment payments. The IRS has cracked down on this exploitation of employees.  
 
The short version of a complicated issue is this: “A general rule is that the EO, as the payer, 
has the right to control or direct only the result of the work done by an independent con-
tractor, and not the means and methods of accomplishing the result.” 
http://www.irs.gov/charities/article/0,,id=131136,00.html.  
 
If you provide an office and a computer and tell them when to be there, they are employees. 

Workers Compensation 
 

If you have four or more employees, you are required to have Workers Compensation insurance 
to cover them in case of a workplace injury. Although there a few exceptions, you are in all like-
lihood not covered by those exceptions. 
http://www.wcc.sc.gov/Welcome+and+Overview/faqs/#employer_required. You can provide 
Workers Compensation for fewer than four employees. Workers compensation is a supposedly 
no-fault insurance to cover any workplace injury – both the medical care and lost wages. If you 
have workers compensation coverage, the employee cannot sue you for those injuries. 
 
This is an expensive coverage for small employers that you just have to build into your budget. 
You cannot require your employees to pay for this insurance. A large employer can self-insure, 
but a small or medium sized nonprofit will need to buy insurance. You will need to identify an 
insurance professional to help you obtain it. 
 
Comply With State and Federal Labor Laws 

 
Far too many boards and Executive Directors have the notion that labor laws don’t apply to us 
because we’re the good guys and laws are intended for the bad guys. Well, laws are intended for 
everyone and charities which abuse and exploit their workers aren’t good guys anyway. 
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 Board members spend all kinds of time worrying about “somebody suing us.” Well, 
the most likely somebody is your employees. You really need an experienced employment 
lawyer guiding you on your personnel practices. You can’t just assume that your gut sense of 
“the right thing to do” is the legal thing to do. 
 
Charities rarely lose the lawsuits they worry about. They lose employment law suits all the 
time.   

That means that the myriad of laws you hear small for-profit business people moaning about ap-
ply to us as well when we have employees. If you are an employer, you have to be aware of and 
in compliance with those laws that apply to you. Whether they do apply is often a function of 
how many employees you have. Regardless of whether your employee count meets threshold 
requirements, these laws provide guidance on how to treat your employees fairly.  
 
We are not going to outline all of the laws that apply to you. However, you can find guidance 
from:  

• United States Department of Labor – http://www.dol.gov/asp/programs/guide.htm 
and especially download their Employment Law Guide.  

• United States Equal Employment Opportunity Commission – http://www.eeoc.gov/ 
• National Labor Relations Board – 

http://www.nlrb.gov/Workplace_Rights/employee_rights.aspx 
• South Carolina Department of Labor, Licensing and Regulation – 

http://www.llr.state.sc.us/labor.asp 
• South Carolina Human Affairs Commission – http://www.state.sc.us/schac/laws.htm 
• South Carolina Employment Security Commission – 

http://www.sces.org/ui/employer/tax/EmpInfo/Index.htm 
• South Carolina Workers Compensation Commission – 

http://www.wcc.sc.gov/Welcome%20and%20Overview/faqs/ 
 

We would also strongly recommend Jennifer Chandler Hauge and Melanie L. Herman, Taking 
the High Road: A Guide to Effective and Legal Employment Practices for Nonprofits, 2nd ed. 
(Nonprofit Risk Management Center, 2006). 

 
Labor Law Posters 
 
South Carolina employers must post two employment notices from the South Carolina De-
partment of Labor, Licensing and Regulation in a place or places where employees can see 
them. These posters are: OSHA (Occupational Safety and Health) and the Labor Law Ab-
stract (Payment of Wages, Child Labor, Right-to-Work). 
 
Other state agencies also require employment postings: the Employment Security Commis-
sion’s “Workers Pay No Part of the Cost for Job Insurance” (UCI 104) and “If You Become 
Unemployed (UCI 105); the Workers” Compensation Commission's “Workers Comp Works 
For You”; and the Human Affairs Commission's “Equal Opportunity is the Law”. These re-
quirements are discussed at: Inside LLR – Posters. 
http://www.llr.state.sc.us/aboutus/index.asp?file=DOPI.HTM#poster You can download cur-
rent copies of the posters in PDF format from the linked LLR site or from: 
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There are also federally required posters. You can consult federal requirements at Workplace 
Poster Requirements for Small Businesses and Other Employers, 
http://www.dol.gov/osbp/sbrefa/poster/matrix.htm. The following posters can be ordered by call-
ing the appropriate agency:  

U.S. Department of Labor 
(803) 765-5981  

"Employee Polygraph Protection Act" - Must be posted by all employers. 

"Federal Minimum Wage" - Must be posted by all employers. 

WH Pub. 1313 "Notice to Employees Working on Government Contracts" - Must be posted by 
employers under service contracts or public contracts. 

Migrant and Seasonal Worker Act - Must be posted by employers of migrant or seasonal work-
ers. (Available in English and Spanish).  
FORMS  
OSHA 300, 300A and 301. Download by clicking here. 
http://www.osha.gov/pls/publications/pubindex.list#300. 
 
Business Licenses 
 
Whether you need a business license will depend upon what you do and where you do it. There 
is no state business license requirement for charities, but counties, towns and cities may require 
one. Many charities operate on the do-it-until-they-tell-you-to-stop principle. You can check 
with your local licensing agency about whether you need a business license.  
   
When You Get Contributions 

 
Just because its both good manners and good business, you should acknowledge all contributions 
in writing. In addition, the IRS requires a Section 501(c)(3) organization to acknowledge in writ-
ing any donation in excess of $75 partly as a contribution and partly for goods and services. 
 

Your donors will now require a written record – regardless of the size of the con-
tribution. That means that cash donations will not be deductible absent a written receipt. The 
Pension Protection Act of 2006 “…requires that in the case of a charitable contribution of 
money, regardless of the amount, the donor must maintain a cancelled check, bank record or 
receipt from the donee organization showing the name of the donee organization, the date of 
the contribution, and the amount of the contribution.” Committee on Ways and Means, The 
Pension Protection Act of 2006: Detailed Summary of Charitable Provisions at 
http://waysandmeans.house.gov/media/pdf/taxdocs/072806charitable.pdf 
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T he written (or e-mail) statement should include: 

• Name of the organization; 
• Amount of cash contribution; 
• Description (but not value) of non-cash contribution – except cars (Car Donations, be-

low); 
• One of the following: 

• A statement that no goods or services were provided in exchange for the contribution; 
• A description and good faith estimate of the value of goods and services, if any, that 

the organization provided in return for the contribution; or 
• A statement that the goods or services, if any, that the organization provided in return 

for the contribution consisted entirely of intangible religious benefits. 
 

The statement can exclude insubstantial benefits. Insubstantial benefits are those which have a 
fair market value of the lesser of 2 % of the contribution or $76 or are items costing less than 
$7.60, having the organization’s name or logo on them when the contribution is at least $38. An-
nual membership benefits received in return for an annual payment of $75 or less and consisting 
of annual recurring rights or privileges are insubstantial benefits. 
 
For further detail, see Charitable Contributions Substantiation and Disclosure Requirements 
(http://www.irs.gov/pub/irs-pdf/p1771.pdf).  

Clothing Donations 
 

The Pension Protection Act of 2006 limits charitable deductions on clothing contributions to 
clothing which is in good used condition or better. 
 
Don’t be surprised if the IRS requires or your donors demand that your receipts become more 
judgmental about those contributions. 

 
Car Donations 

 
Car donation programs have popped up all over. The IRS and Congress have acted to stop what 
they see as two potential abuses. First, donors have committed tax fraud by overstating the value 
of the donated vehicles. Second, in too many cases, private benefit has accrued to services han-
dling the receipt and sale of donated vehicles. 
 
The IRS has issued guidance (Notice 2005-44) on charitable deductions for car donations. Gen-
erally, you can’t deduct more than the actual sales prices of the vehicle when sold by the charity 
to which you gave it. The person giving the car must get timely acknowledgement from the char-
ity to claim the deduction. The IRS will issue a new form 1098-C to make that acknowledge-
ment. 
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Donors may claim a deduction of the vehicle's fair market value as opposed to sale price under 
the following circumstances: 

• The charity makes significant use of the vehicle in its charitable program, such as using it 
to deliver meals on wheels. 

• The charity makes major repairs that significantly increase the value of the car – not just 
painting or cleaning. 

• The charity donates or sells the vehicle with the charitable purpose of helping a poor per-
son get transportation at significantly below-market price. 

See Charitable Contributions of Certain Motor Vehicles, Boats, and Airplanes 
http://www.irs.gov/pub/irs-drop/n-05-44.pdf. 
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WHAT WE CAN’T DO  
 

Private Inurement – Transferring Resources to the Folks Who Run the Charity 
 
A charity is created and must be operated for a public purpose--not to enrich the folks who run it 
or other private individuals. Otherwise, there may be private benefit or private inurement.  
 
The basic concept of private inurement is simple. A private individual “cannot pocket the or-
ganization’s funds.”  
 
Private inurement describes a transaction which benefits an insider – someone with ability to 
control the use of resources in the organization – more than it advances the charitable purposes 
of the organization. An insider would include members of the board and officers. It also could 
include key employees, founders, major donors and anyone else with a significant say about the 
organization’s programs or resources. And it includes these persons’ family members and or-
ganizations and companies they control. 
 
Historically, the only penalty available to the IRS when an officer or director had ripped off the 
organization was to withdraw the recognition of tax exemption. That’s a bit like sending people 
to jail for getting robbed. So, the Congress provided in Section 4958 of the Internal Revenue 
Code that the IRS can require repayment and assess substantial excise taxes on the “excess bene-
fits transfers.” Those are, for the most part, much more stringent than any state Code require-
ments on Conflict of Interest transactions. One nonprofit expert has referred to them as “conflict 
of interest on steroids.” Consult Lisa A. Runquist, “Intermediate Sanctions – FINAL Regula-
tions” (http://www.runquist.com/article_intermedsancts.htm); Bruce R. Hopkins, The Law of In-
termediate Sanctions: A Guide for Nonprofits (John Wiley & Sons, Inc., 2003) and Lawrence M. 
Brauer and Leonard J. Henzke, “Intermediate Sanctions (IRC 4958) Update,” Exempt Organiza-
tions-Technical Instruction Program for FY 2003 (http://www.irs.ustreas.gov/pub/irs-
tege/eotopice03.pdf). 
  
Transactions with insiders are not prohibited. However, you have to ensure that the transaction is 
fair to the organization and that what you pay for the property, goods or service is reasonable. 
You should have all such transactions reviewed and approved by an independent group with no 
involvement by conflicted persons based upon comparability data that ensures the reasonable-
ness of the price or compensation. And you should thoroughly document your processes and the 
bases for decisions.  
 
The usual areas in which there has been private inurement are: excess compensation, unreason-
able loans, unfair sale or purchases of property or unreasonable rental arrangements. The IRS has 
recently issued proposed regulations on a new concept included in 1996 tax law changes: inter-
mediate sanctions. These are penalties which can be assessed against disqualified persons who 
receive excess benefits from a public charity (501(c)(3)) or a social welfare organization 
(501(c)(4)) and organization managers who participate in the transaction knowing it is wrong.  
 
A disqualified person includes anyone in a position to exercise substantial influence over an or-
ganization, its program or a significant part of a program, a member of their family, or any entity 
of which they or their family owns more than 35%. 
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An excess benefit transaction would be one where an economic benefit is provided by the non-
profit to a disqualified person if the value of the benefit exceeds the consideration received in 
return. In short, you can’t pay a disqualified person more than the goods or services they 
provide would earn in a free market.  

The law and regulations on intermediate sanctions and excess benefits transfers are 
extremely complex and, as yet, uncertain.  
 
What we describe here is an outline of basic principals and required processes. If you get to 
those issues which raise any question in your mind about whether you are treading on unsafe 
ground or the IRS has arrived on your doorstep asking questions, you should immediately hire 
an experienced exempt organizations attorney or CPA to guide you through the specifics of 
your issue. 
 
This would especially be true if you are looking at questions like: 1) defining who is a dis-
qualified person; 2) properly valuing assets which you are going to buy, sell, lease or rent 
from a disqualified person; or 3) setting compensation levels for disqualified persons, espe-
cially for highly compensated individuals or where there are unusual aspects to the compensa-
tion arrangements such as incentives based payments, bonuses, organization-provided hous-
ing or significant expense accounts. 

 
If you were to consider hiring an insider or disqualified person or looking at compensation lev-
els, tests for appropriateness would include: 
  

• What are similar organizations – both nonprofit and for profit – paying for comparable 
services? 

• Are others available to provide the service in the area? 
•  Do you have written offers competing for the person’s services from other organiza-

tions? 
• What are this person’s qualifications, including education and experience? 
• Does the organization have need for this particular individual? 
• What amount of time will be spent doing the work?  
• Does the person have a written job offer from a similar institution that shows what 

someone else would pay them? 
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Automatic Excess Benefit 
 

Expense reimbursements are an area in which 
you can quickly get in trouble, triggering an “automatic” 
excess benefits determination. To avoid this, they should 
either have an “accountable plan” for expense reimburse-
ments or report those reimbursements as compensation on 
the employees W-2 form. Don’t forget to withhold for 
additional income taxes and employment taxes. Lawrence 
M. Brauer and Leonard J. Henzke, Jr., “Automatic” Ex-
cess Benefit Transfers Under IRC 4958,” 
http://www.irs.gov/pub/irs-tege/eotopice04.pdf 
 

“Accountable plan. To be an accountable plan, your re-
imbursement or allowance arrangement must require your 
employees to meet all three of the following rules. 

1. They must have paid or incurred deductible ex-
penses while performing services as your em-
ployees. 

2. They must adequately account to you for these 
expenses within a reasonable period of time. 

3. They must return any amounts in excess of ex-
penses within a reasonable period of time.” 

 http://www.unclefed.com/IRS-
Forms/2001/HTML/p1508.html 

It is important to remember that compensa-
tion includes not just salary but everything 
of economic value which the employer 
pays in exchange for the services rendered. 
It is that total package which must be rea-
sonable in light of the circumstances. As a 
general rule, those fringe benefits (includ-
ing working condition fringe benefits) 
which are excluded for income tax pur-
poses under IRC Section 132 are not 
counted as compensation for these pur-
poses. Workers compensation, amounts 
received under accident and health plans, 
employer health insurance contributions 
and cafeteria plans are compensation for 
these purposes.  
 
Expenses like non-business use of social 
clubs, employer provided vacation travel, 
employer payment of mortgage payments, 
clothing allowances, spousal travel ex-
penses or unreimbursed personal expenses 
charged on the organization credit card 
which would be included in income for tax 
purposes are either compensation or excess 
benefits transfers. If substantiated as com-
pensation, they are included in testing 
whether that compensation is reasonable. 
If not substantiated as compensation, they 
are excess benefits.  
 
 The organization substantiates a fringe benefit by indicating its intent to treat the benefit as 
compensation when the benefit is paid. You can’t take a vacation on the organization’s nickel or 
take home that computer for your child if there is no written evidence that the organization 
thought this was part of your pay. (Hopkins, The Law of Intermediate Sanctions, Appendix G- 
“IRS Summary of Fringe Benefits”) 
 
You have the burden of proving that a transaction did not involve an excess benefit. However, 
that burden can be shifted if the body that made the decision to approve the transaction followed 
the Rebuttable Presumption Procedure outlined below.  
 
Before your organization hires, contracts with, rents or buys from an insider or disqualified per-
son, it should go through a careful and documented process to ensure that a) the goods or ser-
vices advance the charitable purpose of the organization, b) the price being charged is a fair mar-
ket price and c) this is the best deal the organization can find. Before entering into a rental ar-
rangement with a disqualified person, make sure – by doing a market study – that the price is not 
above market value. Have the agreement in writing with the usual terms for such transactions in 
your community. 
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In making a loan to or borrowing money from a disqualified person, take great care that the 
amount loaned is reasonable in the context of the size of your organization, that there is a note 
with a reasonable interest rate and repayment terms. If the organization is lending money, it 
should probably require security.  
 
Note that the South Carolina Nonprofit Corporations Act at § 33-31-832 prohibits loans to 
directors and officers of a public benefit corporation. Travel advances or other advances for 
corporate purposes or petty cash advances are okay. Public charities are public benefit corpora-
tions. 
 

Sanctions for Excess Benefit Transfer 

 
If the IRS finds an excess benefit transaction, the disqualified person receiving the excess 
benefit is required both to repay the excess amount and to pay an “initial tax” of 25% of the 
excess amount. If you do not timely correct the excess benefit (usually paying it back plus 
interest), you are subject to an “additional tax” of 200 % of the unpaid amount. 
 
In addition, directors, officers and certain committee members (called organization manag-
ers) who knowingly, willfully and without due cause participated in the transaction are sub-
ject to a tax penalty of 10% of the excess amount up to $20,000 per excess benefit.  
 
An organizational manager who has enough information to know that a transaction with a 
disqualified person would be an excess benefit, was aware that the transaction might violate 
the excess benefit rules and failed to investigate whether it was an excess benefit or who ac-
tually knows that a transaction is an excess benefit knowingly participates in the transaction. 
You can rely upon professional advice from lawyers, accountants and valuation experts.  
 
A manager can avoid having participated by responsibly opposing the transaction. Insist 
upon a written record of a vote in opposition. 
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REBUTTABLE PRESUMPTION PROCEDURE 
 
“For each disqualified person, there is a simple procedure to obtain the rebuttable presumption respecting com-
pensation arrangements. 
 
WHO MUST MAKE THE DECISION: 
 
The board of directors or trustees, or other compensation-setting body, must obtain compensation comparability 
data for the position. If an organization uses a compensation-setting body, it must be composed of members of 
the board of directors or trustees or other governing body (or a select committee of that body), unless state law 
authorizes other persons to perform that function. The members who participate may not have any personal in-
terest in the compensation arrangement. For example, neither the employee whose compensation is at issue, nor 
the employee's subordinate, may participate in the decision about the compensation. Because each member of 
the compensation-setting body must be disinterested, the body may be differently constituted depending on the 
employee whose compensation is under review. 
 
WHAT DATA MUST BE USED: 
 
The comparability data may be based on industry surveys, documented compensation of persons holding similar 
positions in similar organizations, expert compensation studies, or other comparable data. Organizations with 
gross receipts of less than $1 million per year only need compensation data for three similar positions in similar 
communities. For other organizations, the Regulations do not specify the number of comparables or comparabil-
ity sources required. Data may be obtained by any means, including documented phone calls. A disqualified 
person's compensation may change yearly. If this happens, and you want to establish a rebuttable presumption 
for those years, you will need to follow the procedure yearly. For disqualified persons with fixed multi-year con-
tracts, the procedure will only have to be conducted again when there is a material change or a new contract. 
Annual cost-of-living increases, based on government cost-of – living figures, would not necessitate a new pro-
cedure.  
 
The decision-making body must approve the compensation, without discussion or voting participation by the 
person whose compensation is being approved or any other member with a conflict of interest. However, that 
person may answer questions that will help the decision-making body in its later deliberations.  
 
HOW TO DOCUMENT THE DECISION: 
 
The decision-making body must document the basis for its determination concurrently with the approval. The 
documentation must contain:  

(1) the terms of the approved transaction and the date approved;  
(2) the members of the decision-making body who were present during debate on the transaction that was 

approved and those who voted on it;  
(3) the comparability data that was relied on by the decision-making body and how the data was obtained; 

and  
(4) any actions by a member of the decision-making body having a conflict of interest.  

 
WHEN TO DOCUMENT THE DECISION:  
 
The documentation must be prepared before the later of the next meeting of the decision-making body, or 60 
days after the final actions of the body. In addition, the decision-making body must approve the documentation 
within a reasonable time after preparation.”  

Steven T. Miller, Director Exempt Organizations, IRS 
Rebuttable Presumption Procedure is Key to Easy Intermediate Sanctions Compliance” 

http://www.irs.gov/pub/irs-tege/m4958a2.pdf 
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Electioneering  

 
Section 501 (c) (3) charities must be organized and operated exclu-
sively for charitable purposes. Doing non-charitable things will get 
you in trouble. But nothing will get you in trouble faster than elec-
tioneering. You cannot participate or intervene in a political cam-
paign for a public office. This is an absolute prohibition. Violating it 
can cost you your 501(c)(3) status.  

This means that you can do nothing to support or oppose candidates for election to public office. 
You can’t raise money for or contribute to candidates or parties. You can’t use resources (like 
telephones, mailing lists or volunteers) to help or hurt any candidate. You can’t publish or dis-
tribute literature for or against any candidate. That an election is nonpartisan (candidates are not 
nominated by political parties) does not make it exempt from these prohibitions.  
 
The real problem comes in attempting to do nonpartisan voter participation (registration and Get 
Out the Vote) activities and issues-based voter education. Both are perfectly acceptable if you do 
them right. In doing these activities, you can’t be directly or indirectly helping a particular can-
didate or party in an election campaign. That gets really tricky especially when you want to do 
the voter participation or voter education to advance an issue agenda.  
 
There are things that you can normally do that go over the line if you do them in an election 
campaign. For example, you can always publish position papers on important public policy is-
sues. But, if the first time you do, it is in late October on an issue that is hot in the local Congres-
sional election, you’ve crossed the line.  
 
This is tricky stuff and very serious. The IRS has begun to pay much closer attention. Following 
the 2004 election cycle, the IRS undertook a review of charities’ compliance with prohibitions 
on electioneering. Project 302 Political Activities Compliance Initiative: Final Report (February 
2006). Following that they produced guidance on Election Year Activities and the Prohibition on 
Political Campaign Intervention for Section 501(c)(3) Organizations (FS-2006-17, February 
2006) and Revenue Ruling 2007-41, 2007-25 I.R.B. 1421 (June 21, 2007). 
 
Look also at “Update on Permissible Activities of 501(c)(3) Organizations During a Political 
Campaign” on Let America Speak’s web site at 
http://www.ombwatch.org/article/articleview/402/1/51/ or Gregory L. Colvin and Lowell Finley, 
The Rules of the Game: An Election Year Guide for Nonprofit Organizations from The Alliance 
for Justice and available for order either at 
https://secure.ga1.org/05/order_the_rules_of_the_game or by calling 1-202- 822-6070. If you are 
going to go anywhere near these lines with voter education or voter participation work, engage, 
consult and follow the guidance of an experienced hand on these matters. 
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Spend Money Contrary to the Donor’s Intent 
See Donor Intentions. 
 

Fire or Sanction Whistleblowers 
 

See Whistleblower Policy 
 
 

Destroy Documents When the Regulators Are Coming 

Best Practice: 
• The organization has a written mandatory retention and periodic destruction policy, which includes 

guidelines for electronic files and voicemail. 
GP&BP, 13 

 
Obviously, you don’t have to hang on to every piece of paper you ever produced. But you also 
can’t decide to shred them because you just heard that the government group that regulates your 
child care facility is coming to review your records. 
 
The answer is to develop and strictly follow a records retention policy. “A nonprofit organization 
should have a written, mandatory document retention and periodic  policy. Such a policy also 
helps limit accidental or innocent destruction.” Board Source and Independent Sector 
The Sarbanes-Oxley Act and Implications for Nonprofit Organizations, at 10 
(http://independentsector.org/PDFs/sarbanesoxley.pdf). 
 
Remember that records include voice-mail and electronic records. 
 
If you even suspect an official investigation, you have to stop all documents purging – even that 
which was neutrally scheduled by your document retention plan.  
 
A sample Records Destruction Policy is available from the National Council of Nonprofit Asso-
ciations at 
http://www.ncna.org/index.cfm?fuseaction=document.showDocumentByID&DocumentID=2182
. 
 

Employment Discrimination 
 
Charities are just like other businesses. Just because we’re all good folks trying to do the right 
thing for our communities doesn’t mean that employment laws don’t apply to us. Indeed, chari-
ties rarely get sued for failing their clients but frequently get sued for bad employment practices.  
See Comply With State and Federal Labor Laws. 
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SOME THINGS TO THINK ABOUT DOING  
 

Apply for Property Tax Exemption 
 
If you are paying property tax on either real property or cars, you can 
probably apply for exemption from that tax. All charities are exempt from 
property taxes on their vehicles, buildings and real estate if they are used 
primarily for holding meetings and carrying out your exempt purposes. 
There cannot be any private benefit or private inurement.  
 
In addition, there are numerous other categories of charitable property tax exemption set out in 
the South Carolina Code at §12-37-220. You should look there especially if you are involved in 
renovating or building housing for the elderly, the disabled, and low or moderate income persons 
or in the arts. 
 
To get the exemption, you have to complete Form PT-401. That form is available from the De-
partment of Revenue at either http://www.sctax.org/NR/rdonlyres/4AD44CEA-5837-4478-9044-
844305B69002/0/pt401.pdf or by calling 1-800-768-3676. Get the instructions, too. They are 
Form PT-401-I. http://www.sctax.org/NR/rdonlyres/0461AFC7-FF89-44AC-A66D-
52241B64751D/0/pt401i.pdf 
 

Get exemption for Sales Tax on Materials Purchased for Resale or Foodstuffs 
 

Charities have to pay sales tax except on a few items. 
 
You should not pay sales tax on the following items:  

• meals or foodstuffs used to feed school children at school as long as there is no profit; 
• meals or foodstuffs provided to elderly or disabled persons at home by nonprofit organi-

zations that receive only charitable contributions in addition to sale proceeds from the 
meals; 

• Food Stamp eligible food stuffs for the homeless or needy that are sold to nonprofit or-
ganizations or to a food bank for distribution to other nonprofit food stuffs that are subse-
quently sold or donated by a nonprofit organization to another nonprofit organization; 

• items sold by most charities to support the exempt program.  
 

You have to get an exemption certificate. Use Form ST-396, Exemption Certificate for Sales Tax 
for Sale of Foodstuffs to Certain Nonprofits (http://www.sctax.org/NR/rdonlyres/2D1B48C9-
1C77-41C6-9AEA-333BA213CCDE/0/st396.pdf) or ST-387, Application for Sales Tax Exemp-
tion under Code Section 12-36-2120(41), Exempt Organizations 
(http://www.sctax.org/NR/rdonlyres/78E945B1-39BE-4172-8A4A-
37379FD5DE3D/0/st387.pdf). You should have applied for property tax exemption before ap-
plying under item d. You can get either form by calling the Department of Revenue at 1-800-
768-3676.  
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WHAT WE CAN DO THAT YOU MIGHT HAVE THOUGHT WE COULDN’T   
 
Nonprofits can earn a profit. That is, a nonprofit can have more income than 
expenses. You simply can’t distribute that excess income to the folks who 
run the organization.  
 
 
 

 
Invest and Earn Interest  
 
Charities can earn interest on savings accounts and reasonably invest funds in stocks, bonds, real 
estate and other investments. Because you have a fiduciary responsibility for the funds in your 
care, your investments should be prudent. But placing funds in non-interest bearing accounts is 
simply bad stewardship.  See Investing 
 
Charge for Goods and Services  
 
Charities can charge for the goods and services they provide as part of their program. If your 
charges always fully recover your costs, the IRS will question whether there is a donative aspect 
to your work and may deny you tax exempt status. But charging reasonable fees for goods and 
services is perfectly appropriate. 
 
Engage in For-Profit Activities to Fund the Organization  
 
Your organization is a charity – not a business. As grants and contributions fail to keep up with 
expenses, more of us are looking to ways to make money to fund the organization. That’s okay – 
within limits. 
 
If it begins to look like it’s really a business because so much of your effort and income are com-
ing from activities that are not charitable, you will lose your tax exempt status. Your activities 
have to be primarily tax exempt. There is no hard and fast rule. But if unrelated business income 
is making up 20 to 25% of your income, you are pushing the limits. You may want to set up a 
for-profit subsidiary which feeds its profits to your charity. 
 
So what is unrelated business income? The short version is that it’s something that you do to 
raise money and not to advance your exempt purpose. But the law has set out five tests for unre-
lated business activity for a nonprofit: 
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• Is it a trade or business? 
• Is it regularly carried on? (This is how you avoid unrelated business tax on your annual 

fund raising dinner or ball. If you had a dinner or dance every month, you might have a 
problem.) 

• Is doing the activity substantially related to carrying out your exempt functions? 
• Is the activity one of the kinds of business that is specifically excluded (such as giving 

low-cost gifts as a membership premium or providing a convenience of your members, 
employees, clients, or officers)? or, 

• Is the income one of the kind specifically excluded: annuities, capital gains, dividends, 
interest, rent or royalties. 

  
If you have income, especially if it’s more than chump change, that is from the sale of goods or 
services, you would do well to seek advice from a tax attorney experienced in nonprofit issues or 
from an accountant with nonprofit tax experience. There is a good discussion of these issues in 
Bruce R. Hopkins, The Legal Answer Book for Nonprofit Organizations (John Wiley &Sons, 
Inc., 1996). 
 
Lobby 
 
Public charities can lobby.14 There are limits, but they are very manageable. Regardless of what 
your charity does, state and federal laws impact your work. If you are not involved in framing 
those laws, your work ends up changed in ways that may limit your effectiveness or harm your 
members, clients or community. Each of the tax exemptions discussed in the previous sections 
was lobbied through by some group.  
 
If your organization is a public charity, also known as a non-private foundation, it can lobby. A 
public charity is an institution carrying on inherently public activities. Or it is publicly supported 
- broadly funded and not just by one person or one family. Or it is an organization created to 
support a public charity. Or it tests for public safety. If your organization is a private foundation 
(and you should know if it is), it can't lobby. Private foundations are usually grant-making enti-
ties although there can be private operating foundations with their own programs. They are nor-
mally funded by one person or a family. 
 
Private foundations can fund through grants activities which include lobbying as long as they are 
not ear-marked to carry out prohibited activities, i.e. lobbying, electioneering or other non-
charitable activity. There are no restrictions on general support grants. Specific project grants can 
be used for lobbying as long as they are not ear-marked for lobbying and as long as the amount 
of all grants for that project in one year from a funder do not exceed the non-lobbying part of the 
program. Some funders will still prohibit lobbying with their funds. 
 
The Internal Revenue Code is an extremely complex document to which has been added a large 
body of court decisions and agency interpretation. We are presenting only the outlines here. Es-
pecially as you wander near the edge of acceptable practice, you would do well to examine 
closely the legal literature and/or to engage legal counsel experienced in this field. Most lawyers 
don't know hooey about nonprofit law-never mind the arcana of acceptable nonprofit practice in 

                                                           
14 Note, however, that private foundations cannot lobby. 
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the public policy arena. When we've had to help folks hire lawyers in this field, we've gone to 
some of the Washington, D.C., firms that specialize in nonprofit advocacy law. 
 
If you have a non-specialist lawyer who will be advising you on nonprofit issues, we strongly 
recommend Bruce R. Hopkins, The Law of Tax-Exempt Organizations from John Wiley & Sons, 
Inc. Hopkins', The Legal Answer Book for Nonprofit Organizations (1996) is a good resource for 
those who had the good sense to avoid law school. 
 
We also recommend that you check out the publications of the Alliance for Justice. 
https://secure.ga1.org/05/order_being_a_player. See, especially, Gail Harmon, Jessica Ladd and 
Eleanor A. Evans, Being a Player: A Guide to the IRS Lobbying Regulations for Advocacy 
Charities (1995) available for order at https://secure.ga1.org/05/order_being_a_player. 
 
We get federal grants. Can we still lobby? Yes. You just can't use your federal grant money to 
lobby. It has to come from your non-federal sources. That means, too, that you have to be sure 
that none of your overhead costs include any lobbying expenses. Check out Janne G. Gallagher's 
"Lobbying and Political Activity Restrictions for Federal Grantees and Contractors: A Compari-
son of Federal Law and Regulation" at the Let America Speak website, 
http://rtk.net.las/galrpt.htmlhttp://www.ombwatch.org/las/1995/galrpt.html. 
 
So What's Lobbying? Lobbying, for federal tax purposes but not for state ethics regulation pur-
poses, is an attempt to influence the outcome of legislation. Legislation is an "action with respect 
to Acts, bills, resolutions, or similar items by Congress, and State legislature, and local council, 
or similar governing body, or by the public in a referendum, initiative, constitutional amendment 
or similar procedure." (IRS §491(e)(2)). This includes budgets and legislative action regarding a 
judicial or executive appointment. It doesn't include non-legislative governmental actions. Thus, 
the formulation of rules and regulations by boards, agencies and commissions is not legislation. 
Nor are the actions of independent regulatory bodies legislation. But the approval of the General 
Assembly of those regulations would be. And, under South Carolina's ethics legislation, advo-
cacy on regulations is lobbying - requiring registration and reporting. 
 
Generally, you would have to be addressing a specific piece of legislation that has been intro-
duced or that you are proposing to have introduced. You have to express a view on the legisla-
tion - "We Support the Right to Arm Bears Bill." 
 
You can attempt to influence that outcome by communicating with lawmakers or their staffs, 
with other governmental officials or their staffs who participate in the formulation of the legisla-
tion or the process or with the general public or a segment of the public. 
 
If you are communicating with the general public, there has to be a “call to action.” That means 
you have to: 1) urge the general public to do something to influence legislation – “Call your rep-
resentative and tell her to vote for the Safe Streets Act;” 2) give the address, phone number or 
similar information regarding a legislator or staff member; 3) provide a petition, post card or 
similar device to contact the representative or staff member; or 4) specifically identify a legisla-
tor’s position on a bill, a recipient’s legislators or members of the committee voting on the bill. 
The latter is indirect encouragement, unlike the direct encouragement of methods one through 
three. 
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Okay. So what looks like lobbying but isn’t lobbying? There are activities which are not con-
sidered lobbying when trying to figure out if you expended money in attempting to influence leg-
islation.  
  

• Making available nonpartisan analysis, study or research. 
 
 You can present studies and research about issues related to ongoing legislative discus-

sions. But you can’t take a position on specific legislation and directly encourage the 
reader to take action through methods 1-3 immediately above. You can use indirect en-
couragement and still have it count as nonpartisan analysis, study or research. 

 
 If within six months of paying for it, you use the research in grassroots lobbying to at-

tempt to influence legislation, then you may have to count its cost and the costs of dis-
seminating it as lobbying expenditures unless there was a primary non-lobbying purpose 
for the expenditure. You can also get tagged with these as lobbying expenditures if you 
collude with other organizations for them to use your materials for lobbying purposes. 

  
 Nonpartisan really just means it is not “propaganda.” In theory, you have to present a suf-

ficiently full and fair exposition of the underlying facts to enable a member of the general 
public to form an independent conclusion. That doesn’t mean you have to do a “Some 
people say this … and some people say that” presentation. But a press release or a fact 
sheet probably won’t get it. 

 
 The study must also be distributed or available fairly widely to the general public.  
 
 That doesn’t just mean anyone who happens to find out about it can get a copy from your 

office. You can distribute it to legislators, but don’t just give it to your friends. 
  
• Providing technical advice or assistance to a governmental body or legislative committee 

in response to a written request by the body or the committee. It’s not enough that your 
legislative buddy said, “Come down and tell that to my committee.” There has to be a 
written request from the committee. And the information has to be made available to all 
members of the committee.  

 
• Self-defense lobbying. This is lobbying that is about legislation that might affect an or-

ganization’s existence, its powers and duties, its tax-exempt status or the deduction of 
contributions to it. 

 
• Communications between an organization and its bona fide members with respect to leg-

islation that is of direct interest to it and which does not include a call to action that they 
attempt to influence legislation or get members of the general public to influence legisla-
tion. 
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• Discussions of broad social, economic or similar issues. You can engage in discussions of 
the state of humankind or the condition of the universe so long as you don’t address spe-
cific pieces of legislation or directly encourage listeners or readers to take action. 

 
• Routine communications with governmental officials or employees. 

 
How much can we do? Here’s the theory. A 501(c)(3) organization is created exclusively for 
charitable, educational, religious, scientific, and so on purposes. Lobbying is none of those things 
– even if the lobbying is in furtherance of your exempt purposes. But there are too many negative 
consequences if 501(c)(3)s can’t do any lobbying. 
 
So, until 1976, the only test was: Is lobbying a substantial part of your activities? You can read 
the regulations and the case law on this all year and not be sure what it means. However, the test 
is based on how substantial a part of your activity lobbying is – not how much you spend on it. 
Thus, if you do a lot of lobbying through volunteers, you might have substantial activity without 
spending a lot of money. 
 
So in 1976 Congress created an option: the expenditure test. The expenditure test, also known as 
“the section 501(h) expenditure test,” sets up a sliding scale, based on the organization’s ex-
penses for the year for what is substantial. That sliding scale is: 
 

Exempt Function Ex-
penditures 

Permitted for Legislative Ef-
forts 

Limit for Grassroots Lobbying

Up to $500,000 20% 5.00%

Next $500,000 15% 3.75%

Next $500,000 10% 2.50%

Next $500,000 5% 1.25%

Maximum $1,000,000

 
The base is actually your “exempt function expenditures”, but that’s pretty much what you spent 
unless you have unrelated business income, hire outside fundraisers, have capital account ex-
penses or are churning dollars through an affiliate to goose this number up. If you are doing any 
of those, you better have a good accountant. Let her figure it out. 
 
Grassroots lobbying is communication with the general public or a segment of the public about 
legislation in which a view is expressed about a specific piece of legislation and a call to action is 
made. The grassroots limitation is a part of the overall limitation – not in addition to it. If you are 
involved in a ballot fight – initiative, referendum or constitutional amendment, the general public 
is the legislators. Then, communications to the general public are direct lobbying and not grass-
roots expenditures. 
  
Communications that are sent primarily (more than 50%) to your members may reflect a view on 
specific legislation. If they do not directly encourage action, then they don’t count as lobbying 
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expenditures. If they include a call to action for the members to contact legislators, staff, etc., 
then they count as direct lobbying. If they call on the members to contact their friends and 
neighbors and ask them to contact their legislators, they count as grassroots lobbying expendi-
tures. 
 
If you do paid mass media advertising within two weeks of a vote in a committee (but not a sub-
committee), state a view on the general subject of the legislation and either refer to the specific 
legislation or encourage the public to contact members about the general subject of the legisla-
tion, that gets counted as a grassroots lobbying expenditure. 
 
If you overspend these limits, you have to pay a 25% tax on the overage. If you exceed these 
limits by more than 50% a year for a four-year period, kiss your tax-exempt status good-bye. 
 
That sounds good. Where do we sign up? You have to elect the expenditure test. Churches and 
many church-related entities, some supporting organizations for non-charitable exempt organiza-
tions and private foundations are ineligible. Otherwise, you remain subject to the substantial part 
test. You do that by completing and submitting Form 5768, Election/Revocation of Election by 
an Eligible 501(c)(3) Organization to Make Expenditures to Influence Legislation. This form is 
now included with the Application for Recognition of Exemption under Section 501(c)(3) and 
available at http://www.irs.gov/pub/irs-pdf/f5768.pdf.  
 
You then have to keep track of your lobbying expenditures and complete part of the Form 990A. 
The record keeping is even more onerous for non-electing charities. 
 
Okay. So how do we really get in trouble? The place that public charities keep running afoul of 
the IRS is by engaging in electioneering. As an organization exempt under Section 501(c)(3), 
you cannot participate or intervene in political campaign activity. This is an absolute prohi-
bition and can result in your losing your tax-exempt status.  See Electioneering. 
 
This is all pretty constraining. Are there other options? If you intend to engage in a substan-
tial amount of lobbying, you can set up an affiliated action organization under Section 501(c)(4). 
This assumes that your 501(c)(3) is not already affiliated with a 501(c)(4) action organization, a 
501(c)(5) labor organization or a 501(c)(6) business league. As far as the IRS is concerned , the 
501(c)(4) organization has no limits on lobbying and can engage in electoral activities if they are 
less than half of what you do. But contributions to it are not deductible.  
 
You still run into Federal Election Campaign Act restrictions on corporate contributions for fed-
eral elections and state ethics law restrictions on contribution size and contributions by lobbyists. 
You can solve most of these by creating a PAC associated with your 501(c)(4). 
 
To make this (c)(3)-(c)(4) combo work, you have to have enough funds in the (c)(4) organization 
to pay for the lobbying and/or political activity. That’s why you usually want that to be the entity 
which people join, so that dues go to it and not the 501(c)(3). 
 
If you’re interested in a 501(c)(3)-501(c)(4) combo, get with someone experienced in setting 
them up. There are several legal and accounting issues to address. 
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I bet you need a good set of books to keep this stuff straight. Amen. This is a tricky area re-
quiring lots of cost allocations – usually based on time spent on lobbying as a proportion of all 
time – of various overheads and direct accounting for specific lobbying costs. It gets especially 
tricky allocating mixed-use costs such as newsletters. Harmon et al., Being a Player: A guide to 
the IRS Lobbying Regulations for Advocacy Charities contains a good discussion of how to do 
this as does the Alliance for Justice’s The Connection: Strategies for Creating and Operating 
501(c)(3)s, 501(c)(4)s, and PACs at https://secure.ga1.org/05/order_the_connection. 
 
Finally, do we need to register to lobby?  
 
Federal Registration: Do you spend more than $20,000 on federal lobbying, including contact 
with legislators, their staff, and higher up executive branch folks and efforts in support of such 
contacts? Here you include not just laws but also regulations and awards of grants and contracts. 
And do you employ at least one person who made at least one lobbying contact and spent at least 
20% of her time on lobbying? If the answer to either of these is “no,” you don’t have to register 
and report federal lobbying. If you are close, you might still dodge the bullet by using the “ex-
penditure test” definitions of lobbying. See, Michael B. Trister, “The Lobbying Disclosure Act 
of 1995,” Alliance for Justice.  
 
State Registration: Remember that lobbying here would include laws, regulations, executive 
orders, gubernatorial appointments, election or appointment by the general assembly to a public 
office and grant awards. If you pay someone to lobby, they and you have to register. Lobbying 
does not include speaking before legislative bodies. But you can’t speak to them in the hall af-
terwards about the bill. Someone who is not paid to lobby is not required to register unless they 
spend more than $500 in a calendar year lobbying. The organization for which they lobby has to 
register as a lobbyist’s principal. 
 
Although the law doesn’t provide for it, the South Carolina Ethics Commission has invented 
something they call the Plant Manager exception. If lobbying isn’t in your job description, you 
can lobby without registering. 
 

 Some groups register a bunch of volunteers as lobbyists as if the act of registration 
conferred legitimacy. To the average legislator, the opposite is probably true.  
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GETTING STARTED 
 

We used to start this discussion with talking about how to incorporate, register for charitable so-
licitation, draft bylaws and apply for tax-exempt status with the IRS. But that’s not how you get 
started. That’s how you take care of the paperwork to implement the planning that you’ve done 
to ensure that you have in place: 
  

• A clear vision about how you want the world to look because this organization exists. 
How will it be different than it is now? 

• A clear mission – this organization’s role in achieving that vision. 
• A strong strategy to marshal and apply resources (financial and human) to carry out this 

organization’s mission to change the world to match your vision. 
• A governance structure designed and staffed to ensure that the organization stays true to 

its vision and mission and continuously assesses and refines the strategies to carry out 
this organization’s mission to change the world to match your vision. 

• A management structure which ensures accountability to implementing those strategies 
providing proper stewardship of the resources which have been provided. 

 
Too often we start with a leader with a dream and a belief about the mission but who fails to en-
sure that others share and shape that vision. Or we are so focused “on the work” that we fail to 
build strong governance and management structures. Or we confuse strategy with mission. 
 
The first job is not filling out papers so that we can raise funds.  
 
If you wanted to open a restaurant, you wouldn’t just rent a building and put up a sign figuring 
that you’d work on the menu when the customers showed up because you know that people get 
hungry. Why do you think that you get the (c)(3) exemption letter and then figure out the who, 
what and how? 
 
What is the problem you are trying to fix? If you fixed it, what would the world look like? Your 
answers to those questions should be very concrete. Seeking justice is a dream. Seeing a world in 
which you go to a city council meeting and folks who never participated are there at the table 
framing there own future is a vision. Ending homelessness is a dream. Seeing a world in which 
poor families own their own homes is a vision. Having vision means you see that new world. 
 
What are the values that guide our work. That’s not, “we don’t lie, cheat or steal.” We’re talking 
about the values that lie at the core of our work. What values lead us to think that historically dis-
franchised people should be at the table at city hall? What values lead us to seek homeownership 
for poor people – rather than just bigger housing authority complexes?  
 
So, what are the real world conditions in which we find ourselves? What led up to our being in 
the situation that needs fixing? What has to change? How would we bring about that change? 
What’s our strategy – our long-term plan of action for moving from where we are to the world 
we want to build? 
 
What is our organizations’ role in carrying out this strategy in order to achieve that vision? In 
other words, what’s our mission? 
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Given our long-term plan – our strategy, what do we do next? What are our short term goals that 
will lead us to fulfill our long-term vision using our strategy? 
 
Too often in new organizations, the incorporator – or worse, a contractor or lawyer – just writes 
all this stuff up so that the IRS will bless the Form 1023 application. But this is group work – 
hard group work. It should involve not just the incorporator whose idea all this was but the new 
organizations’ board and other stakeholders, people who will be affected by the work of the or-
ganization. 
       
This kind of planning isn’t your strong suit? Look around for help. There are numerous profes-
sionals who can help you with these processes. The South Carolina Association of Nonprofit Or-
ganizations (SCANPO) can help. Some of them will cost you and some of them won’t. Founda-
tions will often fund this kind of organizational development work. Make this skill a focus as 
you staff your Board of Directors. 
 
Okay. We can hear you. You need to start raising money so that you can start doing all this stuff. 
To do that you need to be incorporated and have your 501(c)(3) status. Otherwise, no one will 
donate to you. There’s another alternative which gives you time to get your house in order before 
you start filling out paperwork. It’s called a fiscal sponsorship. You find an organization with 
similar purposes which already has been recognized as a Section 501(c)(3) organization and 
whom you trust. Deductible contributions go to it and are used to fund the work your organiza-
tion is doing. This is not “your” money. The contribution or grant goes to the sponsor. They have 
responsibility for what you do with those dollars. Normally, funding organizations will keep a 
portion of the contributions to cover their administrative costs. Your organization will have to 
comply with the sponsoring organization’s reporting rules and limitations on activities. Commu-
nity foundations will often serve as a fiscal sponsor. These relationships are best described in 
Gregory L. Colvin, Fiscal Sponsorship: 6 Ways to Do It Right (Study Center Press, 1993).  
 
The piece that too often gets overlooked is the governance structure: Who makes decisions? How 
are they made?  
 
We know an organization that is going to have troubles when the first words we hear from the 
person trying to start it are: “Do I have to have a Board of Directors?”  
 
South Carolina law requires you to have a Board of Directors (which you can call anything) of at 
least three people. The Internal Revenue Service is not going to approve your application for rec-
ognition of tax-exempt status without a board – preferably of unrelated people most of whom 
won’t be on staff.  
 
More importantly, the board’s job is terribly important. The board’s focus is The Big Picture. 
Who are we? Where are we going? What do we need to get there? What are our policies? Are we 
on track? Staff’s job is to carry out the policies and programs of the organization.  
 
The Board-Staff distinction tends to break down in newer and smaller organizations where board 
members may also be volunteers, active members or clients. But they are still two separate jobs 
done by some of the same people. Board members need to be clear which hat they are wearing.  
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Good organizations don’t just happen. They take a lot of work and a lot of thought. Very good 
people have been doing much of that thinking. You don’t want to run on bare, flat tires but there 
is no reason to try to reinvent the wheel. Some resources we look to are: John Carver, Boards 
That Make a Difference: A New Design for Leadership in Nonprofit Organizations (Jossey-Bass 
Publishers, 2nd Ed., 1997); Richard P. Chait, William P. Ryan and Barbara E. Taylor’s Govern-
ance as Leadership: Reframing the Work of Nonprofit Boards (BoardSource, 2005); Carol Weis-
man, ed., Secrets of Successful Boards: The Best from the Non-Profit Pros (F.E. Robbins & Sons 
Press, 1998); the website of the Minnesota Council of Nonprofits [http://www.mncn.org/] and 
the marvelous discussion forums and practice articles at http://charitychannel.com/.  
 
As governance guru John Carver notes: 
 

No single relationship is as important as that between the board and its CEO. 
Probably no single relationship is as easily misconstrued or has such dire potential 
consequences. That relationship, well conceived, can set the stage for effective 
governance and management. 

Carver, Boards That Make a Difference, p. 101 
 
Recognize that Carver’s governance model calls for a strong Chief Executive Officer (or Execu-
tive Director). But that strong executive has authority to oversee the management to carry out the 
policies established by the board. The board’s job is to establish those policies and to hold itself 
and the chief executive accountable to them. 
 
Where organizations run into trouble is where the board 1) tries to manage the organization; 2) 
fails to provide the policies grounded in vision and values which are to guide the chief executive 
so that the chief executive is setting organizational policy; or 3) fails to hold the chief executive 
accountable for managing in compliance with the policies. 
 
These bad behaviors are unfortunately natural outflows from the ways we start new organiza-
tions. If the new board is staffing the organization, it’s hard to figure out when the board is func-
tioning as a board and when it’s functioning as a staff. And when the organization hires a new 
chief executive, it’s tough for the board both to relinquish its old administrative roles and to fo-
cus exclusively on the long term, policy and accountability.  
 
Conversely, if the chief executive starts the organization, it’s hard for board members, who may 
have been recruited because of their loyalty to that chief executive, to take ownership of framing 
the vision and mission apart from the chief executive’s vision and mission, to craft policies in the 
best interest of the organization apart from the desires of the chief executive and to hold that 
chief executive accountable to those policies. We would urge you to read the post-mortem of an 
organization’s failure contained in Tom Reis and Beth Bubis, Building an Organization to Last: 
Reflections and Lessons Learned from SeaChange (W.K. Kellogg Foundation, July 2003). 
http://www.wkkf.org/Pubs/PhilVol/SeaChange1_00251_03771.pdf  
 
What this all means is that, once the organizers get past the “We ought to start an organization 
to... ,” the first step should be looking at the board – How big? Who picks them? What do we 
need on that board? 
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How big? Although there are advocates of large boards – up to 60 people, we think the best an-
swer is given by Terrie Temkin, “Adjusting Your Bylaws to Promote a Strategic Thinking Board 
(Part 2 of a 5 part series)” Nonprofit Boards and Governance Review 
(http://charitychannel.com/publish/templates/?a=272&z=0):  
 

So what is too large? A board is too large if the members cannot sit around a table 
and easily eyeball one another. Generally speaking, this means limiting board 
membership to fewer than 20, with 7-15 being more conducive to substantive in-
teractions. If you are concerned about losing your reach, use committees made up 
of people who do not sit on the board. Remember, the goal here is to use the 
board to provide strategic direction, not be all things to all people -- or, in this 
case, be all things to the organization. 

 
Who picks them? This is in part a political question. Who “owns” this organization? If yours is a 
neighborhood association or an environmental organization dependent on the activities of a large 
number of volunteers, the answer is probably the members. It gets more complicated if you will 
have chapters or a representative assembly. Are there stakeholders who have or require appoint-
ment of certain seats in return for sponsorship? Then you may have a mixed system of election. 
But if your ownership base is more diffuse, the board will probably be self-perpetuating, electing 
its own successors. The key is to have the kind of selection/election process which best helps you 
move towards the vision and mission of the organization. 
 
See the discussion of Who Ought to be on the Board?, above, for thoughts on staffing your 
board. 
 
You’ve gone through your planning processes. You have a vision and a mission. You’ve reached 
agreements on how governance will be structured. You have determined your initial strategies. 
You’ve recruited your board – the group which will be responsible for establishing policy for the 
organization. You may have identified your first chief executive. Now it’s time to start filling out 
forms. 
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WHAT A NEW SC CHARITABLE ORGANIZATION MAY NEED TO DO  
   

Action 
 
Who Should Do It Where to Get Forms 

 
Fee 

 
Incorporate 

 
Any organization apply-
ing for 501(c)(3) status 

South Carolina Secretary of 
State 
Edgar Brown Building - State 
House Complex 
P.O. Box 11350 
Columbia, SC 29211 
803-734-2170. 
http://www.scsos.com/forms.
htm#Non-Profit 

 

 
$25 

 
Charitable Solicitation 
Registration 

 
If you will solicit contri-
butions or have them 
solicited for you and you 
will raise more than 
$5,000 in contributions 
($20,000 if all raised by 
volunteers) or receive 
contributions from more 
than 10 people. (There 
are some exceptions.) 

 
South Carolina Secretary of 
State 
http://www.scsos.com/forms.
htm#Charities

 
$50 
(Renew every July 1) 

 
Apply for Employer Iden-
tification Number 
(Form SS-4) 

 
If you will have employ-
ees or will apply for 
501(c)(3) tax-exempt 
status 

 
Internal Revenue Service 
Internet at: 
http://www.irs.ustreas.gov/pu
b/irs-pdf/fss4.pdf 
By mail, call: 1-800-829-3676 
Go to local IRS office.  

 
$0 

 
Apply for Recognition of 
Exemption under Section 
501(c)(3) of the Internal 
Revenue Code 
(IRS Form 1023, Form 
8718 ) 

 
If you want your donors 
to receive a tax-deduction 
or you want to get foun-
dation and some govern-
ment grants. Churches 
are not required to go 
through this process, but 
can and probably should. 

 
Internal Revenue Service 
http://www.irs.ustreas.gov/pu
b/irs-pdf/f1023.pdf 
 
 

 
If gross receipts (the 
money you take in) 
will average less than 
$10,000 per year, 
$300 
If gross receipts (the 
money you take in) 
will average more 
than $10,000 per year, 
$900. 

 
Apply for property tax 
exemption (SC Dept. of 
Revenue Form PT-401) 

 
Many charities qualify. If 
your organization owns 
real property or cars, 
check with the Dept. of 
Revenue on your qualifi-
cation. You will want 
your IRS letter of deter-
mination first. 

 
S.C. Department of Revenue 
Internet at: 
http://tinyurl.com/2ctsfx and 
http://tinyurl.com/yusrgg 
By mail, call: 1-803-898-5300 

 
$0 
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Apply for sales tax exemp-
tion (SC Dept. Form ST-
387) 

 
Certain retail sales by 
nonprofits are exempt 
from sales tax. Some (but 
very few) items pur-
chased by nonprofits are 
also exempt – such as 
food for feeding the 
homeless. 

 
S.C. Department of Revenue 
http://tinyurl.com/yw6jry 

 
$0 

 
South Carolina will recognize your exemption from state income tax based on your federal ex-
emption. You don’t have to file a separate application. That exemption only covers income tax 
on your exempt revenues. If you have unrelated business income, you have to pay state income 
tax on that. 
 

Incorporation 
 
Why Incorporate? You don’t have to incorporate or “get chartered” in order to work on issues in 
your community. At least in theory you can even get tax-exempt status if you’re not chartered. 
 
In South Carolina, incorporating or “getting chartered” has been viewed as a badge of legiti-
macy. “These folks are real – the Secretary of State said so.” But the charter really brings no 
such blessing. The Secretary of State can’t turn you down as long as you fill out the papers right 
and pay the $25 fee. 
 
The reason to incorporate is to protect the people in the organization from being held personally 
responsible for debts that arise out of the organization’s work. If you are a member of an unin-
corporated association and that association is successfully sued, you could personally be made to 
pay the whole amount of the judgment. They could take your house. You are treated just like a 
partner in a business partnership. Everybody in the partnership is on the hook for everything the 
partnership does. 
 
To incorporate means to “make a body.” When you incorporate an organization, you create a 
new legal person. That legal person is responsible for all of its own debts. They can’t come after 
a member’s house. Be aware that there are two important exceptions to this. If the organization 
fails to make payroll tax payments, the federal government will come after board members per-
sonally. Board members can also be assessed excise taxes for engaging in or failing to prevent 
improper transfer of assets to insiders (excess benefits transfers). 
 
Within limits, the directors or trustees and employees of nonprofit corporations which are ex-
empt from taxation under Section 501(c)(3) of the federal tax code are immune from liability un-
der South Carolina law for actions they take in those roles. See §33-56-180 and 33-31-834 of the 
South Carolina Code of Laws (1976), as amended. A Section 501(c)(3) organization has its tort 
liability capped at the same limits as the state and its subdivisions in the South Carolina Tort 
Claims Act at §15-78-120.  
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If your organization faces any possibility of being sued, you should probably incorporate. If your 
organization stands any possibility of spending more money than it takes in, you should probably 
incorporate.  

 
Filing Forms with the Secretary of State 

 
Forms required by the S.C. Nonprofit Corporation Act, such as Articles of Incorporation, are 
filed with the Secretary of State at that office. Forms filed with the Secretary generally have to be 
typed or printed and they must be in English. New law in 2005 allows electronic submission of 
forms. They tell us that they will accept incorporations, but not charitable solicitation registra-
tion. Consult the Secretary of State’s website at http://www.scsos.com/. 
 
Forms have to be signed by a corporate officer. Which officer is not specified. If there are no di-
rectors yet, an incorporator may sign. 
 
Forms must be accompanied by “one exact or conformed copy.” An exact copy would be a pho-
tocopy. A conformed copy would be a copy with the existence of the signatures noted on it like – 
“S/ John D. Doe”.  
 
Although corporate seals, attestations by the Secretary, acknowledgements, verifications and 
proofs are permitted, none is required. There is no requirement for a corporate seal in South 
Carolina. (§33-31-170)  
 
With limited exceptions, you don’t have to use any particular form from the Secretary of State’s 
office. You do have to have all required information. The Secretary of State provides readily 
available PDF versions of most forms at his website. Those can be filled out online, printed and 
signed or downloaded and completed. http://www.scsos.com/forms.htm#Non-Profit. (§33-31-
121) 
 
Fees for filing various documents in the range of $2 to $25 are set out in the code at §33-31-122 
and aren’t repeated here. The most common are found at http://www.scsos.com/fees.htm#Non-
Profit. If you need a copy of a document, the Secretary can charge you one dollar for the first 
page and fifty cents for each additional page, plus two dollars for certifying the copy. (§33-31-
122) 
 
The Secretary of State has to take any document required by the SC Nonprofit Corporations Act 
you file as long as it meets the formal requirements and is accompanied by the required fee. That 
doesn’t mean that the validity of that filing can’t be challenged later. However, any South Caro-
lina court must accept a certified copy as conclusive evidence that the original is filed and is 
“prima facie evidence of the facts therein stated.” The Secretary has five days to reject a filing. If 
the Secretary refuses your properly completed document, your lawyer goes to the Richland 
County Court of Common Pleas for a summary order. 
 
Documents are effective when they are filed and time-stamped by the Secretary of State unless 
the document specifies a later effective date. If you mess up and file an incorrect document, one 
that contains an incorrect statement or one that was not properly signed, attested, sealed, verified 
or acknowledged, you can prepare and file Articles of Correction to fix it. They have the same 
effective date as the corrected document except for persons who would be harmed because they 
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relied on the incorrect document. For those persons, the effective date is the date of filing the ar-
ticles of correction. (§33-31-125 to 127)  
 
Nonprofit Incorporation in South Carolina  
 
Incorporating a nonprofit in South Carolina is very easy. The South Carolina Nonprofit Corpora-
tion Act of 1994 governs incorporation.  
 
You can get a blank form “Nonprofit Corporation Articles of Incorporation” from the Secretary 
of State’s office. You can use this form or type your own up with the same information. The Sec-
retary of State’s form is perfectly adequate (with some limitations expressed later). We usually 
type up my own articles simply because this is the founding document and the Secretary of 
State’s just isn’t pretty.  
 
This discussion follows the Secretary of State’s form. 
 

Completing the Articles of Incorporation Form 
  

1. Name of the nonprofit corporation (§33-31-401) 
  

You can use any name you want with two limitations: 
1.  It can’t suggest you do something you don’t. 
2.  It has to be distinguishable from the name of any other corporation or partnership that 

the Secretary of state has reason to know about. You can get around this limitation 
with the cooperation of the other group. Consult the law. 

 
A name does not have to include “Incorporated,” “Inc.,” “Ltd.” or similar formulation. If you 
have a really neat name that you are afraid will be snatched before you get incorporated, you 
can reserve the name for 120 days. (§33-31-402)  
  

2. The initial registered office of the corporation and the name of the registered agent. (§33-31-
501 to 503) 
 
The purpose of this office is that people know where to serve papers on you if they sue you. 
The registered agent is the person designated to accept service of those papers. Not having a 
registered agent doesn’t keep you from being sued. It only keeps you from knowing that 
you’ve been sued. Organizations which incorporated before the new law in 1994 and have 
not designated a registered agent have the Secretary of State as their agent for service. 
 
Some groups that don’t have an office will use an officer as the agent and their home as the 
address. When the registered agent or office changes, you have to notify the Secretary of 
State and pay an additional fee. (§33-51-502) 
 
It is probably better practice to have a more permanent address for service than the current 
president and her home.15 You could use your lawyer’s or accountant’s office address with 
their approval. There are also companies which, for a fee, will fulfill this function. 

                                                           
15 The address is a public record which will also attract junk mail. 

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 



 98

  
3. he type of corporation (§33-31-1706) T 

 
The corporation can be one of three types: public benefit, religious or mutual benefit. 
 
Except for religious corporations, any organization that will seek exempt status from the IRS 
under either Section 501(c)(3) [charitable, educational, scientific or religious] or Section 
501(c)(4) [social welfare] is a public benefit corporation. Mutual benefit corporations include 
fraternal organizations, country clubs, business leagues and homeowners’ associations.  
 
A church is a religious corporation. However, a day care operated by the church and open to 
the public would be a public benefit corporation. 
  

4. hether you have members or not. W 
 
You don’t have to have members. (§33-31-603) Many groups have people called members 
who would not be members for South Carolina corporation law purposes. They just pay dues. 
But that doesn’t mean you can’t call them members. 
 
Do your “members” vote for the board of Directors – other than as delegates at a convention? 
Do your “members” vote on going out of business or any similar matter that the S.C. Non-
profit Corporation Act says members must vote on? If the answer is no to both of those, you 
don’t have members for purposes of these Articles of Incorporation. Directors are not mem-
bers just because they are directors. 
 
For some groups, having members is a self-evident proposition. The members are the organi-
zation. They drive the agenda and the program. For other organizations, people called “mem-
bers” are really just donors or supporters. They don’t participate in the governance of the or-
ganization. If you can avoid having members (as defined here), your life will be much easier. 
You don’t have to hold an annual meeting. You don’t have to have the members vote on a 
number of issues. You also don’t have to make your books and records readily accessible to 
anyone who can become a member.  
  

5. he address of the principal office. (§33-31-505) T 
 
This address is the main office where you keep your books and records. Where do you do 
your business? For a lot of nonprofits, this is tough to define. For a Kiwanis or Rotary it 
might be the Denny’s where they meet on the third Thursday. The code section requires a 
street address. However, a post office box will be accepted. 
  

6. What happens to your assets if you are a public benefit or religious corporation and you go 
ut of business? o 

 
The assets of a public benefit corporation or a religious corporation are permanently dedi-
cated to a public purpose. The assets include cash, buildings, furniture, cars and so forth. The 
board members can’t just divvy them up when the group goes out of business. They have to 
go to another organization of like tax exempt status or to a local, state or federal government 
for a public purpose. 
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The Secretary of State’s form gives some perfectly acceptable language that gives the Circuit 
Court in your county the right to make the decision on where the assets go if you don’t. This 
would be good language for a Section 501(c)(3) organization. It will pass muster with the 
IRS. 
 
You can also provide your own dissolution language. If your organization is a Section 
501(c)(4) organization, for example, you should use option “b.” and write your own dissolu-
tion statement. You might want to provide for giving the assets to either a Section 501(c)(3) 
or Section 501(c)(4) organization.  
 
Sometimes organizations will stipulate the particular organization to receive the assets. If you 
do that, however, you have to specify what happens if that organization is no longer in exis-
tence or 501(c)(3) eligible when you dissolve.  
  

7. What happens to your assets if you are a mutual benefit corporation and you go out of busi-
ess? n 

 
If you are going to be applying for tax exemption under Section 501(c)(3) or Section 
501(c)(4), just leave this question alone. 
  

8 . Optional provisions. Whatever else you need to throw in. 
 

This is the place to put in anything else that doesn’t fit elsewhere.  
 

An organization exempt under Section 501(c)(3) of the Internal Revenue Code most be or-
ganized and operated exclusively for religious, charitable, scientific, literary or educational 
purposes. If your organizing documents – that’s the Articles of Incorporation – don’t include 
specific language limiting what you want to do (purposes) and what you will do, the IRS 
won’t recognize your tax-exempt status. You’ll have to amend your articles. 
 
An organization exempt under Section 501(c)(4) must be operated primarily for the promo-
tion of social welfare. Again, you need to limit your organization sufficiently in your Articles 
of Incorporation that the IRS can see that the promotion of social welfare generally – as op-
posed to only for the narrow benefit of your members of for profit – is what you will be do-
ing. 
 
Purposes of the corporation. A nonprofit corporation can only do what it was created to do. 
So you need to limit your purposes narrowly enough to make the IRS happy but not so nar-
rowly that you can’t do what you want to do later as your mission and operations grow and 
expand.  
 
The Secretary of State’s office will provide you with language that limits the purposes of the 
corporation to those appropriate to a Section 501(c)(3) organization. In addition to reproduc-
ing that language, include a fairly broad statement of what you intend to do. That statement 
of purpose should be consistent with being exempt under Section 501(c)(3).  
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If you state that you will be doing things which are not appropriate to a Section 501(c)(3) or-
ganization, you will likely be denied exempt status recognition. 
 
Limitations of activities. A Section 501(c)(3) organization must be organized and operated 
exclusively for religious, charitable, scientific, literary or educational purposes (and a few 
others). That means it can’t do anything else. Some activities – such as electioneering – are 
positively prohibited to Section 501(c)(3) groups. Your Articles of Incorporation have to 
limit your organization to doing those things that the IRS says you can do. 
 
The Secretary of State’s office will provide you with language that limits the activities of the 
corporation to those appropriate to a Section 501(c)(3) organization. 
 
If you get the 501(c)(3) attachment form from the Secretary of State, read it. 
http://www.scsos.com/forms/Non%20Profits/501c3%20Attachment.pdf. You need to cross 
part of it out or retype it. It has two different paragraphs limiting purposes (1 and 2), The 
third paragraph essentially repeats option “a.” under Question 6. 
 
Private inurement. Private inurement is a fancy way of saying that the directors, staff, etc. 
are taking for private gain assets intended to serve a public purpose. They could be getting 
paid too much, hiring their paramours with no expectation of work, renting office space to 
the organization for above-market rates or some similar activity. 
 
Although no longer required by the IRS, you could add a provision like the following: 
 
“No part of the net earnings, gains or assets of the corporation shall inure to the benefit or be 
distributable to its directors, officers, other private individuals, or organizations organized 
and operated for a profit, except that the corporation shall be authorized to pay reasonable 
compensation for services rendered and to make payments and distributions in furtherance of 
the purposes set forth herein.”  
 
Original directors. If you are going to name original directors, you would include them 
here. If you do name original directors, they will each have to sign the application. That’s 
more work. You don’t have to name original directors. See: The signatures of the original di-
rectors, below. 
 
A good rule of thumb is to keep your Articles of Incorporation as clean and simple as possi-
ble. Don’t add what you don’t have to add. However, some matters must be addressed in the 
Articles of Incorporation if you don’t want to simply default to the Act’s defaults. They in-
clude: 
 
Who selects and removes corporate officers? If the articles do not specify that the mem-
bers elect specific officers, then only the board has the power to appoint those officers. Like-
wise, unless the articles block the board from removing specific officers, then the board can 
remove any officer without or without cause.  
 
Your chief staff person, if you have staff, will be an officer. You don’t want to put yourself 
in the position that the board can’t remove that person. So be specific in any articles provi-
sion about which officers are selected by the members and which officers the board may not 
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remove. You probably do not want your board unable to remove an officer for cause. If your 
treasurer is arrested for embezzling the organization, you don’t want to wait for the annual 
membership meeting to take the checkbook from them. 
 
The articles provision should also address interim appointments by the board to vacated of-
fices. Who makes it (the board probably)? Is the appointment for the remainder of the term or 
until the next membership meeting or the next election? 
 
Limitations on indemnification of directors and officers. If directors or officers are sued 
as a result of their service for the corporation, the corporation usually covers their costs of 
defending those actions – indemnify (reimbursing) those costs or advancing those costs. 
Unless the articles limit indemnification in those circumstances, the corporation is required to 
indemnify directors who are successful in defending their actions. 
 
Delegation of Board Powers. The articles – but not the Bylaws – may delegate some or all 
of the board’s powers (and responsibilities) to manage the corporation to, for example, a 
membership assembly or convention. If you want to give a membership assembly or conven-
tion power to make meaningful decisions, you have to specify what that group can do in the 
articles. 
 
You don’t have to add any of these except the purposes clause and the limitation of activities 
clause. We might not use any of the rest. But you need to think about them and be intentional 
in including or excluding such provisions.  

  
9 . The name and address of each incorporator.  
 

You only need one incorporator. That incorporator can be just about anyone. 
  
10. The signatures of the original directors. 
 

The original directors need to sign if they are named in the articles. Don’t name them. Then, 
you don’t have to chase them down to get a signature. 

 
1 1. Signatures of the incorporators. 
 

You only need one. 
 
Just fill out the form – or type up your own version – and bring or mail two copies and $25 to 
the Secretary of State’s office. If you fill out the form correctly, the Secretary of State can’t 
reject it. Your incorporation takes effect when the Secretary of State’s office time stamps the 
filing.  
 

You will still get a certificate indicating that you organization is incorporated. That is not your 
evidence of incorporation. The date-stamped Articles of Incorporation is what you will need to 
file with the IRS when you apply for recognition of exempt status. 
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Amending the Articles of Incorporation 
 

Amendment of the articles is governed by the S.C. Nonprofit Corporation Act. If a corporation 
has members, the board is very limited in what it can amend without member approval. Nothing 
affecting the substantive rights of members can be changed without their approval. In a corpora-
tion without members, the board can change the articles by vote of a majority of sitting directors 
at a meeting whose notice included articles amendments as part of the action to be taken at the 
meeting. (§33-31-1002) 
 
If there are members, then article amendments must be adopted by the board and either 
two/thirds of the voting power or a majority of votes cast (whichever is less). The articles or by-
laws can require a greater vote requirement. The board cannot vote on matters relating to the 
number of directors, the composition of the board, the term of office of directors, or the method 
or way in which directors are elected or selected. (§33-31-1003) 
 
If there are classes of members in a public benefit corporation and the change would affect the 
voting rights of one class differently than another or create new classes, then the amendment 
must be approved by the class as well. This applies to religious corporations only if explicitly 
provided for in the articles or bylaws.  
 
Either type of amendment may require third party approval if your articles give a third party that 
power. In religious corporations, for example, the approval of the Bishop or Presiding Elder 
might be specified for some changes. 
 
You can do the amendment of articles through either Articles of Amendment (§33-31-1005) or 
Restatement of Articles (§33-31-1006). Restating the Articles means that you file a version with 
all amendments incorporated into the Articles – replacing your original Articles. If you just 
amend, then you have to keep track of the original and any amendments. Requirements for either 
are found in the Code.  
 
If the changes would not affect your exempt status or exempt purposes, attach a copy of your 
changes to your Form 990 so that the IRS is notified of those changes. If they might affect your 
exempt status or exempt purposes, send them to the IRS. 
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BYLAWS 
 
Bylaws are the rules by which you govern your organization. You can incorporate without by-
laws, but you can’t apply for Section 501(c)(3) status without bylaws. South Carolina law re-
quires a corporation to have bylaws. (§33-31-206) Adopting bylaws, electing a board and ap-
pointing officers are the first acts of the corporation.  
 

What Belongs Where? 
 

Bylaws are subsidiary to the SC Nonprofit Corporations Act, the Internal Revenue 
Code and your Articles of Incorporation. That means that just because your bylaws say you 
do something one way, if the law or your articles say something else, you have to follow a) 
the SC Nonprofit Corporations Act and the Internal Revenue Code and b) your Articles – in 
that order. 
 
If you look at most bylaws, they repeat information contained in the Articles of Incorporation. 
Recall that in the Articles you specified at least: 1) the name, 2) purposes, 3) specified disso-
lution procedures, 4) location of your principal office and 5) limited allowed activities. You 
may also have prohibited private inurement. There are many questions which you may be ac-
customed to see addressed bylaws but which can have only one answer because it is pre-
scribed in the S.C. Nonprofit Corporations Act.  
 
It’s fine if you repeat those in the bylaws. But the bylaws provisions can’t be in conflict with 
the law or the articles. Before you make any changes to the bylaws, you have to look to be 
sure that the change is allowed by state law. And you have to remember that if you change 
any of provisions which are also covered in your articles, you have to amend both the Arti-
cles of Incorporation and the bylaws. 
 
You also frequently find in bylaws provisions which are not about how you govern the or-
ganization but about policy. Policy and management issues can be placed in a Policy Manual, 
a Procedures Manual or simply left to board resolutions. Then, for example, you don’t have to 
go through a membership vote every time you need to reorganize committees or change dues.  
 
The better practice is probably not to repeat in bylaws matter required by the law or covered 
by the Articles. But that assumes that board, staff and members using the bylaws understand 
that they should look first to the S.C. Nonprofits Corporations Act, then to the Articles of In-
corporation, then the bylaws and finally to the records of board decisions.  
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One source of bylaw language is Anthony Mancuso, How to Form a Nonprofit Corporation in 
All 50 States (4th ed., Nolo Press, 1997). That book comes with fill-in-the-blanks bylaws in word 
processing files. Although we wouldn’t advise just filling in the blanks, it is a good starting place 
for drafters. There are many provisions suggested there which are already covered by the SC 
Nonprofit Corporations Act. 
 
We are frequently asked to provide “ideal” bylaws 
or told that there is a “right” way to do things in 
bylaws. There is no “right” way to do things in 
organizations; there are no ideal bylaws. The 
“right” bylaws for an organization are those which 
after much thought and careful planning best reflect the needs of that organization to enable it 
carry out its exempt purposes in its cultural, economic and political climate. 

 “Laws should be like clothes. They should be 
made to fit the people they serve.”  

Clarence Darrow

 
We would also caution that organizations should not become Permanent Bylaws Revision Com-
mittees. The point of bylaws is to give you governance rules so that you can get down to the 
business of working towards your vision and mission. We have seen too many organizations so 
bogged down in writing or revising bylaws that they never accomplished anything. 
 
What follows is not a prescription but an outline of issues to think about in drafting bylaws to-
gether with guidance on what is allowed or prohibited by the SC Nonprofit Corporations Act. 
 

Offices  
 
You specified your registered office, where legal papers can be served on you, and your principal 
office, where you keep your books and records, when you incorporated. Legal papers can be 
served on either your Registered Agent or at your principal office. (§33-31-504) Although you 
need to keep the Secretary of State apprised of the location of these offices, there is no require-
ment to discuss them in the bylaws. (§33-31-505; §33-31-502). 

Note that if you are incorporated in South Carolina, you principal office will be in South Caro-
lina. 

Where the Principal Office (or other offices) is located is a management issue best left to the 
board and not to the bylaws. Note the discussion of The address of the principal office under the 
bove section on a Amending the Articles of Incorporation. 

 
Nonprofit Purposes   

Frequently bylaws will repeat both the limitation of purposes and the purposes statement from 
the Articles of Incorporation. 

If you expand upon the usually one sentence version of your purposes in your articles in the by-
laws, ensure that they are consistent with the articles and with the requirements of a Section 
501(c)(3) or Section 501(c)(4) organization. 
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Conflict of Interest/Private Inurement  
 
These issues are probably best handled in a board adopted policies around ethics and conflicts of 
interest rather than in the bylaws.  See The Board Ensures Ethical Behavior. 
 
Loans to Directors and Officers 
For public benefit and religious corporations, loans and loan guarantees (direct or indirect) are 
prohibited in South Carolina. (§33-31-832) This would not include travel advances for corporate 
purposes or petty cash advances.  
 

Members  
 
You don’t have to have members and most nonprofits probably don’t. (§33-31-603) The non-
profit corporation may have people it calls members who aren’t members for purposes of the 
Act. To make your head hurt even worse, they might be members to the IRS or the Federal Elec-
tions Commission. Under the S.C. Nonprofit Corporation Act, a member is someone who has the 
right, under the articles or the bylaws, to vote for directors or to vote on anything else that the 
Act says members vote on. A member must have some kind of power to be a member. 
 
Members don’t have to be live human beings. They can be corporations.  
 
How People Become Members 
Either the Articles of Incorporation or the bylaws can set criteria for people becoming members. 
No one can become a member without their agreeing to it. If you sign up members on a form, 
that form should have an explicit statement to the effect: “I want to become a member.”  
 
Dues 

Enforcing Member Rights Dues or other consideration are not 
required although you can charge 
dues. (§33-31-602) Although it is 
common to specify the amount of dues 
in the bylaws, there is no requirement 
for that. A corporation can sue a mem-
ber for failure to pay dues or assess-
ments. (§33-31-612) 

One or more members can sue the corpora-
tion in state or federal court to force it to comply 
with the law. The member represents all members in 
enforcing the corporation’s rights.  

 
Absent a restriction in the Articles of Incorporation or the bylaws, the board has the power to es-
tablish a dues structure and to set it. That is probably better practice than requiring a bylaws or 
articles amendment to change the dues. Members in public benefit corporations can always either 
quit or kick the board out if they set excessive dues. In setting dues, the board is constrained by 
its duties of good faith, care and loyalty. 
 
Only Members Can Vote On ...  
There are certain matters on which the membership must vote. The bylaws cannot deprive mem-
bers of these powers. For a public benefit corporation (including Section 501(c)(3) and Section 
01(c)(4) corporations), those are: 5 

• A bylaws amendment changing the vote requirement for a member action (§33-31-723); 
• Removal of director elected by members (§33-31-808) 
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• Changes in Articles of Incorporation relating to the number of directors, composition of 
the board, the term of office of directors or the method of electing or selecting directors 
(§33-31-1003); 

• Amendment of bylaws changing the dues unless otherwise provided in the Articles of In-
corporation (§33-31-1021(d)); 

• A plan of merger (§33-31-1103); 
• Disposition of almost all of the corporation’s assets (§33-31-1202); and 
• Dissolution – going out of business (§33-31-1402). 

 
Members May Vote On ...  
In addition to the matters on which members must vote, there are matters which can be left to the 
board or given to members. The articles or bylaws should specify who holds these powers. The 
optional member powers are: 

• Election of directors (§33-31-804) and 
• Amendment or repeal of bylaws (§33-31-1021). 

 
Classes of Members 
All members have the same rights and obligations regarding voting, dissolution, redemption and 
transfer – unless they don’t. The articles or bylaws can create different classes of membership.  
 
Redemption and transfer rights don’t apply to public benefit corporations. (§33-31-610) That 
means you can’t buy, sell or trade a membership in a public charity. 
 
As the Reporters Comments to the Model Nonprofit Corporation Act Note: “The differences 
may relate to dues, assessments, transfers of memberships in mutual benefit corporations, use of 
facilities, termination or suspension of members, voting, distributions on dissolution of mutual 
benefit corporations and other factors. Distinctions can be made between individual, corporate 
and other entities that are members of the corporation. These distinctions between members can 
be based on size, net worth, number of employees, activity and other factors. These distinctions 
do not necessarily result in classes having the right to vote separately on matters requiring a 
member vote.” 
 
You can establish distinctions among members which don’t create new classes. For example, 
those members paying dues at the $25 level may get one set of benefits while those paying dues 
at $50 may get additional benefits. Both have the same power within the corporation. 
 
Member Resignation 
Members can resign at any time. However, resignation does not relieve you of any outstanding 
obligations or commitments. (§33-31-620) 
 
Expelling or Suspending of Members 
Frequently we have members we’d like to shoot. You don’t have to shoot them to get rid of 
them. You can suspend them or kick them out. However, your articles or bylaws need to specify 
a “fair and reasonable process.” (§33-31-621) 
 
The law sees a process as “fair and reasonable” if the Articles of Incorporation or bylaws require 
written notice by first class or certified mail fifteen days before the proposed action of the action 
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and the reasons for it. Then the member has to have an opportunity to be heard (orally or in writ-
ing) no later than five days before the effective date.  
 
You could also use a process that was “fair and reasonable taking into consideration all of the 
relevant facts and circumstances.” You’re probably better off using the procedural due process of 
the previous paragraph. 
 
Expelling or suspending members should not be undertaken lightly. Your bylaws would do well 
to establish standards such as that the member “failed to abide by a provision of these Bylaws” 
or that “the member has engaged in conduct materially or seriously prejudicial to the interests or 
purposes of this corporation.” You might want to require a super-majority vote like two-thirds of 
the board. This power to expel or suspend can be placed with the board or left to a membership 
meeting.  

If you don’t hold your annual meeting, a required regular meeting or a properly re-
quested special meeting, a member or anyone entitled to attend the meeting can go to court 
to force the corporation to hold the meeting. The Attorney General can also go to court to 
force a public benefit corporation to hold a meeting.  
 
If the court sets the meeting, it can award lawyers fees and costs to the folks seeking the 
meeting. The court can also set special quorum of voting rules for the meetings so that oppo-

 
Buying Back Memberships  
There is no power in a public benefit corporation to redeem or buy back a membership.  
 
Delegates 
A corporation’s Articles of Incorporation or bylaws can set rules for operation through a delegate 
system. (§33-31-640) 
  

Membership Meetings and Action without Meetings 
 
 

Annual Meeting 
If you have members, you have to have an Annual Meeting at a time stated in the bylaws or fixed 
in accordance with a bylaws provision. The bylaws can give the board broad powers to set the 
time and place of the meeting. If the bylaws don’t specify a place or give the board authority to 
set the place, the annual meeting must be held at your principal office. Meetings can be held out-
side South Carolina. 
 
Although the bylaws can give the members authority to take actions at the annual meeting, such 
as elect directors, amend bylaws or adopt resolutions, the annual meeting is really more like a 
town meeting to discuss the state of the organization. The only required actions are reports by the 
president and treasurer on “the activities and finances of the corporation.”  
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How Much Power to Give the Annual Meeting? 

 

Unless most of the members attend the Annual Meeting, you may be asking for trou-
ble by allowing too much real stuff to happen there. We have seen more than one organization 
hijacked by a small minority at an Annual Meeting. 
 
If there are actions requiring membership votes, those can usually be handled by mail, e-mail 
or web vote. 
 
Removal without cause of a director elected by the membership can only be accomplished at 
a membership meeting.  

As a general rules, your meeting notice does not have to describe the subject matter of the meet-
ing. (§33-31-701) The exception would be if you were going to do something like dissolve the 
corporation or remove a director elected by the membership. Those require member notice. 
 
Regular Membership Meetings 
Regular membership meetings are meetings for which you have a pre-set schedule and place. 
That can be in a bylaw or set according to a process outlined in the bylaws. The final regular 
meeting each year could set the schedule for the next year. The requirements for a regular mem-
bership meeting are substantially the same as for an Annual Meeting, except that you don’t have 
the required president’s and treasurer’s reports. (§33-31-701) 
 
Special Meetings 
Special membership meetings often mean that an organization is in crisis and a substantial pro-
portion of members are upset. This frequently means organizational conflict issues arise over 
who can call the meeting and who can vote. 
 
A special membership meeting can be called by: 1) the Board of Directors; 2) a person or per-
sons authorized to do so by the bylaws (such as the chief staff person, the Board Chair, or a 
member); or by five percent (5 %) of more of the voting power of the corporation. A religious 
corporation can’t provide that the members can’t force a meeting. “If no place is stated or fixed 
in accordance with the bylaws, special meetings must be held at the corporation's principal of-
fice.” (§33-31-702(d)) 
 
To figure out the voting power upon which the 5 % is based, you look to the membership at the 
close of business thirty (30) days prior to the day on which the demand for the meeting was 
given to any corporate officer. You can’t load up the membership and then drop your demand for 
a meeting unless you’ve been upset and organizing for more than 30 days. 
 
The corporation has thirty days to give notice of the special membership meeting. The meeting 
doesn’t have to be held for another thirty days.  
 
If the board doesn’t set the meeting date and place within thirty days, then the folks demanding 
the meeting can set the time and place. However, they will have to give full notice to the mem-
bership. The folks wanting the meeting can also ask a court to force the meeting.  
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A special meeting can only consider those matters which the meeting notice says will be consid-
ered. Any member entitled to call a member meeting may add a subject matter to be considered 
by giving notice in writing to the president or secretary more than ten (10) days before the meet-
ing.  
 
Notice for Member Meetings 
Any method of giving notice of a membership meeting can be provided in the bylaws as long as 
it’s “fair and reasonable when all the circumstances are considered”.  
 
A member can agree that they don’t have to have notice by giving a waiver of notice in writing. 
That has to be kept in the minutes or corporate records. (§33-31-706) 
 
A notice sent by first class or registered mail at least ten (10) days before the meeting is always 
“fair and reasonable”. Notice should not be sent out more than sixty (60) days ahead of a meet-
ing. (§33-31-705)  
 
If a member shows up at a meeting, they had sufficient notice and can’t later complain to a court 
about lack of notice. If a subject comes up that wasn’t included in the meeting notice, a member 
who is present must make their objection on the record or they have waived their notice objec-
tion. (§33-31-706) 
 
You can specify different notice methods in your bylaws for most matters. First class mail for 
special meetings may simply not be how you get word out in your organization. If you use bulk 
mail, you should give thirty (30) days notice. E-mail notices (assuming you know that everyone 
has e-mail) would probably normally work. As the Official Comments note: “Posting notice of a 
meeting on a bulletin board, an oral announcement at a meeting of members or some other 
means of providing notice may be sufficient.” 
 
However, certain matters require first class or registered mail notice. Those include board mem-
ber conflicts of interest, indemnification, changes to bylaws affecting directors’ elections or 
terms, sale of assets, merger or dissolution. (§33-31-705(c)(2)). 
 
If an adjourned meeting is continued at a later time and place, unless your bylaws say otherwise 
you can simply announce the time and place of the continued meeting at the original meeting. 
 
Quorum 
A meeting cannot take action without a quorum present. The Code recognizes that it is tough to 
get a quorum at a membership meeting. Therefore, the default quorum is ten percent (10 %) of 
the voting power. (§33-31-722) 
 
Your articles or bylaws can set it higher or lower. You don’t want to set it so high that you can 
never meet. You likewise don’t want to set it so low that a tiny minority could kidnap the organi-
zation. One approach is to set the quorum at the number you would expect to show up absent bad 
weather or unfavorable conditions. Then you only have a quorum problem when people who 
would ordinarily be there can’t show up. 
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Be aware that if you don’t include a quorum provision and incorporate Roberts Rules of Order, 
Newly Revised, to cover situations not addressed in the articles or the bylaws, then your quorum 
for a members meeting will be fifty percent of the members. That is usually much higher than 
membership organizations can function under. 
 
If you change your quorum bylaw, the vote to change it must meet the higher of the old quorum 
or the new quorum requirement. The board cannot adopt, amend or repeal a bylaw that sets a 
higher quorum than ten percent (10 %). The members have to do that. (§33-31-1023) 
 
Voting Requirements – What Wins? 
The majority of the voting power present and voting wins – unless the Act, your articles or the 
bylaws specify another number. Those votes must also be a majority of the required quorum. If a 
bunch of folks abstain, you may still have a quorum to act but the measure can’t pass unless a 
number equal to quorum plus one votes for it.  
 
Your articles or bylaws can create classes of members, each of which must approve a measure. 
You can also provide for methods like consensus voting or super-majority (greater than 50 % +1) 
requirements. 
 
A vote to change the voting requirements in your articles or bylaws must be adopted under the 
same classes and voting requirements which are currently in effect – unless the new requirements 
are higher. If the new requirements are higher, you have to meet them. 
 
The board can’t change the voting requirements for members – only the members can. 
 
Proxies 
A proxy gives someone else the authority to cast your vote for you when you are not there. A 
member may give her proxy to vote to another person unless your articles or bylaws prohibit it. 
The proxy must be in writing. The member can revoke the proxy in writing, give the proxy to 
another person or simply show up and vote. A proxy is only good for eleven months. If a mem-
ber dies or is incapacitated, a voted cast by proxy is valid unless the vote teller is notified before 
the vote is counted. (§33-31-724) 
 
Record Date 
Who is a member and who has to get notice is a moving target in most public benefit organiza-
tions. Your bylaws should specify a “record date” – a cut-off date – for when you count the 
number of members required for notice or quorum and determine which members have to get 
notice and are entitled to vote. If the bylaws don’t specify either a record date or a method for 
setting the record date, the board can set one. (§33-31-707) 
 
If a record date is not set by the board, in the bylaws or articles, or in accordance with a process 
set out in the articles or bylaws, the following apply: 

• Notice of a members’ meeting – Close of business on the last business day before the 
meeting; 

• Members entitled to vote at a meeting – Members on the day of the meeting; 
• Members entitled to exercise any rights in respect to any other lawful action – The later 

of the close of business on the day the resolution is adopted by the board or the sixtieth 
(60th) day before the action.  
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None of these dates can be more than seventy (70) days before the meeting or action.  
 
An adjourned meeting has the same record date as the original meeting unless the meeting is ad-
journed to more than 120 days from the original meeting. 
 
Voting by Mail  
Members can vote by written or electronic ballots on any matter which members can vote on at 
an Annual Meeting, regular meeting or special meeting – unless your articles or bylaws prohibit 
it. (§33-31-708) The number of votes cast has to be at least as large as the number that would 
satisfy a quorum requirement at a members’ meeting. The number of votes to approve any ques-
tion has to at least equal the number needed at the meeting if the same number of votes were 
cast. 
 
The ballot has to go to everyone entitled to vote and lay out each proposed action with a place to 
vote for or against the action. You have to tell voters the number of ballots needed to meet the 
quorum, the percentage of votes needed to approve any action other than the election of directors 
and the time by which ballots have to be returned. 
 
E-mail or web ballots are acceptable under 2006 amendments. Although not required by the new 
law, you would do well to require reasonable security to ensure that the person voting is the one 
purporting to vote and that there is an audit trail, that is that you can save and print records of the 
vote. You should seriously consider the issue before requiring anyone to vote electronically. 
 
Unless your articles or bylaws prohibit it, members can take action by written consents on those 
matters which the members can or must vote on at a meeting. Those consents must be in writing 
and signed. The consent must describe the action being agreed to. Consents are delivered to the 
corporation and kept in the minutes. (§33-31-704) 
 
This is different than deciding by a written ballot, because eighty percent (80 %) of the voting 
power must agree to the action. The “record date” for written consents is the date the first con-
sent is signed. Action by membership consents has the same effect as a vote at a membership 

Electronic Voting 
 

Can you vote by e-mail or by an electronic ballot on a web site? That is a little unclear. The 
general consensus is that the Nonprofit Corporation Act can be read with the South Carolina’s 
Uniform Electronic Transaction Act (§ 26-6-10) to say that whenever the Nonprofit Corpora-
tion Act says “written” that includes electronic communications so long as both parties agree 
to use electronic communications and the communication can be stored and printed. You 
should also have security procedures in place to ensure that votes are coming from whom 
they purport to be coming.  
 
That would not mean that a Board can meet by e-mail, ICQ chat or Instant Messaging. 
Board members still all have to be able to hear one another – whether by all being in the same 
place, telephone conference or electronic conference – for it to be a lawful meeting. Of 
course, a lot of pre-meeting correspondence and discussion can be carried on by e-mail, ICQ 
chat or Instant Messaging and meeting notices could go out by e-mail.  

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 



 112

meeting and can be described as such. You have to notify in writing anyone who did not consent 
of the action taken. Unless you prohibited written ballots in your articles or bylaws, we can’t 
imagine why you would ever do this. 
 

Directors  
 
You have to have a board of directors responsible for directing the management of the corpora-
tion and overseeing the exercise of corporate powers. Its members may be called directors, trus-
tees, regents, overseers or some such name. (§33-31-801(a) and (b))  
 
The articles – but not the bylaws – may delegate some or all of the board’s powers (and respon-
sibilities) to manage the corporation to, for example, a membership assembly or convention. 
(§33-31-801(c).) Board delegation of powers to officers, employees or committees does not re-
lieve the board of its overall management responsibilities. 
 
You should probably have a bylaw that names the board of directors, e.g. “Board of Directors” 
or “Board of Trustees,” as the body having authority to exercise the powers of the corporation 
and direct the management of its affairs. 
 
Number of Directors 
You must have at least three directors. (§33-31-803) There is no limit and you can change the 
number by bylaws amendment. The number of directors is a tricky question. But, it is a planning 
question: What does the board need to do and how many people do we need to do that? 

If the board gets too big, it becomes difficult to do its work as a unit. Often what happens is that 
an Executive Committee becomes the de facto board. In that circumstance, you are probably bet-
ter off redrafting the Executive Committee as the board. All those other folks can be on advisory 
boards, task forces or committees. 

If the board is too small, you may have difficulty convincing the community that it is involved in 
the organization or that the organization is accountable.  
 
Director Qualifications 
South Carolina only requires that directors be natural (living, breathing) persons and not corpora-
tions or organizations. (§33-31-802) After that, you can set any qualifications you want – as long 
as they don’t violate public policy or another law. For example, you might have concerns about 
ensuring that constituent groups be represented. Some organizations have a minimum age. Oth-
ers prohibit family members of staff from serving on the board. A membership organization 
might require that dues be paid up or directors have been members for a certain number of years. 
You can’t change your qualifications mid-term just to get rid of a director. 

We have seen occupational qualifications, e.g. one lawyer and one accountant. For a whole vari-
ety of reasons, you don’t want either your lawyer or your accountant on the board. So you 
shouldn’t create those positions as a way to get free legal or accounting services. 

Most of the issues related to qualifications are best left to board recruitment and development 
processes rather than governance documents. See a guide like Hildy Gottlieb, Board Recruitment 

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 



 113

& Orientation: A Common Sense Guide and Approach at 
http://www.help4nonprofits.com/BoardRecruitingBook.htm. 

South Carolina does not limit the number or proportion of paid staff that can be on the board. 
However, be aware that the IRS is increasingly adopting as a de facto standard “the California 
rule” that a majority of board members must not be staff or “interested parties” (like family 
members of staff). Moreover, although the federal Sarbanes-Oxley Act requiring greater ac-
countability for for-profit boards does not for the most part directly apply to nonprofits, many 
observers believe that its provisions requiring greater board independence (of paid staff) will also 
be viewed as minimum requirements for nonprofits. 

Many nonprofits adopt the corporate model in which the chief executive officer sits on the board. 
And many do not allow any paid staff on board. Do not assume that the answer for all the other 
boards that you’ve seen is the correct answer for this organization. Do a serious exploration of 
this question for this organization, looking at both pros and cons. 

Stipends for board work may also be especially appropriate with otherwise volunteer board 
members who are also low-income constituents. Just be sure that the stipends are reasonable 
compensation for services rendered in the light of the circumstances. Also make sure that they 
are identified as compensation and appropriate taxes are withheld and W-2s sent. 

Elections/Selection 
Your bylaws need to specify how board 
members are selected. The S.C. Nonprofit 
Corporation Act does not specify how 
board members are elected, selected or ap-
pointed. There are a variety of methods 
which are controlled by the Articles of In-
corporation or the bylaws. These methods 
are not exclusive and can be mixed and 
matched. 

Ex Officio Does Not Mean “Nonvoting” 
 
Ex Officio members are persons designated, 
usually in the articles, to serve on the board by 
virtue of their office or position. Ex officio 
members are full board members with all the 
authority and responsibility of other members 
unless the articles explicitly limit that power. 
 

 
Self-Perpetuating Board 
The most common method of selection is appointment by the board itself. The board is self-
perpetuating in that it identifies and selects its own members. 
 
Appointment or designation 
Frequently board members are appointed by some outside person or entity. That entity may have 
had a role in founding or funding the organization. In return, the articles or the bylaws reserve 
one or more appointments to that entity. This is especially true where there is a relationship to a 
church or governmental entity. Coalitions also have appointed board members. The member or-
ganizations designate representatives. 
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Election 
Board members can be elected by delegates to an assembly or convention. This often happens in 
large organizations with chapters. Board members can also be elected by the members. (§33-31-
725 to 726) 
 
The Act explicitly authorizes: 
 

• Straight voting 
 Each member casts their vote(s) for one candidate per available slot. Any votes not cast 

are lost. If your bylaws require a majority to win, a run-off is held after if no one receives 
a majority. The lowest ranking candidate(s) is eliminated or only the top two remain in 
the run-off. 

 
• Cumulative voting (except by the directors) 
 This applies to elections with one or more seats being elected by the same ballot. Each 

member can vote for up to the number of available open positions. The member’s vote is 
then equally divided among those voted for. Let’s say a voter has 5 votes for 5 slots. 
They vote for two candidates. Each gets 2 ½ votes. 

 
 Directors elected by cumulative voting cannot be removed by the majority without cause 

except through a kind of reverse cumulative voting. (§33-31-725(c)) 
 
• Preference voting (Sometimes called Instant Run-off Elections) 
 Each voter ranks candidates by preference. A majority is required for election. If no one 

has a majority, then the lowest candidate is eliminated. If that was your first preferred 
candidate, your vote is transferred to your number two candidate. If no candidate has a 
majority then, the process continues until one candidate has a majority.  

 
• Chapters or Other Organizational Unit 
 
• Region or Other Geographic Unit. 

 
If you don’t like any of those, then “any reasonable method” is authorized. 
 
Your choice of election method has large implications for who has control over the organization. 
Preference voting, for example, ensures that you will not have persons with minority views 
elected because more mainstream candidates split the vote. But it also means that you don’t feel 
forced to not vote for your favored candidate to avoid ensuring the election of a candidate you 
really don’t like. Cumulative voting ensures that minority viewpoints have representation on the 
board in proportion to their presence in the membership. You need to be intentional about these 
bylaws decisions.  
 
Powers of the Board 
The board of directors has authority to exercise all of the powers of the corporation. The corpora-
tion has all the powers it needs to “do all things necessary or convenient, not inconsistent with 
law, to further the activities and affairs of the corporation.” (§33-31-302 and 305, emphasis 
added).  
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This was a new development of the law in 1994 and turns on its head the previous presumption 
that corporations were limited to what they were explicitly authorized to do. The 1994 law essen-
tially eliminates ultra vires (beyond the powers) actions by third parties challenging a corpora-
tion’s authority to do something although there may still be challenges to organizations acting 
beyond their exempt purposes. (§33-31-304)  
 
Under some circumstances, a member, director or the Attorney General can still sue to enjoin an 
act or to sue for damages. See the “Reporters Comments” to the SC Nonprofit Corporations Act. 
Listing powers is more likely to cause you accidentally to limit the board rather than to empower 
it as you intended. Any discussion of powers should be about explicitly limiting powers and 
should be in the Articles of Incorporation. 

The SC Nonprofit Corporations Act gives the board even more expansive powers in the event of 
a catastrophe when a quorum cannot be convened. (§33-31-303) In such an event, the board 
members who can get there can: 1) modify lines of succession to accommodate incapacity of any 
director, officer, employee or agent; 2) relocate the principal office; and 3) meet and act after 
giving notice to members they can practicably give notice to and include non-director officers in 
meeting a quorum.  
 
Duties of a Director 
The board of director’s job is to govern the corporation. That is, they have the responsibility to 
ensure that there are adequate resources (money, volunteers, staff, equipment, etc.) and sound 
olicies to carry out the corporate purposes with good stewardship. p 

A major problem in many staffed organizations is the board – staff relationship. See, for exam-
ple, the discussion of “Role and Responsibilities of the Nonprofit Board” on the Minnesota 
Council of Nonprofits web site.. The board has the inherent authority to hire, compensate and 
fire staff. However, many bylaws limit that board authority to the Chief Executive Officer or Ex-
ecutive Director, delegating all other personnel decisions – within board budgetary and pro-
grammatic directions – to the chief staff person. You want to be sure that the board is looking 
forward to vision, mission, policy, and strategy. A board which is approving invitation design is 
not paying attention to its core duties. 

Bylaws provisions setting out duties usually are fairly sparse and, frankly, pointless. You don’t 
really need, for example, to say that it’s the board’s duty to perform the duties assigned by the 
articles, the bylaws or the law. Nor do you need to say that they can hire staff.  

Obviously, if yours is a small, unstaffed organization, the board’s duties may be very different. 
But you should be careful that the bylaws do not lock you into an unstaffed mode of operation 
with excessive specificity on responsibilities. 
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“Section 33-31-302. General powers. 
 
Unless its articles of incorporation provide otherwise, every corporation has perpetual dura-
tion and succession in its corporate name and has the same powers as an individual to do all 
things necessary or convenient to carry out its affairs including, without limitation, power: 

(1) to sue and be sued, complain, and defend in its corporate name; 
(2) to have a corporate seal, which may be altered at will, and to use it, or a facsimile of it, 

by impressing or affixing or in any other manner reproducing it; 
(3) to make and amend bylaws not inconsistent with its articles of incorporation or with 

the laws of this State for regulating and managing the affairs of the corporation; 
(4) to purchase, receive, lease, or otherwise acquire, and own, hold, improve, use, and 

otherwise deal with, real or personal property or any legal or equitable interest in 
property, wherever located; 

(5) to sell, convey, mortgage, pledge, lease, exchange, and otherwise dispose of all or any 
part of its property; 

(6) to purchase, receive, subscribe for, or otherwise acquire, own, hold, vote, use, sell, 
mortgage, lend, pledge, or otherwise dispose of, and deal in and with, shares or other 
interest in or obligations of any entity; 

(7) to make contracts and guaranties, incur liabilities, borrow money, issue notes, bonds, 
and other obligations, and secure any of its obligations by mortgage or pledge of any 
of its property, franchises, or income; 

(8) to lend money, invest and reinvest its funds, and receive and hold real and personal 
property as security for repayment, except as limited by Section 33-31-832; 

(9) to be a promoter, partner, member, associate, or manager of any partnership, joint ven-
ture, trust, or other entity; 

(10) to conduct its activities, locate offices, and exercise the powers granted by this chap-
ter within or without this State; 

(11) to elect or appoint directors, officers, employees, and agents of the corporation, de-
fine their duties, and fix their compensation; 

(12) to pay pensions and establish pension plans, pension trusts, and other benefit and in-
centive plans for any or all of its current or former directors, officers, employees, and 
agents; 

(13) to make donations not inconsistent with law for the public welfare or for charitable, 
religious, scientific, or educational purposes and for other purposes that further the 
corporate interest; 

(14) to accept gifts, devises, and bequests subject to any conditions or limitations, con-
tained in the gift, devise, or bequest so long as the conditions or limitations are not 
contrary to this chapter or the purposes for which the corporation is organized; 

(15) to impose dues, assessments, and admission and transfer fees upon its members; 
(16) to establish conditions for admission of members, admit members, and issue mem-

berships; 
(17) to carry on a business; 
(18) to do all things necessary or convenient, not inconsistent with law, to further the ac-

tivities and affairs of the corporation.” 
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Term of Office 
Board members may not be elected/appointed to a term in excess of five years. If you don’t spec-
ify a term in your bylaws, then the term is one year. You can be reelected or reappointed without 
limit on the number of times unless your bylaws or articles set a limit on the number of terms.  
 
Directors continue to serve until their successor is elected, appointed or designated and qualified. 
You can’t change the rules on number of directors or terms of office to eliminate a director. That 
person serves until the term for which they were elected or appointed is up. Unless your articles 
or bylaws say otherwise, a director filling an unexpired term fills out the term unless they are fill-
ing a seat elected by the membership. Then, they serve until the next election. Here you have a 
choice. (§33-31-805) 

Terms of office can be staggered and directors can be put in different classes with different 
lengths of service. (§33-31-806) 
 
The challenge with establishing a term of office and considering possible term limits is balancing 
the competing needs for both stability and turnover (“new blood”). One year terms are rather 
short and five year terms are rather long. As with all issues related to the bylaws, the question for 
you in drafting your bylaws is: “What is appropriate to the needs of this organization?” 

Many organizations have term limits. They eliminate the need to look a no longer effective board 
member in the eye and ask him to leave. At the same time, they mean that you are forcing still 
productive board members to leave the board. Some consultants also express concern that if you 
term limit the board, you transfer substantial power to staff who are not term-limited and will 
have an imbalance of institutional knowledge and power. 
 
Paying Board Members 
Directors in South Carolina can be paid for board service at a level set by the board. (§33-31-
812) Normally, nonprofit boards of public charities do not pay their directors except those who 
are otherwise compensated as employees. If you do compensate directors for board service, the 
IRS will look closely at the amount of compensation in light of the time and effort required in 
board service, the responsibilities of the board member, the ability of the corporation to pay and 
other relevant factors. 
 
You are safest if you do not compensate directors for board service. That does not mean that you 
can’t pay mileage or travel expenses, pay for reasonable lodging and meals, or reimburse out of 
pocket expenses that are directly attributable to board duties.  
 
The Internal Revenue Service is increasingly looking at board compensation under the private 
inurement and excess benefits doctrines.  
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Board Meetings  
 
Regular and Special Meetings 
The board makes its decisions in meetings. There are 
two kinds of meeting “Regular” and “Special”. A regu-
lar meeting is one that takes place at a date, time and 
place specified in the bylaws or by the board. (§33-31-
820) The board could, for example, adopt a schedule at 
the beginning of each year or establish by resolution 
that the board will meet at a designated place, date and 
time: “seven p.m. on the third Thursday of each month 
at the principal office.” A special meeting is any meet-
ng which is not a regular meeting.  i 

 
You don’t have to have any regular meetings. They can 
all be special meetings. The biggest difference between 
the two kinds of meetings is that, unless you require it 
in the bylaws, you don’t have to send out notices of 
regular board meetings except as noted at Notice of 
Board Meetings below. Everybody already has notice 
of when and where the meetings are. (§33-31-822(a)) 
 
Unless your bylaws or articles make other provisions, the presiding officer of the board, the 
president (usually your executive director of chief executive officer), or at least twenty percent of 
the board can call and give notice of a special meeting. (§33-31-322(d)) 
  
Notice of Board Meetings   
 
Your bylaws can specify any notice period for a special meeting. If you don’t specify a notice 
period for special meetings, then you have send to board members two days notice of the time, 
date and place. You don’t have to specify the purpose of the meetings. Some organizations have 
a longer notice time. You don’t want it too long. You might need to move quickly on something. 
(§33-31-822 (b)) Some membership organizations require notice to members of board meetings. 
This can be done by posting a notice in the office or on a web site. 
 
Seven days notice in writing is required for regular meetings if you have no members and the 
board is going to: 1) remove a board member or 2) do something that only the members can do 
in a membership organization.  
 
Written notice is effective when received (especially if sent registered or certified mail, return 
receipt requested), five days after mailing if sent first class or fifteen days after mailing other-
wise. You can use services like FedEx, rather than the Postal Service.  
 
Unless required otherwise, notice can be in writing or oral. You can use any practical form of 
communication, including fax, e-mail, radio or television so long as it is reasonable in the cir-
cumstances, effective and communicated comprehensively. (§33-31-141) 
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Don’t Be a Bump on a Log 
 

If a board or committee is meeting without a quorum or without proper notice, you 
have to raise sand. The S.C. Nonprofit Corporations Act says: if you don’t raise sand, you can 
be presumed to have approved any action at a board or committee meeting you were at. To 
show that you don’t approve an action, you must: 

• Object at the beginning of the meeting or promptly upon arrival to holding the meeting 
or transacting the business, for example if you see that there is no quorum or notice was 
not given properly. 

• Vote against the action and ensure that that vote is recorded in the minutes. 
• Enter your dissent or abstention in the minutes. 
• Deliver written notice of your dissent or abstention to the presiding officer before ad-

journment or to the corporation immediately upon adjournment. (§33-31-824(c)) 

A board member can, in writing, waive notice. That waiver has to be included in the minutes or 
corporate records. (§33-31-823) If a director shows up at and participates in a meeting, they can’t 
later complain about lack of notice. They have to object to lack of notice when they show up or 
before a vote and they cannot either vote for or assent to the objected to action. (§33-31-823(b)).  
 
Location of Meetings 
Board meetings can be held anywhere. There is no requirement that they be held in South Caro-
lina or at your Principal Office. Your bylaws can, however, impose those limitations. 

Can our Board vote by e-mail? 
 
The short answer is no – with one exception.  The Board makes collective decisions in meetings. The 
decisions are made by the directors who are present. Unless your Articles of Incorporation or bylaws 
forbid it, directors can be present by other means – a conference call or video conferencing – so long 
as all the members can hear one another simultaneously. § 33-31-820. E-mail votes and telephone 
polls are not meetings.  
 
The exception is that the board can act without a meeting by “unanimous consents.” To act by unani-
mous consent – which can be by e-mail – every board member has to give written consent to the ac-
tion. Those consents must be written and included in the corporate minutes. If you are missing one 
board member or one board member refuses to agree, you can’t act in this way. § 33-31-821. 
 

 
Conference Call Meetings 
Board meetings can be held by electronic or telephonic means unless the bylaws or articles pro-
hibit it. The key issue is that all directors be able to hear each other simultaneously. That means 
you can do a conference call. If you meet with one or two people on the phone, there has to be a 
speaker phone or similar arrangement. You can’t have one person on the phone relaying infor-
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mation. All votes are taken and recorded as if the persons on the phone were present. (§33-31-
820) 
 
The language of the Code says that all members have to be able to “hear” one another. That sug-
gests that chat rooms and web conferences would not be acceptable. However, no court has 
looked at that in the context of rapidly expanding electronic communications. An expansive 
reading is not beyond likelihood. However, even here the key is simultaneity. Everybody has to 
be present. This isn’t e-mail polling.  
 
Quorum for Board Meetings 
Typically, a quorum is a majority of sitting board members. That is, the board can’t take action if 
half the sitting board members aren’t present. You can set it higher or lower, but no lower than 
one-third of board members sitting when the meeting begins. No fewer than two persons can be a 
quorum. If you don’t specify a quorum, it is one-half of the board. (§33-31-824) Some nonprofits 
base the quorum on the number of authorized positions rather than the number of sitting mem-
bers. If you have different categories of directors, e.g. by region or constituency, you can specify 
a certain number or percent from each category. 
 
Majority Action as Board Action 
Unless your articles or bylaws (or a specific part of the law) set a higher requirement, a majority 
vote of the board present at a meeting with a quorum is the act of the board.  
 
A quorum has to be present when the vote is taken. Thus, a member can leave and deprive the 
meeting of a quorum.  
 
Action without a Meeting 
Unless prohibited by your articles or bylaws, the board can act without a meeting. However, it 
requires written consents signed by every board mem-
ber and included in the minutes filed with the corporate 
records. The trick is that you have to have every board 
member on board. Even one dissenting or missing 
board member and it is not a valid board action. 

If you can’t readily get everyone’s agree-
ment in writing to an action because people 
are on vacation, traveling for work or sick, 
hold a conference call meeting. It’s better 
governance to talk things over, in any case, 
and only requires a normal quorum.   

An action taken in this way is effective when the last 
director signs their consent. 
 
An action taken like this has the same effect as meeting vote and can be described as such. This 
allows the corporate secretary, for example, to certify to a bank that a required vote was taken at 
a board meeting on a certain date or the board chair to certify to a foundation that the board had 
agreed at a meeting to submit a proposal. (§33-31-821). 
 
If you had provisions for electronic signatures, e-mail responses should be sufficient under the 
South Carolina Electronic Commerce Act. (§26-5-10 and following) 
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Bylaws will frequently specify that the board chairperson (or in her 
absence the vice-chairperson) will preside at all board meeting and 
that the secretary will record the minutes. There is no legal require-

ment for that. 

Conduct of Meetings 

 
The organization is largely free (except where specific vote levels are specified in the law) to al-
low the board to function as it sees fit. Thus, you may prefer a consensus model with the facilita-
tor and recorder chosen at each meeting. That is fine. 
 
Many bylaws provide that except as provided in the bylaws, Robert’s Rules of Order, Newly Re-
vised will govern. You should be careful in framing that bylaw. You might, for example, give 
precedence to the Nonprofit Corporations Act so that General Robert only kicks in where the by-
laws, the articles and the Act are silent. You want to be sure that you have compared the Act to 
what you want. Where you don’t like the Act’s provisions, write a bylaw that accomplishes what 
you want within what is allowed. You can also use guides or authorities other than Robert’s. 
 

Vacancies on the Board of Directors 
 
There are several ways vacancies can occur. 
 
Resignation 
A director can resign at any time by giving written notice to the board of directors, the presiding 
officer of the board, the secretary or the executive director or chief executive officer. If a director 
resigns effective on a future date, that is when the resignation is effective regardless of whether a 
successor has been named. (§33-31-807) 
 
Removal of Directors by Board or Members 
If you elected (appointed/selected) them, you can remove them. But you can only remove the 
ones you elected, appointed or selected. If you didn’t elect them, good luck except as noted be-
low at Removal of Designated or Appointed Members 
.  
You don’t have to have cause to remove a director. That means they don’t have to be guilty of 
stealing or something like that. You can simply disagree with how they are doing their job. Your 
bylaws can set higher standards for removal and require cause or specify grounds.  
 
Members can remove a director by the same process by which they elected them. That is, if elec-
tions were by class, region or other unit, then only that unit can remove the director. The number 
or percentage of votes to remove is the same as the number or percentage to elect. If there is a 
quorum for elections, that quorum applies.  
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Members can only remove a director at a meeting called and noticed for that purpose.  
 
If the members elected the whole board, they can remove the whole board at once. 
 
The board can remove without cause a member elected by the board unless that person was 
elected to fill a membership-elected position vacancy. Board removal without cause requires a 
two/thirds vote.  
 
This is not generally an area where the bylaws can set different rules – except for a religious cor-
poration whose articles or bylaws can limit application of the section or set entirely different 
standards. 
 
The board by majority vote can remove a member for cause – provided that the reasons for re-
moval for cause were in the bylaws or articles at the beginning of the director’s term. A meeting 
to remove a board member must have seven days written notice and that notice must include that 
removal of the director is an item for action at the meeting. 
 
If you want the board to be able to remove directors for cause, you must have a bylaw or articles 
provision specifying those causes. Some might include: dishonest or fraudulent conduct, gross 
abuse of discretion with respect to the corporation, a violation of the member’s explicit duties 
under the Nonprofit Corporations Act or missing three meetings in a row. (§33-31-808) 
 
Removal of Designated or Appointed Mem-
bers 
Designated directors are designated in the 
bylaws or articles either individually or in a 
representative capacity. “Ex officio” board 
members are designated members. We fre-
quently see “ex officio” used to mean non-
voting board members. That is not the case. 
An ex-officio member serves because of their 
office or position. They have all the power of 
any other board member. If you want nonvot-
ing members, you need to designate them as 
nonvoting. Of course, a nonvoting member is 
not really a board member. They are observ-
ers. You can only remove them by amending 
the bylaws or articles. (§33-31-809) Of course, the articles may give the designee the authority to 
block any change to their status. (§33-31-1030) 

The most common errors we see in 
reviewing bylaws for compliance with the SC 
Nonprofit Corporations Act are provisions 
relating to removal of directors. 
 
No one is more likely to sue you than a direc-
tor that you removed because they were a pain 
in the neck. If you didn’t do it right – accord-
ing to the law, not your bylaws – they will 
win.  

 
Appointed directors can only be removed by the person who appointed them or by a judge. The 
appointing person does not have to have cause. They simply give notice in writing to the director 
and either the presiding board officer or the corporate secretary.  
 
Except with respect to a religious corporation whose bylaws or articles limit or prohibit court 
action to remove a director, you can always go to court to have a director removed. Obviously 
this is a last resort measure when the director has crossed all bounds of decency and you can’t 
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otherwise get rid of them. The corporation (the board after a vote), members holding at least 5 
percent of the voting power to elect any class of directors or the Attorney General for a public 
benefit corporation can bring suit. The court would have to find that the director had engaged in 
dishonest or fraudulent conduct, gross abuse of discretion with respect to the corporation, or that 
a final judgment had been entered finding that a director had violated her explicit duties under 
the Nonprofit Corporations Act. In addition, the court would have to find that removal was in the 
best interests of the corporation. (§33-31-810) 
 
Filling a Vacancy 
The law is quite flexible on filling board vacancies for member-elected directors. If the bylaws or 
articles don’t specify how a member elected by the membership is replaced, then either the 
members in the unit that elected the director or the board can fill the vacancy. If the vacancy 
leaves the board without a quorum, the board can still fill the vacancy by majority vote of the 
remaining members. 
 
An appointed director can only be replaced by the person who appointed them, unless the bylaws 
or articles say otherwise. A designated director must be replaced according to the bylaws or arti-
cles. If they make no provision for replacing a designated director, the board cannot do it. 

Liability of Directors 

Bylaws frequently assert that directors are not personally liable for debts, liabilities or other obli-
gations of the corporation. Of course, the bylaws don’t completely govern that. Those are matters 
of state law. The articles could specifically give directors liability. 

Be aware, too, that the IRS will personally go after directors of nonprofits which fall behind on 
paying withholding taxes or engage in excess benefits transactions. 

 
Director Liability 
Directors (unless the articles say they are) are not liable for breach of duty for their actions as 
board members – as long as they comply with the standards of conduct set out at §§33-31-830 to 
833. That is, a board member who meets her duties of care, loyalty and good faith, did not per-
sonally derive benefit from the transaction, did not engage in intentional misconduct or know-
ingly in violation of the law, and did not improperly engage in actions where they have a conflict 
of interest, improperly make or take loans to directors from the corporation or approve unlawful 
distributions can’t be successfully sued for screwing up. (§33-31-202(b)) 

Directors of Section 501(c)(3) corporations are explicitly immune under state law from suit for 
ordinary negligence in the conduct of affairs of the corporation. Directors engaging in wilful, 
wanton or gross negligence are not protected. (§33-31-834) The federal Volunteer Protection Act 
of 1997 provides similar protections. 

It is fine and well to say that you are immune. That doesn’t mean you can’t be sued. That’s what 
Directors and Officers (D&O) Insurance and General Liability insurance are for. Their principal 
value is in providing you with lawyers to defend you. For a discussion of insurance see Pamela 
Davis, “Directors and Officers Insurance”. 
http://charitychannel.com/publish/templates/?a=606&z=0.  
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Indemnification by Corporation of Directors and Officers 
Unless the articles limit it, the corporation may pay or advance (indemnify) the reasonable costs 
of defending a board member, officer, employee or agent who is sued because of his or her ser-
vice for the corporation. The board member must have acted in good faith and in the best interest 
of the corporation. 

The corporation cannot indemnify a director found liable to the corporation or to have improp-
erly received personal benefit.  

Unless limited by the articles, the corporation must indemnify a director or officer who is wholly 
successful in an action where they got sued because they were a director. (§33-31-852) 

This is governed by law unless limited by the Articles of Incorporation. Thus there is no need for 
a bylaws section on it. The bylaws can specifically extend indemnification to officers, employees 
or agents although the board can also simply do that by board resolution or in contract. (§33-31-
856) 
 
If the corporation indemnified or advanced expenses to any director as part of a suit against the 
director in her capacity as a director, you have to report that to members in writing before the 
next membership meeting. 
 
Insurance for Corporate Agents 
The Nonprofit Corporations Act authorizes the corporation to insure directors, officers, employ-
ees or agents against liability arising from their duties for the corporation. (§33-31-858) You 
don’t need a bylaw to authorize it.  
 

Officers  
 

What we usually think of as “officers” in a nonprofit corporation are persons on the board who 
hold offices. Officers are people authorized to act for the corporation. So, being an officer is not 
about having a title but about having authority to act for the corporation. When the Nonprofit 
Corporations Act talks about officers, it is talking about specific corporate roles and responsibili-
ties. 

Officers have that authority and perform those duties set forth in the bylaws, prescribed by board 
resolution or directed by an officer with authority to prescribe the duties and authority of other 
officers. (§33-31-841)  

Officers do not have to be board members. The chief staff person is an officer who frequently 
does not serve on the board. The functional officers in a large corporation might be the Chief Ex-
ecutive Officer, the Chief Financial Officer and the Secretary – all of whom are paid staff and 
don’t serve on the board.  

 
Officers and their Duties 
A nonprofit corporation in South Carolina is required to have a president, a secretary and a treas-
urer – unless the bylaws or articles provide otherwise. It may have other officers as appointed by 
the board. The officers do not have to have the titles president, secretary and treasurer. One per-
son may hold more than one office. (§33-31-840) 
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The only officer whose functionality is required is the secretary. One of the officers must be des-
ignated by the bylaws or the board with responsibility for preparing minutes of the directors’ and 
members’ meetings and for authenticating records of the corporation. 
 
It’s important to remember that the Code calls for corporate officers – not board officers. In an 
organization in which the chief staff person is designated as the chief executive officer, the board 
“officers” have precious little to do as officers. They have a lot to do as board members. For ex-
ample, everything usually assigned to the Treasurer is rarely done by the director Treasurer 
unless reporting on work done by others. The Treasurer’s work is usually done by staff. Like-
wise, much of what is assigned to the Secretary is done by a staff person. There is nothing to stop 
your organization, when it reaches sufficient size, to designate staff persons to the three required 
offices. Even in a smaller organization, the CEO effectively functions as the Secretary, in any 
case, and can be designated as such. 
 
That really just leaves the person who presides at board meetings. In most for-profit corporations 
and some nonprofits, that may be the chief executive officer. In nonprofits, however, that person 
is more usually a volunteer director. Unless given other powers by the articles or the bylaws, the 
presiding officer, the board Chair, is just another board member with no greater authority. John 
Carver, in Boards That Make a Difference (p. 143), suggests as the job description for the board 
Chairperson: “Responsible for the integrity of the board process.”  
 
Officers can exercise only the authority granted to them by the articles, the bylaws or a board 
resolution. So the bylaws don’t need to specify duties, although they usually do. The real ques-
tion is not: “What does x office do?” Instead, “What needs to be done and who will do it?”  

Nondirector officers are required to meet the same standards of conduct as directors, exercising 
duties of care, loyalty and good faith. (§33-31-842) Officers, depending upon their duties and 
whether they are paid, may have a higher duty to obtain information relevant to their positions. 
They may be less able to rely upon information provided by others than can voluntary directors. 

In addition, the assignment of duties to each officer should include a catchall “The X shall have 
such other powers and perform such other duties as may be prescribed by law, by the Articles of 
Incorporation, or by these Bylaws, or as may be prescribed by the Board of Directors.” 

Remember that the chief staff person, regardless of what you call her, is perhaps the most impor-
tant officer and should be designated in the bylaws. In fact, the person contemplated as “presi-
dent” in the Code is the chief staff person and not the person who presides at board meetings. In 
fact, many nonprofits designate their chief staff person as the President and the person who pre-
sides at board meetings as the board Chair. 

How you structure your organization, including giving officer roles and functions to presidents-
elect or past-presidents is up to you and your bylaws. But you should look to the functions of 
those persons. 
 
Qualifications 
Some bylaws require that officers be members of the board. This can be problematic if the or-
ganization has a non-director chief staff person or decides, as a large nonprofit might, to hire a 
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person to fulfill the duties of treasurer or secretary. There is no requirement that qualifications be 
established in the bylaws.  
 
Appointment and Term of Office 
Only the board can appoint officers – unless the Articles of Incorporation give the members au-
thority to elect certain officers. (§33-31-840; §33-31-801) This makes sense in that the board has 
responsibility for management of the corporation. They cannot exercise that responsibility with-
out the power to control those who act for the corporation. 
 
Although bylaws typically specify a term of one or two years for officers, there is no requirement 
for terms. Remember, too, that a major officer, the chief staff person, typically operates without a 
term limit. 
 
Removal and Resignation 
An officer can resign at any time by delivering notice to the corporation. The bylaws could spec-
ify the person to whom to deliver that notice. (§33-31-843(a))  
 
The board can remove any officer at any time with or without cause. (§33-31-843(b)) The arti-
cles may limit the board’s authority to remove officers. You can’t just do that in the bylaws. 
Neither of these provisions affects contract rights. The officer removed can still sue for breach of 
contract and the corporation can still sue a resigning officer for specific performance of a con-
tract. Just being named an officer, however, does not create contract rights. (§33-31-844)  
 
Note too that an officer who is a director is not removed from the directorship just because they 
are removed from office, unless they are only a board member by virtue of holding the office. 
The board may be able to remove a board chair selected by the board from the chair, but they 
can’t remove that person from the board, except for cause, if they were elected by the member-
ship.  
 
Vacancies 
Unless the articles have given election of the vacated office to the membership, the board would 
appoint any replacements. If you want to limit the term of that replacement, do so.  
  
Compensation 
Officers can be paid reasonable amounts in compensation for services rendered. That compensa-
tion must be reasonable in relationship to the duties, the size of the organization, the officer’s 
qualifications and compensation for like services in like circumstances. You don’t need to put 
this in your bylaws. 
 

Committees 
 

There are two kinds of committees under the Nonprofit Corporations Act: those which carry out 
board functions and those which don’t. (§33-31-825) 
 
You can choose to specify committees and their responsibilities, authority and limits in the by-
laws (or articles) or leave that to the board. Leaving it to the board provides for greater flexibility 
for the board in organizing itself. Usually, when bylaws specify committees it is because either: 
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1) the drafters thought you had to or 2) the drafters were trying to cement a political decision into 
the bylaws. 
 
Organizational Committees 
The board can pretty much create committees which don’t carry out board functions in any way 
it chooses. It can delegate non-board functions to those committees or to individuals. In essence, 
this means that these committees can recommend but not take action on behalf of the organiza-
tion. These are sometimes called organizational committees, rather than board committees.  
 
If you want the presiding officer to appoint organizational committee members who serve at the 
presiding officer’s pleasure, you need a bylaws provision to that effect. 
The resolution creating an organizational committee should specify its composition, duties, au-
thority, term and rules for operation.  
 
Board Committees 
Board committees exercise the power of the board. Board committees might be cre-
ted and delegated responsibility to, for example: a 

• Meet and exercise board authority to make decisions and take actions between board 
meetings (Executive Committee); 

• Develop long-term plans; 
• Supervise investments; 
• Raise money; 
• Make grants; 
• Evaluate management (Personnel Committee) ; 
• Set compensation levels for officers (Compensation Committee); or 
• Oversee financial reporting and accountability (Audit Committee; see Janet Toll Davison, 

“Time to Focus on Auditing,” Philanthropy Journal (September 17, 2003). 

There are limits on what a board committee may be authorized to do. No committee can: 
• authorize distributions;  
• approve or recommend to members dissolution, merger, or the sale, pledge, or transfer of 

all or substantially all of the corporation’s assets;  
• select, appoint, or remove directors or fill vacancies on the board or on any of its commit-

tees; or  
• adopt, amend, or repeal the articles or bylaws.  

A board committee is made up only of board members, of whom there must be at least two. They 
operate under the same rules as the board with respect to notice, quorums and voting. Board 
committees are governed by the same standards of conduct as the full board.  

A board member does not meet her standards of conduct merely by voting to send a matter to 
committee for resolution. 

The creation of board committees not specified in the bylaws or articles requires a vote of the 
greater of a majority of all members in office or the number required under your bylaws to take 
any board action. 
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Many organizational consultants raise serious questions about the use of Board Committees. 
Board Committees undermine what Carver calls the “holism” of boards. “A holistic board is a 
single organizational position and must behave as one.” Indeed, one of the signs of a dysfunc-
tional board is that individuals or committees are acting on their own.  
 
Many of the critical roles assigned to committees go to the core responsibilities of the board as a 
whole which should be exercised by the full board and not just by committees. Executive Com-
mittees, authorized to act with the full power of the board between board meetings, become de 
facto the board. Even the recommendations they bring to the full board are most often simply 
rubber-stamped. 
 
If your board is too large to function without committees, it’s probably just too large.  

Execution of Instruments, Deposits and Funds  

There was a time when it was not clear that a corporation had the power to do whatever it needed 
to do. However, the board, through its officers, clearly has the power to execute contracts, write 
checks, open bank accounts and deposit funds and accept gifts. So, you don’t need a lot of verbi-
age about having those powers in the bylaws. 

You can certainly specify things like who has authority to sign checks. However, most of the rest 
of what gets put in bylaws here is better dealt with through board resolutions. You don’t want to 
amend the bylaws every time you want to make an organizational change.  

Corporate Records, Reports and Seal 

Keeping Corporate Records 
You don’t need a bylaw on corporate records because the Nonprofit Corporations Act specifies 
at §33-31-1601 what you have to keep at your Principal Office: 

• Minutes of all meetings of the board and the members from the date of incorporation un-
til dissolved; 

• Records of all decisions made by the board without a meeting or by a board committee; 
• Appropriate accounting records; 
• Membership records in a form that can be converted to a paper list of names and ad-

dresses by class, showing the number of votes each member has; 
• Articles of Incorporation; 
• Bylaws; 
• Board resolutions affecting the rights of members; 
• Minutes of member meetings and records of member decisions going back three years; 
• All written communications with members for the past three years, including any finan-

cial statements furnished to members; 
• A list of the names and addresses (home or business) of current officers and directors. 

 
These records have to be in a form that can be converted to writing. 
 
Members' Inspection Rights 
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If you are a membership organization, the South Carolina Nonprofit Corporations Act says your 
members can inspect and copy many records. (§33-31-1602) You may have a bylaw to this ef-
fect, but it can be no more restrictive than this unless yours is a religious corporation. 
 
If you refuse to grant a member or their agent access to records to which they a re entitled, they 
can go to the circuit court on an expedited basis and get an order requiring you to grant the ac-
cess. You will be required to pay their costs if the judge finds that the member was seeking ac-
cess for a proper purpose. (§33-31-1604) If you are going to war with an unethical or over-the-
line member who is out to damage the corporation, you might want to go the court route. 
Members or their agents can always see and copy (at a reasonable time and location which you 
specify) the following information by giving five days notice in writing:  
  

• Your articles of incorporation or restated articles of incorporation and any amendments to 
them currently in effect; 

• Your bylaws and all amendments to them currently in effect; 
• Resolutions adopted by the board relating to the characteristics, qualifications, rights, 

limitations and obligations of members or any class or category of members; 
• The minutes of all meetings of members and records of all actions approved by the mem-

bers in the past three years; 
• All written communications to members generally within the past three years, including 

the financial statements furnished under §33-31-1620 of the South Carolina Code; 
• A list of the names and business or home addresses of its current directors and officers; 
• The most recent report of each type filed with the Secretary of State under the South 

Carolina Nonprofit Corporations Act; 
 
Members may also get a complete list of the name 
and address of every member in alphabetical order. 
But they can’t get that list without the board’s ap-
proval unless it is for a reason related to their mem-
bership. (§33-31-1605) A member can’t just demand 
the list to fund raise except to get money to be able 
to solicit votes in a corporate election. It can’t be 
used for a business purpose or sold to anyone else.  
  
A member acting in good faith and for a proper pur-
pose who describes with reasonable particularity the 
records the member wants to inspect and the purpose 
of that inspection can also inspect the accounting records and minutes of board and member 
meetings. The records inspected must relate to the purpose for the inspection.  

Does Your Corporation 
Really Have Members? 

 
Many nonprofit corporations have a 
category of supporters who are called 
“members”. But they don’t vote for the 
board or have the right to vote on 
things that only members can vote on.  
 
They aren’t members, so they don’t 
have any of these rights of inspection.  

 
A member or the Attorney General can demand financial statements. That statement has to use 
the same accounting basis as the annual financial statements. If those are not audited, the presi-
dent or the person responsible for the preparing the statements must certify whether they believe 
the reports are in compliance with generally accepted accounting principles or if they deviate, 
how they deviate. (§33-31-1602) You don’t have to send members financial statements unless 
they ask. 

You can charge the member a reasonable fee for the copying 
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Directors' Inspection Rights 
Directors have an inherent right to see and copy everything. No director has any more rights to 
this than any other director. There may be limits to certain client records which are governed by 
confidentiality requirements. 
 
The board can set reasonable limits on times and places of inspection and copying. However, a 
director who cannot access corporate records cannot meet his or her Duty of Care. So, you can’t 
just cut off a pain in the neck from seeing records. If they are using them for improper purposes 
(such as gathering donor lists for another organization for whom they work), then the board 
needs to act against the board member for violating their duties of good faith and loyalty. 

 
Sale and Distribution of Assets  

 
A nonprofit corporation can sell, lease or exchange assets in the regular course of business. It can 
borrow money with the assets as collateral. You don’t need a bylaw or articles provision unless 
you want to limit the board’s discretion. (§33-31-1201) 
 
However, the sale, lease, exchange or other distribution of all, or substantially all, of the assets of 
the corporation not in the regular course of business is one of the fundamental corporate deci-
sions requiring substantial notice and approval. For a membership corporation, the board, the 
membership by two/thirds (2/3) of the votes cast or a majority of the voting power (whichever is 
less) and any third parties required by the articles must approve. (§33-31-1202) In addition, a 
public benefit corporation must give notice to the Attorney General at least twenty (20) days 
prior to the action. You don’t need a bylaw to cover this, but the board needs to be aware of the 
requirements of the S.C. Nonprofit Corporation Act.  
 

Amendment of Bylaws  
 
Amending the bylaws should be relatively easy. They are rules for governance not holy writ. The 
board can change the bylaws of an organization without membership at any time. The notice for 
a meeting at which bylaws are amended must include a copy or summary of the proposed 
amendment. The amendment must be approved by a majority of sitting board members – not just 
those at the meeting. (§33-31-1020) 
 
The members in a membership corporation can always change the bylaws at a meeting for which 
the notice includes a copy or summary of the change and notice that it will be proposed. The 
board of a membership corporation can adopt bylaws amendments except those which change 
the dues or the members have previously voted that the board can’t change. (§33-31-1022) Only 
the members can make a change to the quorum requirement for a members’ meeting – unless the 
board set the existing requirement. (§33-31-1023 and 1024) 
 
If the articles require a third party to approve a bylaw change, that approval must be in writing. 
 

So Who Do We Tell? 
 
You should inform the IRS of changes to the by-
laws.  Unless it is a really significant change 
which would affect your exempt status or your 
exempt purposes, just attach a copy to your next 
Form 990. 

Did You Amend Something that Is Also 
Covered in Your Articles of Incorporation? 
 

© South Carolina Fair Share Education Fund   1994, 1999, 2003-2008 
 

Unless you amend your Articles of Incorpora-
tion, then you haven’t changed anything.  You 
still have to go by the Articles of Incorpora-
tion.  So, you need to amend those, too. See 
Amending the Articles of Incorporation 



 131

APPLYING FOR SECTION 501(C)(3) STATUS 
 
Over two decades’ experience incorporating South Carolina nonprofits and seeking recognition 
of tax-exempt status from the Internal Revenue Service has led us to some firm beliefs. Foremost 
among them is that groups should take the first cut at completing the application for tax-exempt 
status themselves. That first cut should come after consultation with an attorney or accountant 
experienced in nonprofit issues or an experienced nonprofit manager. These applications require 
you to confront basic questions about who you are, what you do and how you do it. Use it as part 
of your planning process. Then you can run them by the attorneys, accountants or experienced 
grey beards. Those experts can help refine the application. They can suggest alternative ways to 
state things. Those experts can help you answer any questions the IRS might have about the ap-
plication. 
 
The focus of this section is public charities, also called non-private foundations. Private founda-
tions present special issues and problems not addressed here. You should hire expert assistance if 
you are setting up a private foundation. With unique or special circumstances, you are urged to 
consult an attorney or certified public accountant who has experience in these matters. The law 
of tax-exempt organizations is a specialty in which many attorneys and accountants are not ex-
pert. 
 
The IRS does not grant you tax-exempt status. It looks to see if it recognizes in your organization 
and operation that you meet the tests for a 501(c)(3) organization. If it thinks you do, it sends you 
a letter that recognizes that exemption. 
 

Why Get 501(c)(3) Status?  
 
Because 501(c)(3) status brings with it deductibility of contributions, the Internal Revenue Code 
exacts costs on those organizations which are so recognized: 
 

• Activities are limited. The organization’s activities must be exclusively charitable, scien-
tific, educational or religious. That means that you can’t do any electioneering. Lobbying 
is restricted. Your ability to raise funds through business activities that are not related to 
your exempt purpose is limited. 

• Your tax returns are longer. A 501(c)(3) public charity has to fill out a Schedule A of the 
annual Form 990 information return. A 501(c)(3) private foundation has to fill out the 
even longer Form 990 PF. 

• If your funding sources are too few, you end up with the even narrower restrictions of a 
Private Foundation. 

• The organization must be run for public benefit and not private benefit. Thus, your direc-
tors and staff may work for years and create something that is very profitable. They can-
not take any of that profit home with them. Your directors might struggle to build a hous-
ing project that none of them can move into because it would be interpreted as private 
benefit to the directors. 

 
If you can avoid 501(c)(3) status, you are better off to do so. However, if you must rely on grants 
or contributions which would not be made to a non-501(c)(3) organization, then you have to get 
501(c)(3) status. 
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Affiliation with a non-501(c)(3) Entity  
 
A 501(c)(3) can be affiliated with a non-501(c)(3) entity. Commonly, a 501(c)(4) social welfare 
organization will control a 501(c)(3) educational organization. Business leagues, unions and for-
profits may also have 501(c)(3) affiliates. 
 
You have to be very careful with these arrangements. The IRS watches closely to make sure that 
they are not used to funnel tax-deductible monies to a non-tax-deductible activity. The advantage 
is that you can receive foundation or HUD grants for your 501(c)(3) charitable activities and still 
carry out your non-501(c)(3) activities, such as extensive lobbying or electoral work, through 
another corporation. That means, of course, that you have to have a separate revenue stream to 
the non-501(c)(3) organization. 
  
If you create a 501(c)(3)-501(c)(4) pair, don’t make the 501(c)(3) corporation the main or more 
public organization. If you do, it’s tough to raise nondeductible monies in the lesser known en-
tity. Have dues and program income go to the 501(c)(4) for use in non-501(c)(3) activities. We 
send in both applications – the Form 1023 for the 501(c)(3) organization and the much easier 
Form 1024 for the 501(c)(4) –  together. 
 

The Cost  
 
You currently have to pay a User Fee of $900 to apply for 501(c)(3) recognition. You don’t get it 
back if you are denied recognition. If you will have less than $10,000 per year in gross receipts, 
it’s only $300. If you’re only taking in that amount, do you really need 501(c)(3) status?  
 

The Process 
 

The Application for Recognition of Exemption Under Section 501(c)(3) is IRS Form 1023 and 
can be obtained at most IRS offices, by calling 1-800-829-3676, or from the Internet at 
http://www.irs.gov/pub/irs-pdf/f1023.pdf. If you call, it comes in a package with the directions. 
If you get it off the internet, also get the instructions at http://www.irs.gov/pub/irs-pdf/i1023.pdf. 
In addition to the Form 1023, pick up Form SS-4, Application for Employer Identification Num-
ber – if you don’t already have an Employer Identification Number (EIN), also called a “federal 
tax i.d. number.” 

 
Timeliness of Filing 
 
The Application for Recognition of Exemption Under Section 501(c)(3) must be filed within 27 
months of your organization date unless you are a church or church body, you have never had 
more than $5,000 in receipts (income) in a tax year, or you were already covered by a group ex-
emption letter. Your organization date is the date you came into existence under state law – when 
you filed your Articles of Incorporation with the Secretary of State. You can also beg for mercy 
if you’re past 27 months and can show good cause why you had not filed on time. If all else fails, 
ask for 501(c)(4) status back to when you were founded. You must also complete Schedule E. 
 
If you file your application on time and you are granted exemption, contributions can be 
deducted from the date you were formed.  
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If you don’t file on time and choose to get 501(c)(4) exempt status for your past activities, then 
contributions are only deductible from the date the exemption becomes effective. You don’t have 
to pay taxes, but your donors can deduct for contributions until you get your letter of determina-
tion. 
 
The following discussion assumes that you have already incorporated and gotten your Employer 
Identification Number before you begin the Form 1023. 
  
So, How Long Does it Take? 
 
Longer than you want it to. But, it doesn’t have to take more than 30-60 days from when the IRS 
receives a completed application. That means it has everything they need. It used to be that the 
Atlanta office always asked for more information. The Cincinnati office – which now handles all 
applications except the really tricky ones that get forwarded to the national office – reviews the 
application to see if it’s complete and has enough information for them to make a decision. If it 
is, they will issue your determination letter.  
 
If not, they will turn it over to an exempt-organizations specialist. That person will send you a 
letter – sometimes up to 100 days later – telling you what more information they need. These 
questions usually involve four issues: 
  

• What are you really doing? You didn’t tell them enough about what you are going to 
do, who was going to do it and how you would do your work. They will ask for ex-
amples of brochures, newsletters and so forth. 

 
• If you are going to engage in a sensitive activity – voter education, lobbying, running 

a scholarship program, they will want a lot of detail about exactly what you will be 
doing. They want you to show that you know what is and is not permissible to a 
501(c)(3) organization.  

 
• If your organization will engage in education or advocacy on public policy issues, 

they may try to bluff you into accepting Section 501(c)(4) status [tax-exempt but con-
tributions are not tax-deductible] by saying that is what you think they are. We have 
seen them use language that contradicts their own regulations. 

 
• Your organizing documents fail to include appropriate language on what happens to 

your assets if you go out of business (dissolution language) and/or to limit your pur-
poses and activities to those appropriate to a Section 501(c)(3) organization. You will 
have to amend your Articles of Incorporation.  

 
At this stage, you really need an experienced hand to help you answer these questions. If there 
are clear indications from the letter that they don’t think that you are eligible for 501(c)(3) 
status, you really need an experienced nonprofit lawyer at this stage. The response she helps 
you prepare will set the stage if an appeal has to be filed. 
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We just got this letter, but the answer is due tomorrow. 
 
Don’t panic. The Atlanta office was always good at sending a letter several days after it was 
dated. But you had only fourteen days from the date it was dated to respond. 
 
If you need more time, call up the exempt-organizations specialist who wrote you the letter and 
ask for more time. Her phone number is on the letter. They will give another two weeks – or 
more if you need it. 
 
The exempt-organizations specialists are nice folks and generally helpful. If there are any tricky 
parts in the application or in the letter that they send you and you don’t know what they are ask-
ing, call them up and talk. They are less likely to be a problem if they have a feel for you. 
 
About the only way we know to speed up the process is old-fashioned begging. “We are about to 
lose a $50,000 grant if you don’t approve our application by next Friday” works sometimes. But 
don’t count on it. They will give fast consideration to an emergency fund in the aftermath of a 
hurricane or earthquake. 
 

 
General Guidelines on Completing the Form 

 

Also, the manner in which the answers are phrased can be ex-
tremely significant; in this regard, the exercise can be more one 
of art than science. 
 

Bruce R. Hopkins 
The Law of Tax-Exempt Organizations (8th ed.) 

Form 1023, Application for Recognition of Exemption Under Section 501(c)(3) of the Internal 
Revenue Code, is your opportunity to sell the IRS on why you should have tax-deductibility for 
your organization. And, it’s your burden. 
 
In completing your Form 1023, these are the issues that the IRS is looking at. Keep them in 
mind. 

• Is this organization organized exclusively 
for 501(c)(3) purposes? 

Exclusively only really means exclusively 
in the context of partisan electoral activity. 
Otherwise, it really means primarily: “Is 
the nonexempt activity substantial?” 
Those judgments are very subjective. 

• Is this organization operating exclusively 
for 501(c)(3) purposes? 

• Is this organization run so that its assets 
are being transferred to the founders, di-
rectors, officers, or key staff? [Private in-
urement.] 

• Is this organization being run for the private benefit of other persons or corporations 
rather than for the public benefit? [Private benefit.] 

• Is this a private foundation or a public charity?  
• Do you engage in racial discrimination, especially if yours is a school? 
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Your Form 1023 is a Public Document 
 

Your Form 1023 is a public document. You have to allow inspection and give a copy 
to anyone who asks for it – in person or in writing. The documents have to be available at 
your main office and any office with three full-time employee equivalents (any number of 
employees who together work 120 hours per week). 
 
What you have to give them is the complete Form 1023 application, any supporting docu-
ments and any letter or document from the IRS concerning the application. Unless you are a 
private foundation, your most recent three years of information returns Form 990 or Form 
990EZ. You don’t have to show or give them or your list of large donors. 
 
The short version is that you have to provide a copy to a walk-in requester on the day they ask 
for it. If you get a written request, you have 30 days from the date you receive payment for 
the copies. 
“A tax-exempt organization may charge a reasonable fee for providing copies, which is gen-
erally defined as the amount charged by the IRS for providing copies. Under 
regulations issued in July 2004, the IRS may not charge more for copies than the fees listed in 
the Freedom of Information Act (FOIA) fee schedule. In addition, although the FOIA fee 
schedule directs the IRS to provide the first 100 pages free, the regulations allow the exempt 
organization to charge a fee for all copies. For non-commercial requesters, the FOIA schedule 
currently provides a charge of $.10 per page.” 
http://www.irs.gov/charities/article/0,,id=135014,00.html 

An organization may require payment before it provides copies, but must advise requesters of 
the total cost of the copies requested if adequate payment is not included with the request.” 

You can get around answering individual requests by putting your documents on the World 
Wide Web at a widely available site like Guidestar.org. The format has to exactly match that 
of the original documents. A PDF copy accomplishes that. The Internet user has to be able to 
access, download, view and print the posted document without paying a fee.  
 
There are provisions for refusing requests which come as part of a campaign of harassment. 
Those kinds of requests really only apply if people are flooding you with requests. It doesn’t 
mean that you can refuse the information to someone who wants to use the information to 
harass your organization. 
 
These regulations are at Treasury Decision 8818 (64 F.R. 17279 [1999-17 I.R.B. 3] on April 
9, 1999. You can find that at http://www.irs.gov/pub/irs-irbs/irb99-17.pdf. The IRS “FAQs 
Concerning the Exempt Organization Public Disclosure Requirements” is at 
http://www.irs.gov/charities/article/0,,id=96430,00.html. 
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We will walk through Form 1023 as substantially revised in October 2004. We will touch on 
those sections of the application that have proven troublesome in the past. We won’t hit every 
line. Our attempt will be to outline what the IRS is really asking and approaches to answering 
those questions that have worked in the past. You should also follow the guidance in the instruc-
tions that come with Form 1023. If we don’t discuss a question, just answer it. It should be quite 
easy. 

Do We Have to Type It? 
 

Typewriters are hard to find in this age of computers. You can neatly fill out the form with a 
black-ink pen. Then, use a word processing program to answer the questions that require 
longer answers. Just print “see attachment” in the space unless the form directs you to pro-
vide an answer separately.  
 
The PDF versions on the IRS website allow you to complete the form by typing in the PDF. 
 
Print your attachments on white 8½” x 11" paper. Have your organization’s name, address 
and EIN number on each attachment. Put the Part and line number to which an attachment 
applies.  
 

 
Filling Out the Form 

 
P art I. Identification of the Applicant 
 
1. Full name of organization 

Use your official name exactly as it appears in your Articles of Incorporation.  
 

2. c/o Name 
Many organizations don’t have a separate address, but use an officer’s home address. The 
IRS doesn’t want to get mail sent to “The Committee To Save Bears” returned because the 
postal carrier doesn’t know that Sarah Jones receives mail for the committee at her house. 
  

3. Mailing Address 
This is the address at which you receive mail. It can be a P.O. Box address. 
  

4. Employer identification number 
The EIN is like a social security number for corporations and businesses. Every business or 
nonprofit has to have one.  
 
If you don’t have an EIN, you have to get one from the IRS before sending in your Form 
1023. The form is at http://www.irs.gov/pub/irs-pdf/fss4.pdf; the instructions are at 
http://www.irs.gov/pub/irs-pdf/iss4.pdf. You should complete the SS-4. Have your president, 
vice-president or other principal officer call the IRS (using a phone with a redial feature) at 
1-800-829-4933 between 7:00 a.m. to 10:00 p.m.. (International applicants must call 215-
516-6999.)  
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Then fax the form to them. They’ll give you an EIN over the phone. 
 

5. Month the annual accounting period ends 
If you haven’t already decided this, you have to choose the dates for your accounting year. 
Usually this is the calendar year and ends in December. If you will run on government or 
other grant cycles based on a different fiscal year, you should probably adopt a July-June or 
October-September fiscal year. You can change later, but they get cranky if you keep doing 
it. You have to have IRS permission to change your fiscal year. 
 
Note that you enter this by the numerical value of the month. For example, for December you 
enter “12”, for March “03”.  
 

6. The person to contact for additional information. 
Make sure that this is someone who a) knows what they are talking about and b) can actually 
be reached during business hours. You don’t want this person to talk you out of your exemp-
tion.  
 

7. Whether you are represented by an authorized representative. 
The IRS will only talk to an officer or director about your application unless you have au-
thorized someone else to represent you.  
 
If your contact person is someone like your Legal Services attorney, your accountant or your 
Executive Director who is not an officer or director, you have to tell the IRS who that is, in-
cluding their name and the name and address of their firm. You must attach a completed 
Form 2848, Power of Attorney and Declaration of Representative. You can get it from the 
IRS at http://www.irs.gov/pub/irs-pdf/f2848.pdf. Otherwise, the IRS won’t talk to them. 
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8. Did you pay someone to help you set up your organization? 
This does not include any of your officers, directors, trustees, employees or an authorized 
representative covered in answer to Line 7. It does include other consultants and advisors that 
you have paid (or agreed to pay) to help set up the organization, including advising it on 
fundraising and tax matters. 
 

It’s perfectly appropriate to hire consultants and advisers to help you get going. Red flags 
will go up at the IRS if:  

 Audit your website before you send in your Form 1023. Make sure that the website 
contains nothing that is not appropriate to a Section 501(c)(3) organization. Make sure that 
everything you say about yourself on the website is consistent with what you say about your-
self in your application for recognition. 
 
If you can’t make your website match your application, that means that you are not really a 
Section 501(c)(3) organization. You may be a for-profit. You may be a Section 501(c)(4).  

a. it looks like folks who will be making money off the organization – especially profes-
sional fundraisers – set it up; or 

b. you are being advised by lawyers, accountants or consultants who have a history of 
setting up organizations that are abusive tax shelters or encourage tax fraud.  

 
9. Website address and e-mail 

You have to provide your website address. If what you say you do on your website doesn’t 
match what you say you do in your application, you will have problems. Do you talk about 
“electing candidates”? Do you describe yourself as an “advocacy organization”? Would 
someone looking at your website think that you could only accomplish your goals through 
legislative action? 
 
Your e-mail address is optional. The IRS won’t communicate by e-mail about your applica-
tion. They will use it to send you general alerts and information about tax exempt organiza-
tions. 
 

10. Do you think you won’t need to file a Form 990 or Form 990-EZ? 
This is a forward-looking question. The 990 and 990-EZ are the tax-exempt equivalent of 
forms 1040 and 1040-EZ for individual taxpayers. Although you don’t have to pay taxes, 
most of us have to file a tax return every year. 
 
Unless you are a church or an affiliate of a church or governmental unit (and not all of them), 
the principal reason you wouldn’t have to file a return is that your annual gross receipts are 
usually less than $25,000. Check the instructions for Form 990-EZ 
(http://www.irs.gov/pub/irs-pdf/i990-ez.pdf) if yours is a church or governmental-affiliated 
organization to see if you qualify to not file.  
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If you think you won’t have to file a return, explain why not. Don’t claim that you’ll have 
gross receipts less than $25,000 if your financial statements show that you intend to take in 
$150,000 every year.  
 

11. Date incorporated or formed 
If your organization is incorpo-
rated, this is the date on which 
the Secretary of State date-
stamped your Articles of Incor-
poration. 
 

12. Were you formed under the 
laws of a foreign country? 
If you were formed in a foreign 
country, you have to provide a 
copy of the relevant corporation 
or equivalent law under which 
you were formed together with 
an English translation. 
 

Part II. Organizational Structure 
 
1-4. What Kind of Entity are 
You? 
You do not have to have a corpora-
tion to get 501(c)(3) status. You 
can have a corporation, an LLC (Limited Liability Corporation)16, a trust or an unincorporated 
association. For the overwhelming majority of groups using this manual, the corporate form is 
the appropriate one to use to create your organization.  

Does it matter if an organization is formed in a coun-
try other than the United States? 

An organization may qualify for exemption under sec-
tion 501(c)(3) even if it is formed and/or conducts its 
activities in a country other than the United States. 
Note, however, that contributions to an organization 
formed in a foreign country are generally not deducti-
ble as charitable contributions for federal income tax 
purposes except pursuant to a treaty between the other 
country and the United States. (For example, contribu-
tions to Canadian charities are deductible, while con-
tributions based to charities in most other countries are 
not.)  

Form 1023 asks whether an organization was formed 
in a country other than the United States to help iden-
tify charities based or operating in countries that may 
present tax risk issues. 

http://www.irs.gov/charities/article/0,,id=130101,00.html#A_17 

 
Attach to the application a date-stamped copy of your Articles of Incorporation, together with 
any amendments which you have filed with the Secretary of State. If you incorporated or restated 
your articles after 1994, this is the articles themselves and not the certificate that the Secretary of 
State sends you. 
 
A photocopy of the original will do the trick. If you don’t have the original to photocopy, you 
can get a copy from the Secretary of State’s office for about $4. That’s easier than having to file 
a written declaration that the copy submitted is a complete and accurate copy of the original 
signed and dated Articles. 
 

                                                           
16 Richard A. McCray and Ward L. Thomas, “Limited Liability Companies as Exempt Organizations – Update,” 
2001 EO CPE Text; http://www.irs.gov/pub/irs-tege/eotopicb01.pdf 
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Part III. Required Provisions in Your Or-
ganizing Document 

Acceptable Purpose Clause 
“The organization is organized exclusively for 
charitable, religious, educational, and scientific  The Exempt-Organizations section kicks 

more 501(c)(3) applications for failing to 
include 1) limitations on purposes and 2) 
appropriate dissolution clauses than any-
thing else. If you followed the guidance of 
the section on Optional provisions in the 
section on Completing the Articles of In-
corporation Form 

purposes under section 501(c)(3) of the Internal 
Revenue Code, or corresponding section of any  
future federal tax code.”  

Instructions for Form 1023 at 8 
 

, above, then you can check Lines 1 and 2a.  
 
In Line 2b, just point out the paragraph in your Articles of Incorporation which tells what you do 
with your property if you dissolve your organization. 
  

Acceptable Dissolution Clause 
“Upon the dissolution of this organization, assets shall be distributed for one or more exempt 
purposes within the meaning of section 501(c)(3) of the Internal Revenue Code, or correspond-
ing section of any future federal tax code, or shall be distributed to the federal government, or to 
a state or local government, for a public purpose.”  

Instructions for Form 1023 at 8

If you can’t answer yes to either Line 2a or 2b, you will have to amend your articles. See: 
Amending the Articles of Incorporation, above. 
 
Line 2c applies in states which require public charities to dispose of their assets upon dissolution 
in ways which would fulfill section 501(c)(3) requirements. South Carolina is not one of those 
states. 
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Your organization probably is – or should be – a corporation. 
 
 An unincorporated association is a group of people who get together and agree to work on 

a common issue. Because they have not incorporated, they are each responsible for the 
debts of the organization. We can’t imagine why anyone would function this way other 
than on an interim basis until they could incorporate. If you seek and receive exemption as 
an unincorporated association, you would have to go through the process again after in-
corporating. 

 
 In the future, you might want to participate in an Limited Liability Corporation (LLC) or 

use it to achieve certain organizational goals. Before proceeding with an LLC, however, 
make sure to consult an expert in tax-exempt law or you can place your exemption at risk. 

 
 A trust is “an arrangement created by a will or life-time instrument by which trustees take 

title to property for the purpose of protecting or conserving it for designated beneficiaries 
(Reg. § 301.7701-4(a)).” Hopkins, Law of Tax-Exempt Organizations at 66, n. 27. Trust 
arrangements used in estate planning and employee benefit plans. That’s not what most 
public charities are doing.  

Part IV. Narrative Description of Your Activities 
 
This could be the ball game. This is where you tell the IRS who you are, what you do and how 
you do it. This is where you make your case for exempt status. It is also where you can use the 
wrong word and end up in the perdition of 501(c)(4) status. 
 

Your Form 1023 is not the place to make po-
litical statements, rhetorical declarations of 
your intention to take over the world or demon-
strations of whole language in legal documents.  

Tell your story. “For each past, present, or 
planned activity, include information that 
answers the following questions: 
• What is the activity?  

 • Who conducts the activity?  
The IRS is not a right wing conspiracy. It gives 
as much grief to the right as to the left. They 
are bureaucrats who hold up what you tell them 
to the laws and regulations and make a deci-
sion. The more you couch your descriptions in 
the words of the regulations, the more likely 
they are to see that they match. 

• When is the activity conducted? 
• Where is the activity conducted (for 

example: Los Angeles and San Fran-
cisco, California)?  

• How does the activity further your ex-
empt purposes? What percentage of 
your total time is allocated to the activ-
ity?   

•  How is the activity funded? (This 
should agree with the financial data in 
Part IX.)  

•  List any alternate names under which you operate, including any “aka” (also known as) or 
“dba” (doing business as) names.” 

 
It may be tempting to answer these questions so that you can get by the IRS and get your tax 
status. But you really need to figure out what you are actually going to be doing and tell them 
that. It must be truthful.  
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Your narrative should be consistent with the rest of the application. If your financials say that 
you will be spending $25,000 per year while your narrative promises that you will be serving 
75,000 clients, you have a problem.  
 
You have to be able to frame it so that they can see that you are entitled to Section 501(c)(3) 
status. It may be that you figure out that you really shouldn’t be a 501(c)(3) organization. You 
should be what you need to be to accomplish your organizational purposes and not just to attain a 
tax status. You may need to split your operations so that part of your work is in a separate corpo-
ration that is not a 501(c)(3) eligible entity. 

 
What they really want to know is: 

  
Are you going to be carrying out activities that are exempt under Section 501(c)(3)? 

 
§501(c)(3) organizations are “organized and operated exclusively for religious, charitable, scien-
tific, testing for public safety, literary, or educational purposes, or to foster national or interna-
tional sports competition... or for the prevention of cruelty to animals....” You can qualify under 
one or more of these, but you have to qualify under at least one. 
 
In your discussion of activities and operational information, you should use this language. “The 
Society to Arm Bears is a charitable and educational organization which works for the preven-
tion of cruelty to animals by arming bears to shoot hunters and teaching hunters to stay out of the 
woods. It promotes social welfare by....” 
 
The following discussion is not meant to be exhaustive. Instead, it focuses on issues which have 
been raised in working with smaller nonprofit organizations, including especially those based in 
low-income communities or working for social change. 

 
Charitable Organizations 

 
The Internal Revenue Code and IRS regulations contemplate a much broader definition of char-
ity than simple acts of mercy for the poor. The following are charitable under IRS regulations 
(Reg. §1.501(c)(31(d)(2)): 

 
Relief of the poor and distressed or of the underprivileged. Vocational training, establish-
ing markets for products made by the needy, employment assistance, promoting rights and 
welfare of public housing tenants, low-income housing, indigent legal services and hundreds 
of other activities.  
 
If you are providing services in poor communities, describe the community served with cen-
sus data on numbers of persons below poverty and so forth. 
 
The services don’t have to be given solely to poor persons. The “distressed” could probably 
include the dying, AIDS sufferers, rape survivors. Your services will likely not have to be 
limited to this charitable class. 
 
If you are going to provide low-income housing, 75% of units have to go to families earning 
at or below 80% of the area’s median income adjusted for family size and “. .. either at least 20 
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percent of the units are occupied by residents that also meet the very low-income limit for the 
area or 40 percent of the units are occupied by residents that also do not exceed 120 percent 
of the area’s very low-income limit. Up to 25 percent of the units may be provided at market 
rates to persons who have incomes in excess of the low-income limit.” The project must ac-
tually be occupied by poor and distressed residents. See: “Low-Income Housing Guidelines,” 
Rev. Proc. 96-32, 1996-1 C.B. 717, 1996-20 I.R.B. 14. (This is a reference to the IRS’s Cu-
mulative Bulletin, Volume 1 of 1996.) http://www.irs.gov/pub/irs-tege/rev_proc_1996-
32_low-income_housing_guidelines.pdf 

 
 
Advancement of religion. Building churches, memorials and church windows, providing 
music, paying salaries, disseminating church doctrine, publishing church newsletter, and pro-
viding materials for church school. This category pretty much covers everything except run-
ning church services. Those are exempt as having a religious purpose rather than a charitable 
one. 
 
 “Providing... assistance to individuals in their individual capacities solely by reason of their 
identification with some form of religious endeavor... is not a charitable use.” 
 
Advancement of education or science.  Providing scholarships, making low-interest col-
lege loans, publishing student journals, feeding athletes, alumni association, intercollegiate 
athletics program, and university bookstore. Building and running a school comes under an 
educational exemption. This category of charitable catches all the indirectly educational as-
pects of running an educational institution. 
 
Lessening the burdens of government.  Providing governmental or municipal services. 
Volunteer fire departments, providing reward money, professional standards review organi-
zations, crop seed certification, solid waste recycling, and guardian ad litem programs. Just 
doing something that the government should be doing or usually does won’t get it. The gov-
ernmental unit has to make an “objective manifestation” that this is its burden such as run-
ning a joint program or having some government funding. 
 
Promotion of health. Establishing and maintaining hospitals, clinics and so forth, including 
mental health facilities. This whole area is in change as it becomes increasingly difficult to 
sort out nonprofit and for profit activities. The IRS is looking closely at physician control of 
health care facilities and mergers.  
 
If you are going to be running a health care facility, you need to see Janet E. Gitterman and 
Marvin Friedlander, “Health Care Provider Reference Guide” (http://www.irs.gov/pub/irs-
tege/eotopicc04.pdf) and consult a specialist.  
 
Promotion of social welfare. Lessening 
neighborhood tensions, eliminating prejudice 
and discrimination, defending human and civil 
rights secured by law, and combating com-
munity deterioration and juvenile delinquency. 
Most social change organizations qualify as 
charitable under this heading.  
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The question will be whether your organization is an “action organization,” which would be 
a 501(c)(4) organization. An action organization can only achieve its goals through legisla-
tion. It “advocates or campaigns for the attainment of such main or primary objectives or ob-
jectives as distinct from engaging in nonpartisan analysis, study or research and making the 
results thereof available to the public.” 
 
A charity can advocate, but it should avoid calling itself an “advocacy organization.” 
 
Promotion of the arts. Promoting public appreciation of one of the arts or the ability and 
talents of young artists. A consideration will be whether the organization serves a private in-
terest. For example, if the organization sells the art work of exhibited artists and the artists 
get the money, the organization may not be considered exempt. 
 
Public interest law firms. The law firm must represent broad public interests and operate 
differently than a commercial firm.  
 
There must be a board representative of the public interest which is not controlled by the em-
ployees, the lawyers who litigate for the firm or a nonexempt entity (such as a regular law 
firm). See Rev. Proc. 71-39, 1971-2 C.B. 575.  
 
Local economic development corporations. LEDCs look like businesses. But their purpose 
is not profit but to eradicate poverty – a charitable purpose. As a general rule, a LEDC can 
receive 501(c)(3) recognition if its activities are targeted to businesses which are minority-
owned or experiencing difficulties because of their location in a deteriorated section of the 
community. 
 
There are a lot of tricky questions. You should consult a specialist.  
 

Educational Organizations 
 

This category of exempt purposes includes more than traditional schools. It also includes instruc-
tion to individuals and “instruction of the public on subjects useful to the individual and benefi-
cial to the community.” 

 
Community Education. You can advocate a particular position in your educational work. 
But the IRS distinguishes between 
education and propaganda.  “An organization may be educational even 

though it advocates a particular position or view-
point so long as it presents a sufficiently full and 
fair exposition of the pertinent facts as to permit 
an individual or the public to form an independ-
ent opinion or conclusion. On the other hand, an 
organization is not educational if its principal 
function is the mere presentation of unsupported 
opinion.” 

 
The regulation setting out the stan-
dard (contained in the box) was toss-
ed out by the circuit court in the won-
derfully named case of Big Mama 
Rag v. United States, 631 F.2d 1030 
(D.C. Cir. 1980).  
 
The IRS now uses a supposedly neu-
tral “methodology test” that looks at 

Reg. §1.501(c)(3)-1(d)3)(i) 
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how you get to the conclusions. (Rev. Proc. 86-43, 1986-2 C.B. 729.) The IRS’s revenue 
procedure outlining the methodology test sets out four standards which could disqualify an 
organization as an educational organization: 

  
• The “presentation of viewpoints or positions unsupported by facts is a significant por-

tion of the organization’s communications”; 
• The “facts that purport to support the viewpoint or position are distorted”; 
• The “organization’s presentations make substantial use of inflammatory and disparag-

ing terms and express conclusions more on the basis of strong emotional feelings than 
of objective evaluations”; and 

• The “approach used in the organization’s presentations is not aimed at developing and 
understanding on the part of the intended audience or readership because it does not 
consider their background or training in the subject matter.”  

 
Even these standards are not crystal clear. It appears that you have a fairly wide road down 
which to drive. Advocating that the murder of six million Jews by the Nazis never happened 
is propaganda because no reasonable methodology will get you there. National Alliance v. 
United States, 81-1 U.S.T.C. ¶ 9464 (D.D.C. 1981). 
 
The more controversial your views appear to mainstream America, the more likely they are 
to be challenged. If you work on issues like gay/lesbian rights or death penalty opposition, 
expect to be challenged to prove that you are engaging in education and not propaganda or 
that you should be a Section 501(c)(4) action organization. Be calm. In your response, use 
the language of the Federal Tax Regulations, the Big Mama Rag and National Alliance deci-
sions, and Revenue Procedure 86-43. They all have good language on doing advocacy and 
having a viewpoint. Your lawyer can use them in preparing your response. 
 
Child Care. Child care centers can be exempt under Section 501(k) if 1) their purpose is to 
allow parents to work and 2) their services are available to the general public. A child care 
center cannot be exempt under Section 501(c)(3) and provide an enrollment preference for 
the children of employees of a specific employer.  
 
You can also operate a charitable 501(c)(3) child care center if enrollment was based on the 
financial need of the children or the parents or the special needs of the children for the pro-
gram. You could also operate an education 501(c)(3) program if you have a qualified teacher 
operating a real preschool educational program and not just glorified babysitting. 
 
Schools and Race Discrimination. The law is settled that you cannot engage in racial dis-
crimination in your practices and get tax-exempt status. Bob Jones Univ. v. United States, 
461 U.S. 574 (1983), aff’g. 639 F.2d 147 (4th Cir. 1980, rev’g. 468 F.Supp. 890 (D.S.C.). To 
ensure compliance, private schools are required to keep extensive records on student compo-
sition and promotional materials. Each school must advertise itself as not discriminating. In 
addition, private schools are required annually to certify that they do not engage in racial dis-
crimination. You can do this as part of your Form 990 or Form 990EZ or file Form 5578, 
Annual Certification of Racial Nondiscrimination for a Private School Exempt from Federal 
Taxation. 
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Is it Really Just a Business?  
 
The IRS pays special attention to educational organizations on the question of whether they are 
really commercial entities rather than 501(c)(3) exempt entities. What makes an exempt child 
care facility different from the for-profit center across the street?  
 
Nonprofits can earn a profit. That is, a nonprofit can have more income than expenses. You sim-
ply can’t distribute that excess income to the folks who run the organization.  
 
Charities can earn interest on savings accounts and reasonably invest funds in stocks, bonds, real 
estate and other investments. Because you have a fiduciary responsibility for the funds in your 
care, your investments should be prudent. But placing funds in non- interest bearing accounts is 
simply bad stewardship. 
 
Charities can charge for the goods and services they provide as part of their program. If your 
charges always fully recover your costs, the IRS will question whether there is a donative aspect 
to your work and may deny you tax exempt status. But charging reasonable fees for goods and 
services is perfectly appropriate. Your organization is a charity – not a business.  
 
As grants and contributions fail to keep up with expenses, more of us are looking to ways to 
make money to fund the organization. That’s okay – within limits. 
 
If it begins to look like it’s really a business because so much of your effort and income will be 
coming from activities that are not charitable, you will not get tax exempt status. Your activities 
have to be substantially tax exempt. There is no hard and fast rule. But if unrelated business in-
come will make up 20 to 25% of your income, you are pushing the limits. You may want to set 
up a for-profit subsidiary which feeds its profits to your charity. 
 
So what is unrelated business income? The short version is that it’s something that you do to 
raise money and not to advance your exempt purpose. But the law has set out five tests for unre-
lated business activity for a nonprofit: 
  

• Is it a trade or business? 
• Is it regularly carried on? 
• Is doing the activity substantially related to carrying out your exempt functions? 
• Is the activity one of the kinds of business that is specifically excluded (such as giving 

low-cost gifts as a membership premium or providing a convenience of your members, 
employees, clients, or officers)? or, 

• Is the income one of the kind specifically excluded: annuities, capital gains, dividends, 
interest, rent or royalties.  

If you will have income – especially if it’s more than chump change – that is from the sale of 
goods or services, you would do well to seek advice from a tax attorney experienced in non-
profit issues or from an accountant with nonprofit tax experience. There is a good discussion 
of these issues in Bruce R. Hopkins, The Legal Answer Book for Nonprofit Organizations 
(John Wiley &Sons, Inc., 1996). 
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Are you exclusively carrying out exempt activities? 
 
An exempt organization cannot have substantial nonexempt activities. Nonexempt activities 
would include lobbying or unrelated business. You can’t engage in any partisan political activity. 

 
Lobbying. You can lobby as a 501(c)(3) organization, if yours is not a private foundation. 
But there are limits and you have to let the IRS know that you will stay within those limits. 
You also will have to observe limits imposed by funders.  See Lobby. 
  
In your application, if you envision any efforts to attempt to influence the outcome of legisla-
tion, you should be clear with the IRS on that and probably file Form 5768. Legislation in-
cludes budgets adopted by legislative bodies. Filing that form does not raise any red flags 
with the IRS. Be clear what proportion of your expenditures will go to influencing legisla-
tion. 
 
If legislative action is the only way to accomplish your organizational purpose, then you 
can’t be a 501(c)(3) organization. You have to have other strategies, tactics and programs. 
Otherwise, you are an action organization. So, in describing any lobbying activities, it clearly 
isn’t at the top of the list of what you do and how you do it. If it is, you need to be a 501(c)(4) 
organization. 
 
Partisan Electoral Activity. A 501(c)(3) organization cannot intervene in support of or op-
position to any candidate for public office. Crossing that line can incur the death penalty for 
your 501(c)(3) status. If you lose it, you are ineligible for 501(c)(4) status. Your managers 
can be fined.  This is an area where you should seek guidance from an expert. See 
Electioneering. 
 

Who will benefit from your activities? 
 
A charity is created and must be operated for a public purpose--not to enrich the folks who run it 
or other private individuals. Otherwise, there may be private benefit or private inurement.  
 
The basic concept of private benefit is simple. A private individual “cannot pocket the organiza-
tion’s funds.” Private inurement involves folks who run the nonprofit. Private benefit involves 
folks who don’t run the nonprofit.  
 
See the discussion of  
Private Inurement above.  
 
If you build housing so that all your board members will have a better place to live, that is pri-
vate inurement. [You can probably provide housing to a board member – among others. How-
ever, you would need an independent group (such as a property manager) using objective criteria 
making the decision about who is provided housing.] If you start a scholarship fund so that you 
can give tax-deductible dollars and then have your children get scholarships from this fund you 
control, that is private inurement. If you start a public interest law firm controlled by the lawyers 
who would be paid to do the litigation, that is private inurement. The same goes for a hospital 
controlled by the doctors who practice there. 
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Day cares operated for the children of employees of a specific company are not exempt because 
the purpose is to advance the commercial interests of the company by allowing it to attract and 
hold employees. That’s a private interest. 
 
If you are claiming a charitable purpose, serving a charitable class (poor folks, the disabled) 
shows a public purpose. How does your charitable purpose serve a public purpose rather than 
just a private one – of individuals or a company? 
 
Who will be doing the work? 
 
The IRS is also interested in knowing if you are contracting with another organization or com-
pany to do the work. A common set-up with a 501(c)(4)-501(c)(3) pair of organizations is for the 
501(c)(3) to receive contributions and grants. It then contracts with the 501(c)(4) corporation to 
do the work. You will see similar arrangements with the educational foundations of trade asso-
ciations.  
 
The IRS wants to ensure that this is not just a scam to funnel deductible money to nondeductible 
uses. A large management contract with a founder would raise a red flag with the IRS. What ac-
countability will there be where one organization controls the other?  
 
It’s okay to have such arrangements, but you have to explain them fully and attach agreements. 
You will have to set out every financial transaction every year in your Form 990-A. 
 
Part V. What Will You Pay Your Officers, Directors and Other Insiders?  
 
Part V presents a series of questions which ask, in essence: 

1. Do you have written policies and practices in place to ensure that insiders are not taking 
advantage of this organization to transfer its assets to themselves? 

2. Do you have a board which is independent of your staff, independent contractors and 
people from whom you purchase goods and services? 

3. Are you paying reasonable amounts for the goods and services you purchase?  
4. What procedures do you have to ensure this and how do you document those decisions? 

 
We have been members of groups in which members staunchly resisted conflict of interest poli-
cies, arguing that a) they somehow suggested that folks wouldn’t be on the up-and-up without 
explicit rules, b) that there was nothing wrong with board members doing the things that the IRS 
would have you prohibit or c) that these policies were too much trouble. 
 
Too bad. The direction of the law of tax-exempt organizations and corporations is such that con-
flicts of interest have to be addressed head on. The IRS provides a sample Conflict of Interest 
Policy which only a foolhardy organization would fail to use to craft a written policy which it 
would follow to the letter. 
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“Compensation. For purposes of Part V, compensation includes salary or wages, deferred 
compensation, retirement benefits, whether in the form of a qualified or non-qualified em-
ployee plan (pensions or annuities), fringe benefits (personal vehicle, meals, lodging, personal 
and family educational benefits, low interest loans, payment of personal travel, entertainment, 
or other expenses, athletic or country club membership, and personal use of your property), 
and bonuses.” (Instructions for Form 1023, at 8.)  

 
This means you need to disclose much more than just salaries or wages. Everything of value 
that you provide to any officer (which would include staff who serve as officers) or director in 
exchange for the services they provide to the corporation is compensation. If you can give 
actual figures, do so. Estimate them, with notation, if you can’t give actual figures. 

 
This whole set of questions asks not just about what you are doing, but what you have done 
and what you plan to do. 
 
Lines 1a-1c. In a set of three questions, the IRS asks you to tell how much you are or are going 

to be paying people. The issues again are private benefit and private inurement. Are you 
paying directors, officers, staff or independent contractors more than the value of the ser-
vices they provide in furthering your exempt purposes.  

 
It is legally okay to pay directors a reasonable fee for serving on the board. What is reason-
able depends upon the kind of organization, its budget and board member responsibilities. 
Many would argue that you should not and some states prohibit you from paying directors of 
public benefit corporations. The IRS is only concerned that you aren’t overpaying officers, 
directors and staff. 
 
1a . This Line asks for the names, addresses and titles of officers, directors and trustees to-

gether with their annual compensation. You can use either the mailing addresses of your 
officers and directors members or the organization’s address. 

1b. Provide the same information for staff who are compensated more than $50,000 annually. 
Remember, that is not just salary. If an employee’s salary plus health care plus pension 
contribution is more than $50,000, you have to list them and their total compensation. 
You can use either the organization’s or the employee’s home address. 

1c. Provide the same information, as well as firm name, for independent contractors who are 
compensated more than $50,000 annually. Independent contractors are those persons for 
whom you are required to file a Form 1099 Misc.  

 
Lines 2a-2c. The next set of questions addresses relationships – past, present and planned – 

among your insiders. Those are the folks you listed in the answers to Lines 1a through 1c. 
They want to ensure that decisions are being made to advance the exempt purposes of the or-
ganization and not for the personal interests of insiders, their family members or business as-
sociates. 
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2a. Describe whether there are family or 
business relationships among your 
officers, directors or trustees.  
 
Family relationships include 
spouses, children, siblings (brothers 
or sisters – whether whole or half), 
parents, ancestors, descendants and 
their spouses. 
 
Business relationships include em-
ployment and contractual relation-
ships as well as common ownership 
of a business. Common ownership 
means that any of you, alone or to-
gether, owns 35 % or more of a 
business. 
 

2b. This asks only about business rela-
tionships between the organization 
and any of its officers, directors or 
trustees – other than that they are on 
your board. Remember, this includes 
present, past or planned relation-
ships. If you are planning to have a 
board member remodel your building, you have to disclose that. If you rent from a board 
member, you have to disclose that. If you bought your office equipment from a board 
member, you have to disclose that.  

Mom ‘n ‘Em Do Not a Board Make 
 

Not infrequently we have folks talk to 
us who want to start an organization with the 
Board made up entirely of family members. 
 
With the new intermediate sanctions and excess 
benefit transaction rules, it becomes increas-
ingly dicey for public charities to be closely 
held. If a Board is made up of family members, 
who can hire you as Executive Director? No-
body. 
 
The IRS will be highly suspicious of organiza-
tions seeking exemption which have too many 
interrelationships (familial or business) among 
board, staff or major vendors. They should be. 
 
If you can’t find enough other folks to serve on 
your board, you should seriously reevaluate 
what you are doing or how you are doing it.  

 
2c. This questions asks about relationships (family or business) between highly compensated 

staff or independent contractors (the five highest paid of each category and receiving 
more than $50,000 compensation per year) and your officers, board or trustees. If the 
ED’s brother’s wife is on the board, you have to disclose that. Since this is a forward-
looking disclosure, too, you can’t wait to hire someone until after you sign and mail off 
the application to avoid disclosure. If you are planning to hire them, you have to disclose 
that. 

 
Lines 3a-3b. These questions go to whether the organization is receiving full value in services 

for the compensation paid. If not, there is an excess benefit and private inurement. That value 
is a product of the person’s duties, qualifications and time worked. It might not be an excess 
benefit to pay an experienced large hospital CEO $300,000 a year. It would be an excess 
benefit to pay an inexperienced college graduate $300,000 to direct an environmental organi-
zation with two employees. How do you know what’s excessive? What do employees with 
similar qualifications (education, training and experience) and responsibilities in your labor 
market make?  

 
3a. Make a list of the persons listed in response to Lines 1a through 1c together with a de-

scription of their qualifications, average hours worked and duties. A good rule of thumb 
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would be that the more people get paid, the more detail you need on their qualifications 
and duties. A board member who puts in 2 hours a month without compensation requires 
minimal explanation of their qualifications. A CEO being paid $300,000 requires a lot of 
explanation. 

 
3b. This question goes to whether you are paying people out of different pockets. If you have 

a 501(c)(3) and a 501(c)(4) combination, for example, you have to report on the compen-
sation from both entities and explain the relationship.  

 
 Common control doesn’t mean that you have one or two board members in common. 

However, if there is greater than 50 % overlap or more than half of the board members of 
one of the entities is appointed by the other there is common control. Likewise, if your 
organization and one or more commonly controlled organizations have a majority owner-
ship of a third corporation, partnership or trust.  

 
Line 4a-g. Although you are not required to have good practices, these questions ask whether 

you have good policies and practices in place for reasonable compensation arrangements for 
officers, directors and highly compensated employees and independent contractors. What 
they are asking in this series of questions is: Do you have a policy to keep interested parties 
from making decisions that effect themselves? Do you require that those decisions be made 
in advance and based on real comparability data to determine their reasonableness. Do you 
document who made the decisions and upon what evidence they were based? Or do you just 
pull numbers out of your ear and hope you don’t get nailed later?  

 
Remember, unless you arrive at compensation arrangements in this way, you have to prove 
that your compensation arrangements are reasonable. The IRS doesn’t have to prove that they 
are unreasonable.  

 
4a. Do you have a conflict of interest policy that you follow in setting compensation ar-

rangements? 
 

How will you ensure that compensation is appropriate? One way is to keep interested par-
ties out of the process. The IRS’s example Conflict of Interest Policy is provided above. 
 

4b. Do you or will you approve compensation arrangements in advance of paying compensa-
tion? 

 
Do your policies require that the Board or authorized individual approve compensation 
for officers, directors and highly compensated employees and independent contractors 
before they are paid?  
 
Although this seems self-evident, it is not in practice. In your organization, could the Ex-
ecutive Director decide – without prior Board approval – to lease a vehicle for her use 
without restriction? Could the ED decide to bring his spouse on a trip at the organiza-
tion’s expense without prior approval? Do you operate on the “better to ask forgiveness 
than permission” policy when it comes to Board approval of staff benefit arrangements? 
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4c. Do you or will you document in writing the date and terms of approved compensation ar-
rangements? 

 
If you don’t document these approvals, how will you prove that they were approved by 
persons who did not have conflicts of interest? 
 

4d. Do you or will you record in writing the decision made by each individual who decided 
or voted on compensation arrangements? 

 
If you don’t record, in the minutes of a Board meeting for example, how each vote was 
cast, how do you demonstrate that conflicted Board members did not vote to approve the 
compensation?  
 

4e. Do you or will you approve compensation arrangements based on information about 
compensation paid by similarly situated taxable or tax-exempt organizations for similar 
services, current compensation surveys 
compiled by independent firms, or ac-
tual written offers from similarly situ-
ated organizations?  
 
This is asking: Do you use real data to 
set salaries and other compensation? If 
not, how do you prove that the compen-
sation was reasonable? “’Similarly situ-
ated organizations’ means tax-exempt or 
taxable organizations of a comparable 
size, purpose, and resources. Adjust-
ments due to geographic area, and other 
specific conditions are appropriate, but 
should be documented. The source(s) of 
comparable compensation data, both taxable and non-taxable, should be documented and 
copies retained in your permanent records.” Instructions for Form 1023 at 9. Note that 
you can do comparables to similarly situated for-profit entities. 

This question is rather like your 
mother asking: “If you don’t study, how do 
you plan to go to college?” There is no 
good answer other than “You’re right, 
Mom. I’ll start studying.”  
 
That means that you should put these pro-
cedures in place – at least by board resolu-
tion – before completing your application. 
 

 
If an employee has an actual written offer from a similarly situated organization, you can 
match that offer without exceeding reasonable compensation levels. That establishes the 
market. It doesn’t mean that you can simply accept what your employee tells you some-
one else is willing to pay. 
 
SCANPO publishes a compensation and benefits survey which should meet these re-
quirements. http://scanpo.org/comp_ben_report.asp 
 

4f.  Do you or will you record in writing both the information on which you relied to base 
your decision and its source? 
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4g. If you answered “No” to any item on lines 4a through 4f, describe how you set compen-

sation that is reasonable for your officers, directors, trustees, highest compensated em-
ployees, and highest compensated independent contractors listed in Part V, lines 1a, 1b, 
and 1c. 

 
“’Reasonable compensation’ is the amount that would ordinarily be paid for like services 
by like organizations under like circumstances as of the date the compensation arrange-
ment is made.” 
 

Lines 5a-c. In case you weren’t paying attention, the IRS really wants you to have a Conflict of 
Interest Policy pretty much like the one they provide in Appendix A to the instructions for 
the form. In Line 4, they were focused on compensation arrangements – how you pay staff 
and independent contractors. Here, the questions relate to all conflicts of interest and whether 
you have policies in place to avoid them. Thus, here, the focus is more on questions like: Do 
you rent from a Board member? Do you hire Board members’ companies to do work for 
you? Do you purchase goods and services from Board members? Public charities can cur-
rently do all those things. Private foundations, which have strict prohibitions on self-dealing, 
cannot. 

 
If you have a conflict of interest policy that is consistent with their example, you only have to 
check the box in 5a. You don’t have to answer 5b and 5c. 

 
Lines 6a-b. These questions go to non-fixed payments. A fixed payment is one that is a set dol-

lar amount or set by a formula, such as a Consumer Price Index inflation factor. It could in-
clude a bonus which is triggered by a specified event or contingency. A non-fixed payment 
involves discretion, such as a bonus based on performance which is not triggered by specific 
events or contingencies. See Hopkins, The Law of Intermediate Sanctions, at 108,170-171. 
The instructions for Form 1023 ask you to include revenue-based payments within the defini-
tion of non-fixed payments. Instructions for Form 1023, at 9. 

 
Line 6a asks whether you will pay any non-fixed payments to insiders – officers, directors, 
trustees, highly compensated employees or highly compensated independent contractors. 
You are asked to “describe all non-fixed compensation arrangements, including how the 
amounts are determined, who is eligible for such arrangements, whether you place a limita-
tion on total compensation, and how you determine or will determine that you pay no more 
than reasonable compensation for services.” 
 
Line 6b asks the same question for any other employees, i.e. those who are not officers or 
highly compensated employees. 

 
Lines 7a-b. These questions go to whether you buy (Line 7a) from insiders or sell (Line 7b) to 

insiders and, if you do, how you ensure that the terms are negotiated at “arms length” so that 
you buy from insiders at no more than “fair market value” and sell to insiders at no less than 
“fair market value”. You have to attach copies of any contracts, leases or agreements 
with insiders.  
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An “arms length” transaction means that you have done what you can to eliminate the effect 
of the substantial influence that an insider has over your affairs. “Using a conflict of interest 
policy, information about comparable transactions between unrelated parties, and reliable 
methods for evaluating the transaction, are examples of precautions that would help make 
the negotiation process equivalent to one between unrelated persons.” Instructions for Form 
1023, at 9. 
 
Fair market value “… is the price at which property or the right to use property would 
change hands between a willing buyer and a willing seller, neither being under any compul-
sion to buy, sell, or transfer property or the right to use property, and both having reasonable 
knowledge of relevant facts.” Again, “... information about comparable transactions between 
unrelated parties …” is the best measure of that. 
 
In Line 7b, you don’t have to report on the sales of goods and services which are carried out 
in the normal course of business and are available to the general public on the same terms 
and conditions. If you have an art museum, for example, you wouldn’t need to report on ad-
missions charged to directors and their families at the same price you charge everyone else.  

 
Line 8a. This question asks about any leases, contracts, loans, or other agreements – written or 

oral – with insiders. You have to explain what they entail, how they were negotiated and how 
you ensured that you didn’t pay more than fair market value or charged less than fair market 
value. You have to include copies of the agreements. 

 
This is where you talk about the office lease in a building owned by a board member. That 
arrangement is okay as long as you aren’t paying more than a fair market price for that space. 
You really need to have an independent professional give you a written opinion or document 
the prices on a number of similar properties. 

 
Line 9a-f. These questions ask about leases with organizations in which your insiders are also 

insiders. The term organization doesn’t mean just another nonprofit.  
 

If you have a relationship with a Section 501(c)(4) organization and rent space from or to 
them, this is where you would report that. 

 
Part VI. Benefits you Provide 
 
In carrying out your exempt programs, do you provide goods, services or funds to individuals or 
organizations?  
 
What the IRS is asking in this Part VI 
is: 1) Did you create a nonprofit or-
ganization for the private benefit of 
your members or a limited group of 
individuals. 2) Does this nonprofit 
provide a public benefit or primarily 
serve a private purpose? 

You cannot restrict your services by race, ex-
cept under certain narrow exceptions which the Su-
preme Court will probably soon eliminate. You can-
not, for example, limit scholarships by race. 
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Line 1a.  
Most of what charities do is to provide goods, services or funds to individuals who are 
members of a charitable class. That’s why the IRS is asking you to describe your programs 
and your services.  

CHARITABLE CLASS – The group of individuals that may properly receive assistance 
from a charitable organization is called a charitable class. A charitable class must be large 
or indefinite enough that providing aid to members of the class benefits the community as 
a whole. Because of this requirement, a tax-exempt disaster relief or emergency hardship 
organization cannot target and limit its assistance to specific individuals, such as a few 
persons injured in a particular fire. Similarly, donors cannot earmark contributions to a 
charitable organization for a particular individual or family. When a disaster or emer-
gency hardship occurs, a charitable organization may help individuals who are needy or 
otherwise distressed because they are part of a general class of charitable beneficiaries, 
provided the organization selects who gets the assistance. 

IRS, Publication 3833 – Disaster Relief 
http://www.irs.gov/pub/irs-pdf/p3833.pdf 

 
Neither the law nor the IRS is clear on precisely what constitutes a charitable class. It is not 
simply the common understanding of the poor or distressed. “Rather, the essential require-
ment for achieving charitable status is that benefits be accorded the general public or the 
community, or some sufficiently general subgroup, thereof, such as students, patients, or the 
aged.” Hopkins, Law of Tax Exempt Organizations, at 128.  
 
Where you will run into problems is if you are intending to provide benefits to only an indi-
vidual or a small number of persons. You hear appeals for funds to help some person get a 
kidney. You could not get 501(c)(3) tax-exempt status for the “Buy Suzy Jones a Kidney 
Fund.” The smaller the number of intended recipients, the more it will be important for you 
to justify how serving those persons serves a broader public purpose and provides a commu-
nity benefit. 
 
Line 1b. 
You can provide goods, services or funds to organizations. Again, you have to show that the 
provision of those services has a charitable purpose and serves a public benefit. 
 
One exception to this is consortia, where several charitable organizations join together in a 
cooperative venture. The IRS will generally deny tax-exempt status to these consortia except 
where the consortium carries on its own exempt programs or raises at least 85 percent of its 
funds from outside sources. See: Hopkins, Law of Tax-Exempt Organizations, at 176-182. 
 
Line 2. 
Do any of your programs limit the provision of goods, services, or funds to a specific indi-
vidual or group of specific individuals? For example, answer “Yes,” if goods, services, or 
funds are provided only for a particular individual, your members, individuals who work for 
a particular employer, or graduates of a particular school. If “Yes,” explain the limitation and 
how recipients are selected for each program. 
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Remember, a public charity is created for a public purpose. If you limit your services or 
funds to a small enough group, that is private benefit. For example, a child care program re-
stricted or giving preference to employees of a single organization is not eligible for Section 
501(c)(3) status. We have been approached more than once by individuals who wanted to 
form a “scholarship” organization to receive tax-deductible contributions to provide scholar-
ships only to the children of the donors. That won’t fly. 
 
Line 3. 
Do any individuals who receive goods, services, or funds through your programs have a fam-
ily or business relationship with any officer, director, trustee, or with any of your highest 
compensated employees or highest compensated independent contractors listed in Part V, 
lines 1a, 1b, and 1c? If “Yes,” explain how these related individuals are eligible for goods, 
services, or funds. 
 
Are you setting up this charity to benefit insiders or their families? There may be circum-
stances where insiders or their families would receive benefits from the charity. For example, 
an organization of mental health advocates with family members of the mentally-ill serving 
on the board might create housing for mentally ill persons. You couldn’t just or principally 
create the housing for the family members of board members. But, you don’t have to prohibit 
serving those family members either. You need to ensure that all benefit recipients are treated 
similarly. You want an independent body making determinations on benefits received by any 
of those family members based upon objective criteria. 
 

Part VII. Your History 
 

Line 1. Are you a successor to another organization? Answer “Yes,” if you have taken or will 
take over the activities of another organization; you took over 25% or more of the fair market 
value of the net assets of another organization; or you were established upon the conversion 
of an organization from for-profit to non-profit status.  

 
They’re asking: “Where did this organization come from?” If it is the successor of an exist-
ing charity, the IRS can look to see whether that organization was in good standing and com-
plied with the public charity rules.  
 
If you simply took a few months to organize and incorporate before applying for recognition, 
that does not make you a successor organization.  
 
Being the outgrowth or successor to another organization is more formal than, “We all used 
to belong to XYZ Club, but we decided to start our own group.” Did the XYZ Club Board 
vote to spin off part of its program into a separate corporation? Did they dissolve because the 
IRS took away their tax-exempt status and they gave you all their assets so that you could 
create a new corporation to get tax-exempt status to do what XYZ Club was supposed to be 
doing?  
 
The second part goes to whether this is a successor to a for-profit organization which is con-
verting to a non-profit. The concerns here will be that the former owners are seeking to use 
exempt status to obtain private benefit. For example, a for-profit art gallery seeks to convert 
to a tax-exempt nonprofit art gallery. The former owner will be the Executive Director and 
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the new organization will both pay him a salary and assume a substantial debt for funds bor-
rowed to purchase art. Although, with solid professional guidance, you could make this 
work, the IRS will go in assuming that this is a scam to use tax-deductible dollars to pay off 
the owner’s debts. They will also want to know how the activities of the tax-exempt entity 
are any different from those of the for-profit. Is it really just a business subsidized by tax-
exempt funds?  
 
If the answer to Line 1 is “Yes,” you need to complete Schedule G, which is at page 24 of the 
application. 
 

Line 2. Are you submitting this application more than 27 months after the end of the month in 
which you were legally formed? If “Yes,” complete Schedule E. 

 
Normally, you have to apply for 501(c)(3) status within 27 months of your formation. If you 
do, contributions to you are deductible back to when you formed. Schedule E, which is found 
at page 20 of the application, walks you through determining whether you filed on time or 
didn’t have to file on time.  
 
You are exempt from filing within 27 months if yours is: 
 

1. a church, interchurch organization of local units of a church, a convention or associa-
tion of churches, or (within limits) an integrated auxiliary of a church; 

2. a public charity that normally has gross receipts of less than $5,000 per year; 
Our experience is that they will not agree to this exception if you ever had a 
year with receipts in excess of $5,000. 

3. part of a bigger organization and covered by their group exemption letter. 
The parent or supervisory organization had to have timely given IRS notice that 
your organization was covered by the group exemption. 

4. created on or before October 9, 1969. 
 

If you don’t qualify under 1, 2, 3 or 4, then you can beg for an extension of time. To be suc-
cessful, you will have to show that you acted with “reasonable action and good faith” and the 
extension will create “no prejudice to the interests of the government.” The instructions for 
Form 1023, at page 22, lay out what you will have to show. It’s a whole lot easier to take 
care of business within the 27 month period. 

 
Okay. You can’t meet any of the timeliness tests in 1 through 4. You can request that your 
501(c)(3) status extends from the date the application is received and not back to the date of 
your formation. This means from the date that a substantially complete application with all 
the answers is received by the IRS, including all questions’ answers, appropriate signatures 
done and attachments attached. 

 

The effect of this is that any contributions you received in the past are not de-
ductible to the donor. You better make sure that they know that. 
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You can request to be considered a Section 501(c)(4) organization back to the date you were 
created. You need to do this so that you are not liable for taxes on income up to the date you 
file your Form 1023. You do this in Schedule E, line 8. You don’t have to file a separate 
form. 

 
 Part VIII. Your Specific Activities 
 
Okay. In Part IV. Narrative Description of Your Activities 
, above, you already told them in detail what you plan to do. So, they are asking again. It’s kind 
of like the cops repeatedly asking a suspect to give their version of what went down in slightly 
different ways, probing for inconsistencies. These 22 sets of questions go to those areas where 
there are likely to be problems or where you need to be reminded to fill out additional schedules. 
“So, tell us again what you plan to do.” 
 
Clearly, you don’t want inconsistencies. Once you’ve finished Part VIII, go back to Part IV and 
make sure that what you told them in Part IV matches what you told them in Part VIII. In the al-
ternative, you can just send it in and expect to spend the next year answering questions from the 
Exempt Organizations person assigned your file.  
 
Line 1. Do you support or oppose candidates in political campaigns in any way? If “Yes,” ex-

plain. 
 

This question is organizational not personal. And there is only one correct answer if you want 
to get recognition as a 501(c)(3) organization – “No”. For a discussion of this, see the section 
on Electioneering above. 
 

Line 2a. Do you attempt to influence legislation? If “Yes,” explain how you attempt to influence 
legislation and complete line 2b. If “No,” go to line 3a. 
 
“Yes” is fine – within limits. The explanation needs to address how you intend to lobby – 
“direct lobbying” or “grassroots lobbying”. See the discussion of Lobby, above, and under 
Line 2b, below. If you answer “yes,” your discussion must address the percentage of your to-
tal time and total expenditures which will go to lobbying. They also want representative cop-
ies of your lobbying materials – letters, brochures and so forth. 
 
Is the real answer: “Well, we don’t really do anything else”? Then, you should be applying 
for recognition under Section 501(c)(4). That is a tax-exempt organization, but contributions 
to it are not deductible. If the answer is: “We do a lot of it but we also do a lot that is purely 
educational,” then you might explore creating two corporations. One a Section 501(c)(3) or-
ganization and the other a Section 501(c)(4) organization.  

 
Line 2b. Have you made or are you making an election to have your legislative activities meas-

ured by expenditures by filing Form 5768? If “Yes,” attach a copy of the Form 5768 that was 
already filed or attach a completed Form 5768 that you are filing with this application. If 
“No,” describe whether your attempts to influence legislation are a substantial part of your 
activities. Include the time and money spent on your attempts to influence legislation as 
compared to your total activities. 
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How much can we do? Here’s the theory. A 501(c)(3) organization is created exclusively for 
charitable, educational, religious, scientific, and so on purposes. Lobbying is none of those 
things – even if the lobbying is in furtherance of your exempt purposes. But there are too 
many negative consequences if 501(c)(3)s can’t do any lobbying. 
 
So, until 1976, the only test was: Is lobbying a substantial part of your activities? You can 
read the regulations and the case law on this all year and not be sure what it means. However, 
the test is based on how substantial a part of your activity lobbying is – not how much you 
spend on it. Thus, if you do a lot of lobbying through volunteers, you might have substantial 
activity without spending a lot of money. 
 
So in 1976 Congress created an option: the expenditure test. The expenditure test, also 
known as “the section 501(h) expenditure test,” sets up a sliding scale, based on the organiza-
tion’s expenses for the year for what is substantial. That sliding scale is: 

 
Exempt Function  

Expenditures 
Permitted for  

Legislative Efforts 
Limit for  

Grassroots Lobbying 
Up to $500,000 20% 5.00%

Next $500,000 15% 3.75%

Next $500,000 10% 2.50%

Next $500,000 5% 1.25%

Maximum $1,000,000

 
The base is actually your “exempt function expenditures”, but that’s pretty much what you 
spent unless you have unrelated business income, hire outside fundraisers, have capital ac-
count expenses or are churning dollars through an affiliate to goose this number up. If you 
are doing any of those, you better have a good accountant. Let her figure it out. 
 
Unless your lobbying activities are largely grassroots and carried out by volunteers, you are 
probably better protected by the Section 501(h) election that you make using Form 5768. 
That way, you know what you can spend. 

 
Line 3a. Do you or will you operate bingo or gaming activities? If “Yes,” describe who conducts 

them, and list all revenue received or expected to be received and expenses paid or expected 
to be paid in operating these activities. Revenue and expenses should be provided for the 
time periods specified in Part IX, Financial Data. 

 
Line 3b. Do you or will you enter into contracts or other agreements with individuals or organi-

zations to conduct bingo or gaming for you? If “Yes,” describe any written or oral arrange-
ments that you made or intend to make, identify with whom you have or will have such ar-
rangements, explain how the terms are or will be negotiated at arm’s length, and explain how 
you determine or will determine you pay no more than fair market value or you will be paid 
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at least fair market value. Attach copies or any written contracts or other agreements relating 
to such arrangements.  

 
Line 3c. List the states and local jurisdictions, including Indian Reservations, in which you con-

duct or will conduct gaming or bingo. 
  

Many states, like South Carolina, limit bingo licenses to nonprofit organizations. (You can 
find bingo law in Title 12, Chapter 24 of the South Carolina Code of Laws. 
http://www.scstatehouse.net/code/t12c021.htm.) Those nonprofits typically hire a for-profit 
promoter who runs the games under contract to the nonprofit. Oftentimes, it is hard to distin-
guish the nonprofit from the promoter. These contracts are potential cesspools of private 
benefit. The nonprofit gets precious little of the cash flow to apply to its exempt purpose. 

 
The IRS is now asking you to show up front that this nonprofit is not being created as a front 
for a private promoter. If you are not hiring a promoter, but running the games on your own, 
they want to know if anyone is getting paid to run the games and, if so, how much.  

 
Line 4a. Do you or will you undertake fundraising? If “Yes,” check all the fundraising pro-

grams you do or will conduct. (See instructions.) Attach a description of each fundraising 
program. 

 
There is no good or bad fundraising. Just answer the question. Remember that if you say you 
are going to be doing web-based fundraising and you told them you didn’t have a website, 
they will wonder.  
 
If you tell them that you are planning on using “vehicle, boat, plane or similar donations,” be 
aware that there have been a lot of abusive deductions which the IRS is starting to police. See 
the discussion above at  
Car Donations 

 
  

Line 4b. Do you or will you have written or oral contracts with any individuals or organizations 
to raise funds for you? If “Yes,” describe these activities. Include all revenue and expenses 
from these activities and state who conducts them. Revenue and expenses should be provided 
for the time periods specified in Part IX, Financial Data. Also, attach a copy of any contracts 
or agreements. 

 
Their real concerns here are: 1) whether you have a contract with a professional fundraiser 
that creates private benefit and 2) whether the fundraising is wagging the charitable dog.  
 
“Do you pay the professional fundraiser more than the value they provide in advancing the 
tax exempt purposes of your organization?” There are no bright line percentage tests. The 
courts have said that there can’t be any. But you should have done a market study before en-
tering into any contracts to make sure that you aren’t getting ripped off. Contracts are on file 
at the Secretary of State’s office. You can also check there. This will especially be problem-
atic if your contract is with an organization run by insiders – principal staff or board mem-
bers. 
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Line 4c. Do you or will you engage in fundraising activities for other organizations? If “Yes,” 
describe these arrangements. Include a description of the organizations for which you raise 
funds and attach copies of all contracts or agreements. List all states and local jurisdictions in 
which you conduct fundraising. For each state or local jurisdiction listed, specify whether 
you fundraise for your own organization, you fundraise for another organization, or another 
organization fundraises for you.  

 
Line 4d. Do you or will you maintain separate accounts for any contributor under which the con-

tributor has the right to advise on the use or distribution of funds? Answer “Yes” if the donor 
may provide advice on the types of investments, distributions from the types of investments, 
or the distribution from the donor’s contribution account. If “Yes,” describe this program, in-
cluding the type of advice that may be provided and submit copies of any written materials 
provided to donors. 

 
This question is really asking: “Will you administer donor-advised funds?” This is an area in 
which the IRS and Congress have taken great interest. If you plan to administer donor-
advised funds, you need to consult experienced tax-exempt legal counsel who stays abreast 
of legal developments. 
 

Line 5. Are you affiliated with a governmental unit? If “Yes,” explain. 
 

You are “affiliated” with a governmental unit if you were created by, controlled by or closely 
related to a governmental unit.” You can be a Section 501(c)(3) organization and affiliated 
with a governmental unit. However, if you are actually a governmental unit you aren’t eligi-
ble for Section 501(c)(3) status. What’s the difference? Do you have taxing or police author-
ity? If so, you are a governmental unit. 
 

Lines 6a and 6b. Do you or will you engage in economic development? If “Yes,” describe your 
program. Describe in full whom benefits from your economic development activities and 
how the activities promote exempt purposes. 

 
This one is tricky because there is a conflict 
between public and private benefit in eco-
nomic development activities. Moreover, 
there are other tax-exempt statuses which 
are quite appropriate to economic develop-
ment activities: 501(c)(4) civic improve-
ment associations and 501(c)(6) business 
leagues.  
 
The tests that the IRS will apply to whether 
your economic development activities are 
501(c)(3) eligible go to your demonstration 
of your tax-exempt purpose. If your purpose 
is “to combat community deterioration,” the IRS wants to know if the geographic areas you 
will serve have “… been declared blighted or economically depressed by a government find-
ing.” Point to regional and municipal planning documents, census data and so forth. If you 
can’t, the IRS will try to push you to another tax status. 

“Economic development” organizations are 
generally formed to combat community de-
terioration by assisting businesses located 
in a particular geographic area whose econ-
omy is economically depressed or deterio-
rating. Their varieties of activities include 
grants, loans and provision of information 
and expertise, or creation of industrial 
parks. 

 Instructions for Form 1023, p. 10 
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An economic development organization can also be created for the 501(c)(3)-eligible exempt 
purposes of eliminating prejudice and discrimination or lessening the burdens of government.  
 
If lessening the burdens of government is your exempt purpose, then the IRS wants to know 
if the government (at whichever level) thinks that you are doing something that falls within 
their responsibilities and whether you are somehow involved with those governmental enti-
ties in a way which shows that you are lessening governmental burdens. This is one where 
letters, minutes or copies of resolutions would be very helpful.  
 
Aside from clarifying your exempt purposes, the IRS also is concerned about private benefit 
and private inurement issues. If you created your CDC to build housing just for your board 
members, for example, you would have private inurement issues.  
 
If you structured business relationships with banks or investors in such a way that their mak-
ing money was more important than you meeting your charitable purposes, there would be 
impermissible private benefit. “A § 501(c)(3) organization may form and participate in a 
partnership and meet the operational test if 1) participation in the partnership furthers a chari-
table purpose, and 2) the partnership arrangement permits the exempt organization to act ex-
clusively in furtherance of its exempt purpose and only incidentally for the benefit of the for-
profit partners.” Rev. Rul. 98-15, 1998-1 C.B. 718; http://www.irs.gov/pub/irs-drop/rr-98-
15.pdf.  
 
The courts have found that a key element in evaluating joint ventures with for-profit entities 
is that the charity “… maintain sufficient control of the venture to ensure that the activities of 
the venture further its charitable purpose.” Bricker & Eckler, LLP, “’Ancillary’ Joint Ven-
tures with For-Profit Entities,” Health Care Client Bulletin No. 04-03; 
http://www.bricker.com/Publications/articles/754.pdf. See, also, Rev. Rul. 2004-51, 2004-22 
I.R.B. (June 1, 2004); http://www.irs.gov/pub/irs-drop/rr-04-51.pdf. 
 
These are obviously tricky questions with no bright line tests. If you are going to be entering 
joint ventures with for-profit entities, you need expert legal advice which covers not just the 
contractual issues but the tax-exempt implications as well. 
 

Lines 7a. Do or will persons other than your employees or volunteers develop your facilities? If 
“Yes,” describe each facility, the role of the developer, and any business or family relation-
ship(s) between the developer and your officers, directors, or trustees. 

Line 7b. Do or will persons other than your employees or volunteers manage your activities or 
facilities? If “Yes,” describe each activity and facility, the role of the manager, and any busi-
ness or family relationship(s) between the manager and your officers, directors, or trustees. 

Line 7c. If there is a business or family relationship between any manager or developer and your 
officers, directors, or trustees, identify the individuals, explain the relationship, describe how 
contracts are negotiated at arm’s length so that you pay no more than fair market value, and 
submit a copy of any contracts or other agreements. 

 
Lines 7a through 7c are trying to get at questions of private inurement. If you are going to 
develop – plan, finance or construct buildings or provide services in the acquisition of land, 
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who is going to do that? (Line 7a.) Are you going to contract with someone to run your op-
eration – direct or administer it? (Line 7b.) 
 
In either case, you have to lay out: 1) all the relationships between and among insiders and 
the contractor(s) and 2) the processes you used to ensure that you were not paying more than 
fair market value for those services. You also have to include copies of all contracts and 
agreements. 
 
Again, you can have these kinds of relationships, but you should enter into them very care-
fully. 
 

Line 8. Do you or will you enter into joint ventures, including partnerships or limited liability 
companies treated as partnerships, in which you share profits and losses with partners other 
than section 501(c)(3) organizations? If “Yes,” describe the activities of these joint ventures 
in which you participate. 
See the discussion under Part VIII, line 6, on the preceding page. 
 

Lines 9a. Are you applying for exemption as a childcare organization under section 501(k)? If 
“Yes,” answer lines 9b through 9d. If “No,” go to line 10.  

Line 9b. Do you provide child care so that parents or caretakers of children you care for can be 
gainfully employed (see instructions)? If “No,” explain how you qualify as a childcare or-
ganization described in section 501(k).  

Line 9c. Of the children for whom you provide child care, are 85% or more of them cared for by 
you to enable their parents or caretakers to be gainfully employed (see instructions)? If “No,” 
explain how you qualify as a childcare organization described in section 501(k).  

Line 9d. Are your services available to the general public? If “No,” describe the specific group 
of people for whom your activities are available. Also, see the instructions and explain how 
you qualify as a childcare organization described in section 501(k). 

 
 If you are actually running a school, “… an educational organization whose primary function 

is the presentation of formal instruction and which normally maintains a regular faculty and 
curriculum …,” then you should be applying under Section 170(b)(1)(A)(ii) and not Section 
501(k). 

 
If yours is not a school as defined by the Internal Revenue Code, it is only eligible for Sec-
tion 501(c)(3) status if: 

1. it provides care for children away from their homes; 
2. substantially all of the child care enables individuals to be gainfully employed; and 
3. the services provided are available to the general public. 

 
If less than 85 % of your services are for working parents or caretakers, you need to explain 
why you still qualify for Section 501(c)(3) status. It may be that you are providing child care 
while parents look for work, obtain training or get their lives in order to be employable. Just 
providing relief to harried stay-at-home dads won’t get it. 
 
A child care organization which serves a limited clientele, such as the employees of the spon-
soring company, is not eligible under Section 501(k) for Section 501(c)(3) status. 
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Line 10. Do you or will you publish, own, or have rights in music, literature, tapes, artworks, 
choreography, scientific discoveries, or other intellectual property? If “Yes,” explain. De-
scribe who owns or will own any copyrights, patents, or trademarks, whether fees are or will 
be charged, how the fees are determined, and how any items are or will be produced, distrib-
uted, and marketed. 

Line 11. Do you or will you accept contributions of: real property; conservation easements; 
closely held securities; intellectual property such as patents, trademarks, and copyrights; 
works of music or art; licenses; royalties; automobiles, boats, planes, or other vehicles; or 
collectibles of any type? If “Yes,” describe each type of contribution, any conditions imposed 
by the donor on the contribution, and any agreements with the donor regarding the contribu-
tion. 

 
These are areas which the IRS considers ripe for abuse and is watching closely. If you are go-
ing to engage in these activities in any substantial way, especially if you are going to pay 
folks to do copyrighted work or allow employees to share in or keep copyrights or patents, 
you need expert legal help. Likewise if you will be purchasing or receiving real property; 
conservation easements; closely held securities; intellectual property; licenses; royalties; 
automobiles, boats, planes, or other vehicles; or collectibles of any type as donations. See 
Douglas M. Mancino, “Charities and Tax Shelters: Old Wine in New Bottles?” GPSolo 
Magazine (March 2005); 
http://www.abanet.org/genpractice/magazine/2005/mar/charitytaxshelters.html; Charitable 
Contributions of Patents and Other Intellectual Property, Notice 2004-7, 2004-3 I.R.B. 310; 
http://www.irs.gov/irb/2004-03_IRB/ar10.html. 
 

Lines 12a-12d. Do you or will you operate in a foreign country or countries? If “Yes,” answer 
lines 12b through 12d. If “No,” go to line 13a. Name the foreign countries and regions within 
the countries in which you operate. Describe your operations in each country and region in 
which you operate. Describe how your operations in each country and region further your 
exempt purposes. 

 
Lines 13a-13g. Do you or will you make grants, loans, or other distributions to organization(s)? 

If “Yes,” answer lines 13b through 13g. If “No,” go to line 14a. 
 

These questions generally apply to grant making organizations – foundations. They may ap-
ply to your organization if, for example, you make grants or loans as part of an economic de-
velopment program. What the questions go to, again, is: Are you making grants or loans to 
insiders?  

 
Lines 14a-14f. Do you or will you make grants, loans, or other distributions to foreign organiza-

tions? If “Yes,” answer lines 14b through 14f. If “No,” go to line 15. 
 

These questions apply is you make grants, loans or other distributions to foreign organiza-
tions. They principally address how you ensure that these distributions are in furtherance of 
your exempt purposes.  
 

Line 15. Do you have a close connection with any organizations? If “Yes,” explain.  
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This is attempting to get a things like 501(c)(3)-501(c)(4) combos. A 501(c)(3) that is related 
to a 501(c)(6) business league and so forth. This doesn’t just mean that you are friends but 
would go to issues like: 

1. You control them – including by having authority to approve budgets or expenditures 
– or they control you. 

2. You were created at about the same time by the same folks. 
3. You share office facilities and/or employees. 
4. You coordinate your programs. 
5. You have interlocking directorates, i.e. some of the same folks on the boards, and you 

conduct activities in common or you have a financial relationship. 
 

In your explanation, you need to go into how you ensure that 501(c)(3) dollars are not being 
used to subsidize non-501(c)(3) eligible activities. That entails keeping separate books and 
good records on who was doing what when with what resources. If the relationships is such 
that the (c)(4) carries out the (c)(3) eligible activities of the (c)(3), what are the accountability 
measures to ensure that nothing gets paid for with (c)(3) dollars that is not an activity of the 
(c)(3)? If you share office space, and employees, how do you track allocation of costs to the 
correct organization? 
 
If you are going to have closely connected organizations, you need experienced guidance on 
setting them up and operating them to avoid transferring (c)(3) assets to non-(c)(3) uses.  
 

Line 16. Are you applying for exemption as a cooperative hospital service organization under 
section 501(e)? If “Yes,” explain. 

 
Unless you provide a set list of services, which the instructions list – and no other services – 
for two or more hospitals or comparable entities, this does not apply to you. 

 
Line 17. Are you applying for exemption as a cooperative service organization of operating edu-

cational organizations under section 501(f)? If “Yes,” explain. 
 
 Unless you provide collective investment services for members who are private and public 

educational institutions, this does not apply to you. 
 
Line 18. Are you applying for exemption as a charitable risk pool under section 501(n)? If 

“Yes,” explain. 
 

A charitable risk pool is essentially an joint insurance pool for charitable organizations. That 
you might participate in such a pool, for health insurance for example, does not mean that 
this section applies to you. This is only for the pool. 
 

Line 19. Do you or will you operate a school? If “Yes,” complete Schedule B. Answer “Yes,” 
whether you operate a school as your main function or as a secondary activity. 

 
“’A school’ is an educational organization whose primary function is the presentation of 
formal instruction and which normally maintains a regular faculty and curriculum and nor-
mally has a regularly enrolled body of pupils or students in attendance at the place where its 
educational activities are regularly carried on.” This is very much a brick-and-mortar school 
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definition. However, it could include “… an activity … that is operated as an activity of a 
museum, historical society or church.” An irregular training program would not qualify.  
 

Line 20. Is your main function to provide hospital or medical care? If “Yes,” complete Schedule 
C. 

 
“’Hospital or medical care’ includes the treatment of any physical or mental disability or 
condition., whether as an inpatient or outpatient.” Note that a skilled nursing facility would 
fit under this definition. 
 

Line 21. Do you or will you provide low-income housing or housing for the elderly or handi-
capped? If “Yes,” complete Schedule F. 

 
“’Low-income housing’ refers to rental or ownership housing provided to persons based on 
financial need. ‘Elderly housing’ refers to rental or ownership housing provided to persons 
based on age, including retirement, assisted-living, independent living, continuous care, and 
life care arrangements. ‘Handicapped housing’ refers to rental or ownership provided to per-
sons based on physical or mental disabilities, including nursing homes.”  

 
Line 22. Do you or will you provide scholarships, fellowships, educational loans, or other educa-

tional grants to individuals, including grants for travel, study, or other similar purposes? If 
“Yes,” complete Schedule H. 

 
These definitions are pretty broad, although they would not include paying a consultant as 
compensation for personal services or producing a report. Nor would it include amounts that 
you pay another organization for its scholarship program if you don’t participate in the selec-
tion process. They would include research grants and amounts paid to induce teachers to 
teach in disadvantaged districts or schools. 

Okay. Make sure that you complete the required schedules – an extra part of the 
form. Then go back and make sure that everything you said you were going to do – or not 
do – in Part VIII and the required schedules is reflected in Part IV and vice versa. 

 
Part IX. Financial Data 
 

If you are not comfortable filling out this part, involve your treasurer or accountant. If 
they are not comfortable filling out these schedules, fire them. You’re in trouble until you 
get people who know what they are doing handling your finances. 

Most smaller organizations have fairly simple books. Although the financial data sections scare a 
lot of folks, they are not very complex. They just use big words to say simple things. The instruc-
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tions are quite clear on what goes on each line. They won’t be repeated here. We will only hit the 
highlights and the things that people tend to confuse. 
 
You should use the same accounting method that you use for your books. If that is not a cash re-
ceipts and disbursements method (you record receipts when you get the money and expenses 
when you write the check), then attach a statement telling the IRS what method you use. If you 
are going to have a regular audit, it should be on an accrual method. That means you record re-
ceipts when you earn them and expenses when you incur them. 

 
A. Statement of Revenue and Expenses  
 

If you have been operating less than four years (this year and three before it), complete for 
the years you have been around and provide projections for the following years so that the 
years add up to 4. Give year-to-date numbers from the beginning of your fiscal year for the 
current year. If you have less than 60 days financial information for the current year, skip it. 
If you have been operating less than a year, you have to provide budgets for the current year 
and the two following years.  

 
Budgeting is part of the program planning process. It is a back and forth process. You do the 
“dream” plan. You price the “dream” plan. You take a realistic look at how much money you 
can expect to bring in – maybe at a high and low level. You go back and rework the program 
plan. You keep going back and forth until you have a program plan with an income plan and 
an expenditure plan. 

 
Your budget numbers should be realistic estimates of what you expect to take in and spend. 
You won’t go to jail if you are off. Remember, though, that you have told the IRS a lot about 
what you plan to do and where you plan to get the money to do it. If your budget doesn’t 
match that, you will run into difficulties. 

 
As we said earlier, completing this form is an important part of the planning process for an 
organization. That applies to the budgets as well.  

 
If you are just beginning an organization and intend to wait until you receive your determina-
tion letter to begin operations, then you may have no revenues or expenses. Of course, that 
raises the question of where you got the $900 for your User Fee. 

   
 Revenues (which you may think of as income) 
 

Line 1 - Contributions do not include payments that are made for services rendered – 
even in furtherance of your exempt purposes. If you have a contract from the city to feed 
200 homeless persons two meals a day every day, that is not a grant or contribution. It 
goes on line 9 with other program service income. If, however, the city gives you a grant 
to assist the homeless, that is a grant or contribution. 

 
Do not include unusual grants on line 1. They go on line 12. 

 
Line 2 - Membership dues are only listed on line 2 if they are payments to support the or-
ganization. If they purchase goods or services, they belong on line 9 or line 4. 
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Line 4 - If income from sale of services or products is related to your exempt purposes 
(or is otherwise exempt from Unrelated Business Income Taxes because, for example, it 
is an activity not regularly carried on), it goes on line 9. Otherwise, it goes on line 4 and 
you have to pay taxes on it. 

 
Expenses 

 
Line 14 - “Fundraising expenses” are not viewed favorably if they are excessive. You 
should be honest about what is and what is not a fundraising expense. New accounting 
standards (codified in AICPA SOP 98-2, Accounting for Costs of Activities of Not-for-
Profit Organizations and State and Local Governmental Entities That Include Fund Rais-
ing) set stringent standards for allocating costs associated with soliciting contributions, 
gifts, grants, and so forth.17 We used to be able to allocate a lot of those costs to program 
if there was an educational or programmatic component of the solicitation. Now, it is 
very difficult to do that. If you solicit funds in your materials, there is a good chance that 
your accountant will require all costs associated with preparing them to be counted as 
fundraising costs. All costs, including staff time, of soliciting grants, including proposal 
writing, are fundraising expenses. Likewise, any costs associated with paid fundraisers 
who are paid on a percentage basis will be fundraising costs. 

 
Line 16 - “Disbursements to or for benefit of members” will raise questions that you are 
operating for private benefit rather than public benefit. If you are talking about reim-
bursement of board members for expenses, allocate them to the line that they would be-
long to if paid directly. That is probably line 22, Other.  

 
B. Balance Sheet 
 

The balance sheet is really straightforward. If you have no assets and no liabilities, you have 
none. But put 0's in the appropriate spaces. 
 

Part X. Public Charity Status 
 
Public Charity Status 

 
Line 1a. Are you a private foundation? If “Yes,” go to line 1b. If “No,” go to line 5 and proceed 

as instructed. If you are unsure, see 
the instructions. Probably the most useful thing as lawyer or other tax 

professional can do for a charitable organization is to 
lead it (if at all possible) to public charity status. 

 
A private foundation is usually a 
501(c)(3) charitable foundation 
started and funded by one person, 
corporation or family. A private 
foundation’s income is usually from 
returns on investments rather than 

Bruce R. Hopkins 
A Legal Guide to Starting and 

Managing a Nonprofit Organization (2nd Ed.) 
 

                                                           
17 Gregory B. Capin and Joel Tanenbaum, ”How to Report a Joint Activity,” 
http://www.aicpa.org/pubs/jofa/aug98/capin.htm 
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contributions or program income. Normally, it distributes its investment earnings as grants to 
other 501(c)(3) organizations. There are other kinds of private foundations including private 
operating foundations and exempt operating foundations. 

 
Your organization will be assumed to be a private foundation unless you demonstrate that it 
should not be. You do not want to have private foundation status. Private foundations have 
to pay excise taxes on their investment income. They cannot lobby. Private foundations have 
a lot more reporting to do. Other private foundations will probably not make a grant to you. 
And there’s lots more bad stuff. 

 
What you want to be is a public charity. There are a variety of different categories of public 
charities. For most of us the test is whether we are broadly supported – that is not by just a 
very few donors. A public charity may also have a supporting relationship to one or more in-
stitutions or publicly supported organizations. 

 
Since this manual is not for private foundations, we won’t address the questions that apply 
only to private foundations. 

 
Line 5. This organization is not a private foundation because.... 
 

You have to choose one of several categories of public charities. Churches, schools (includ-
ing colleges or universities), hospitals and supporting organizations created to support public 
charities are one set of public charities. They are covered by a through d. Public safety test-
ing organizations are covered by e. Those groups are automatically classified as public chari-
ties. 

 
Other public charities fall under one or the other form of f through i. They need to establish 
that they are publicly supported and eligible for public charity status. Organizations created 
to benefit publicly owned colleges and universities (f) are covered under Section 509(a)(1) 
and 170(b)(1)(A)(iv). They have to meet the same public support tests as block g organiza-
tions. 

 
The basic difference between g or h is that organizations exempt under g receive the bulk of 
their support from contributions, while h organizations may have significant service provider 
income. They are sometimes distinguished as “donative publicly supported charities” and 
“service provider publicly supported charities.”  

 
It really doesn’t matter which one you choose at the beginning. You can claim public charity 
status in one category and ultimately meet the requirements of the other instead. 

 
You will qualify under g (Sections 509(a)(1) and 170(b)(1)(A)(vi)) if you normally receive 
more than one-third of your income from governmental units or directly or indirectly from 
the general public. Indirectly from the general public would be through a United Way, a 
church or similar publicly supported organization. If you only receive 10% of your support 
from those kinds of sources, you can still qualify if you are “set up to attract new and addi-
tional public support on a continuous basis.” The IRS will look at what you said in your an-
swers in Part IV to determine if you are so set up. 
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You may encounter problems meeting this standard if more than 2/3 of your income will 
come from a few private foundations or a few large donors who each give you grants or con-
tributions that total at least $5,000 and more than 2% of your income. 

 
You will qualify under h (Sections 509(a)(2)) if you are not heavily dependent on investment 
income (less than 1/3 of income) and you get more than 1/3 of your income from a combina-
tion of a) gifts, grants, and contributions, or membership fees from governmental units or di-
rectly or indirectly from the general public and not from disqualified persons and b) gross re-
ceipts from admissions, sales of merchandise, performance of services, or furnishing of fa-
cilities in an activity which furthers your exempt purpose. If you have to pay Unrelated Busi-
ness Income Tax on a revenue source, it does not contribute to this 1/3. Likewise, you can 
only count up to the greater of $5,000 or 1% of the organization’s total support toward this 
1/3 from any one source.  

 
If you would qualify under either g or h except for one big grant from a private foundation, 
you will want to ask for an advance ruling and accumulate enough other support during your 
first five years to meet the publicly supported test. 

 
If your eyes are glazed over or you’re still not sure which category you fit into, check i. The 
IRS will decide for you. You can live with either determination. 

 
If you checked g, h or i in Part X, line 5 … 
 
Line 6a. Request for Advance Ruling. 
 

You have to have at least 8 months of actual financial experience before the IRS can defini-
tively decide where you fit. If you don’t have at least 8 months experience check the box to 
the right of line 6a and complete the Consent Fixing Period of Limitations Upon Assessment 
of Tax Under Section 4940 of the Internal Revenue Code form below it. That just requests 
that they treat your organization like a public charity for five years and then make the deci-
sion based on that five years of experience. 
 
If you ask for an advance ruling, you will get a form in five years to fill out. You will then 
get a definitive ruling. If the definitive ruling is that yours is a private foundation, the IRS 
will make you pay excise taxes on your net investment income for the years of your ad-
vanced ruling. However, your donors and grantors will not have lost the tax advantage of 
giving to a publicly supported organization.  
 

Line 6b. Request for Definitive Ruling.  
 

If you do have at least 8 months of actual financial experience, you have a choice to make. 
You can choose to have a definitive ruling. That means that the IRS can decide today 
whether you are publicly supported. They look at what you have received to date. If you 
raised your seed money from a large number of individual contributions of less than $5,000 
or from a grant from a United Way, a church or other publicly supported organization, then 
you should ask for a definitive ruling. 
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If, however, you got a large grant from one private foundation or three large checks from 
members of your board but you expect to be publicly supported by the end of five years, you 
should ask for an advance ruling by checking the first box in line 6a, “request for Advance 
Ruling”. 
 
Before you can complete the rest of 6b, you need to do Statement of Revenue and Expenses 
in Part IX-A. 

 
Line 6b(i)(a). Enter 2% of line 8, column(e), Total of Part IX-A. These are your total 

revenues excluding program income (gross receipts from admissions, sales of mer-
chandise or services, or furnishing of facilities in any activity that is not an unrelated 
business), gain or loss from sale of capital assets, and unusual grants. If you only have 
this year’s data, that’s what you use. If you have more than 1 year, you use the current 
year plus up to three past years.  

 
Line 6b(i)(b). That number provides the base for calculating who is a disqualified per-

son. Provide a list of grantors and donors who gave you more than this amount in 
gifts, grants, contributions, and so forth over the whole period. You also have to list 
the amount they gave you. You do not have to list either governmental units or pub-
licly supported organizations. Publicly supported organizations include churches, 
United Ways, community foundations and other public charities. If none, check the 
box. 

 
Line 6b(ii)(a). Now, provide the same list for each year that you show gifts grants and 

contributions, membership fees or program income – lines 1, 2 and 9 – in your State-
ment of Revenue and Expenses in Part IX-A for each disqualified person in each year. 
If none, check the box. 

 
A disqualified person for the purposes of this application is someone who is: 
i. a substantial contributor--anyone who gave the organization a total of more than 

$5,000 if that $5,000 was more than 2% of all the contributions you’ve received 
from day one; 

ii. an organizational manager, including officers, directors and trustees; 
iii. an owner of more than 20% of the total combined voting power of the corporation 

if they are also a substantial contributor; 
iv. a member of their family of any of these other folk; or 
v. any entity which they or their family owns more than 35% of. 
 

Line 6b(ii)(b). Now, provide the same list for each year that you show program income – 
line 9 – in your Statement of Revenue and Expenses in Part IX-A for each person not 
already listed who paid more than 1% of the line 10 of that form or $5,000 in each 
year. If none, check the box. 

 
You can roughly tell if you are likely to get the definitive ruling that yours is a public charity 
by subtracting the contributions from those persons and entities listed for line 12.b from line 
8, column (e) of Part IX-A. Divide that number by line 8, column (e) of Part IX-A. Is the re-
sult more than 1/3 (.333)? If so, you are okay. 
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If you don’t reach 33% public support, but it’s more than 10% (.100), you may still be okay. 
But, you will have to have shown a plan to raise more money from the public. You will also 
want to show that you look like a “public” organization. That could include factors such as 
having a board broadly representative of your community, operating facilities and programs 
which are widely benefit the public, having a membership with dues that folks can afford, 
and conducting the kinds of activities and programs that can attract broad support.  

 
If you are close on either of these calculations, you should sit down with an expert and have 
them run a more detailed calculation. There are additions and exceptions not covered here. If 
you are a fairly new organization, you may want to rethink your decision to seek a definitive 
ruling. An advance ruling will give you more time to build that public support. 
  

 
Line 7. Did you receive any unusual grants during any of the years shown on Part IX-A. State-

ment of Revenues and Expenses? If “Yes,” attach a list including the name of the contributor, 
the date and amount of the grant, a brief description of the grant, and explain why it is un-
usual. 

 
 “Unusual grants” aren’t counted against you in figuring out whether you are publicly sup-
ported. Unusual grants are large grants or contributions that would knock you out of being a 
public charity. They are from disinterested persons (not your board members, for example). 
The grant comes to you because you are a publicly supported organization. The amount of 
the grant must be unusual and unexpected. 

 
If you have a grant from a private foundation, you can bet it was based on your publicly sup-
ported character. Otherwise, the grantor has “expenditure responsibility” for how the grantee 
spends the money. 
 
You have to justify why the grant is unusual. That includes reporting on any expected future 
income. Being “built into the budget” at a foundation is not an unusual grant.  
 
If you have unusual grants, they should be reported on line 12 of Part IX-A.  
 

Part XI. User Fee Information 
 
You currently have to pay a User Fee of $750 to apply for 501(c)(3) recognition. You don’t get it 
back if you are denied recognition. If you will have less than $10,000 per year in gross receipts, 
it’s only $300. If you ever had more than $10,000 in receipts in a year, they will probably require 
you to pay full freight. If you’re only taking in that amount, do you really need 501(c)(3) status?  
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Schedule Comments 
A - Churches, integrated church auxil-
iaries, and conventions or associations 
of churches 

Churches, integrated church auxiliaries, and conventions or associations of 
churches don’t have to file a Form 1023 to be exempt from taxation and re-
ceive deductible contributions. But they can and legal advisers increasingly 
recommend it. It establishes that status for other purposes, such as exemption 
from charitable solicitation registration. 
 
The IRS does not want to go near the question of what’s a real church. They 
also don’t want to give exemption and deductibility to either The First 
Church of Send Me Cash or The Second Church of Smoke Some Dope. 
 
What it will look at is whether there are sincerely held religious beliefs and 
that none of the practices and rituals violate the law. Eating peyote buttons as 
part of your rituals would cross the line. 
 
A second inquiry will look to ensure that the church’s activities are exclu-
sively religious and that the organization does not have a “substantial nonex-
empt purpose of serving the private interests of its founders or the founders’ 
family.”  

B - Schools, colleges and  
universities 

The IRS wants to ensure that you have a regular curriculum, a regular faculty 
and present a formal course of study to regularly enrolled students. If you 
have both educational and non-educational purposes, you won’t qualify as a 
school unless the non-educational activities are incidental to running the 
school. That doesn’t mean you can’t qualify as an educational charity, it just 
means that you are not a school. 
 
The IRS requires that there be a physical place of instruction. That may 
change with changing technology. 
 
If you don’t meet these criteria, you may be able to establish exemption for 
educational or charitable purposes, but you must establish your broad public 
support to avoid private foundation status. 
 
Church “Sunday schools” aren’t schools for these purposes. 
 
The other major concern is that you show racially nondiscriminatory prac-
tices. Affirmative action to promote nondiscriminatory practices with respect 
to students is okay to the IRS.  
 
Private schools will have to comply with Rev. Proc. 75-50, 1975-2 C.B. 587.
That establishes guidelines and record keeping requirements to establish that 
your private school does not discriminate on the basis of race, color or na-
tional or ethnic origin. 

C - Hospitals and Medical  
Research Organizations 

Congress and the IRS are grappling with the tax-exempt nature of hospitals 
and other medical facilities. There may soon be no such thing as a 501(c)(3) 
nonprofit hospital. 
 
The whole is area is in change. You should not rely on a manual such as this, 
but should hire very experienced legal counsel to guide you through these 
waters. 
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D - Section 509(a)(3)  
Supporting Organization 

This is an organization set up solely to support one or more publicly sup-
ported charities. It has public charity status despite its own income sources. 
 
A supporting organization could be set up to support the charitable purposes 
of organizations exempt under Sections 501(c)(4), (5) or (6). 
 
You will have to demonstrate an operational or supervisory relationship be-
tween the supported organizations and the supporting organization. 
 
This is another area in which Congress and the IRS are taking great interest. 
If you are applying as a 509(a)(3) Supporting Organization, you need to stay 
atop legislative and regulatory developments and should have experienced 
counsel assist you in setting up the relationships. 
 

E – Organizations not Filing Form 
1023 within 27 Months of Formation. 

If you did not apply within 27 months of incorporating, you may be able to 
get 501(c)(3) status – and deductibility of contributions – retroactively to 
your incorporation. See Rev. Proc. 96-10,1996-1 C.B. 577, 1996-2 I.R.B. 17, 
Information Returns; Organizations Not Required To File; 
http://www.unclefed.com/Tax-Bulls/1996/RP96-10.PDF. 
 
The exceptions are: 

1. Churches, associations of churches and integrated auxiliaries of 
churches; 

2. Public charities with annual gross receipts normally of $5,000 or 
less – although the IRS seems to interpret “normally” as always; 

3. Groups that were previously subordinates covered by a group ex-
emption letter; or 

4. You were formed before October 9, 1969.  
 
In most cases, the questions in Schedule E will lead you to taking 501(c)(3) 
status from this point forward and 501(c)(4) status back to your founding. 
You want to do that so that your pre-application revenues are tax-exempt 
even though contributions to you up to that date are not deductible.  

F - Homes for the Elderly or Handi-
capped and Low-Income Housing 

The central issue in Section II is whether your home for the elderly or handi-
capped is a business or a charity. If you park non-payers on the sidewalk, 
you’re probably a business. If there is no subsidy of anyone’s fees, you’re 
probably a business. 
 
For Section III, the key is whether your tenants are really low-income. That 
is, do they meet the requirements of Revenue Procedure 96-32, 1996-1 C.B. 
717 which provides guidelines for providing low-income housing that will be 
treated as charitable. (At least 75% of the units are occupied by low-income 
tenants or 40% are occupied by tenants earning not more than 120% of the 
very low-income levels for the area.) http://www.unclefed.com/Tax-
Bulls/1996/RP96-32.PDF. 
 

G – Successors to Other Organizations If you sell or convert a for-profit institution to a nonprofit basis, the IRS 
wants to know: 1) whether you have structured the arrangement to benefit 
the former owners through lease or contract arrangements or a bad deal on 
the sale and 2) how you will operate differently as a nonprofit than you oper-
ated as a for profit. If you will operate the same, you are probably still a 
business and not eligible for exemption. 
 
If you are the successor to a nonprofit, they want to ensure that you are not 
trying to replace an entity which lost its tax-exempt status with a new one 
run by the same people and doing the same things. In other words, is this 
creation of a new entity really a sham. 
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H - Organizations Providing Scholar-
ships, Fellowships, Educational Loans 
or Other Educational Grants to Indi-
viduals and Private Foundations Re-
questing Advance Approval of Indi-
vidual Grant Procedures. 

You can’t set up a scholarship or loan program to put your own kids though 
school.  
 
The selection criteria should: 

1. Not be racially discriminatory; 
2. Be based on need or merit; and 
3. Apply to a charitable class, i.e. an open-ended group of people 

rather than pre-selected individuals. 
 
The IRS wants to know how students are selected and by whom. Are there 
criteria that serve an exempt purpose? If, for example, you only give scholar-
ships to your employees’ children, your purpose is to provide job benefits. 
That is not an exempt purpose. There is no public benefit.  
 
If insiders such as the children of board members are eligible for scholar-
ships or educational grants, you need to have neutral criteria and processes 
that ensure that those insiders have no special advantage. You should re-
member to apply your conflict of interest processes to these decisions. 
  
Although you are probably not a private foundation, you might want to adopt 
the requirements outlined for private foundations under Section II for super-
vision of grants. In any case, you have to maintain adequate records and case
histories to demonstrate that your program serves exempt purposes. 
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Mailing the Application and Responses 
 

1. Go through the checklist provided with the Application to make sure that you have all the 
documents gathered that you need. 

2. Go through the Application. Make sure that your answers are consistent. Do the answers 
to Part IX match what you told them you would do in Part IV? 

3. Does what you told them you would do in Part IV and Part IX matches your budget? 
4. Have your board read and approve the draft document. Ask them to look for inaccuracies, 

inconsistencies and places where it’s not clear. 
5. Have somebody read it for spelling and grammar – even if those are systems of class op-

pression. 
6. Have it read by an experienced hand for red flags and problems. 
7. When it is finally ready, have to Board read and approve the final document. 
8. Make sure that an officer, director, trustee or other official authorized to sign the Applica-

tion has signed it and that you have a 
check – that won’t bounce – for the 
correct amount attached. 

The IRS pays people whose sole job is to lose 
mail.  
 9. Go through the checklist one last 

time. Never send anything to the IRS that you do not 
have a copy of. Then mail it certified mail, re-
turn receipt requested. They may still throw it 
away, but they do it after signing the receipt. 
Then, you are protected on missed deadlines. 

10. Make at least three copies. Put one in 
a secure place. Keep another for your 
reference when you have to deal with 
the IRS. Have another at your main 
office for public inspection and copy-
ing. 

 
Now, you’re done unless you get further ques-
tions from the IRS. 11.  Mail it Certified Mail, Return Re-

ceipt Requested to: Internal Revenue 
Service, P.O. Box 192, Covington, 
KY 41012-0192 
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APPENDICES 



Appendix 1 

Tax and Regulatory Compliance for Nonprofit Organizations 
Prepared by Jackie F. Breland, C.P.A., and reproduced with permission. 
 
 Federal tax compliance 

 In addition to the publications listed below, the following is a list of useful IRS publications for 
Nonprofit Organizations with regards to compliance with federal tax requirements. 
 IRS Publication 526 – Charitable Contributions 
 IRS Publication 557 – Tax-Exempt Status for Your Organization 
 IRS Publication 561 – Determining the Value of Donated Property 
 IRS Publication 583 – Starting a Business and Keeping Records 
 IRS Publication 598 – Tax on Unrelated Business Income of Exempt Organizations 
 IRS Publication 1976 – Independent Contractor or Employee? 
 IRS Form 5500 – for those nonprofit organizations that have Section 125 plans or flexible 

spending accounts 
 Payroll Taxes 

 Form 941 (quarterly) 
 Payroll tax deposits; frequency depends upon size of your payroll (generally monthly for 

small businesses) 
 Forms W-2 and W-3 
 Form W-4 – you must have all employees complete this form, which is the Employee’s 

Withholding Allowance Certificate. 
 Form W-4 tells you, as an employer, how many withholding allowances to use when you 

deduct federal income tax from the employee’s pay. 
 Be careful with regards to determination of withholding exempt status. 

 See IRS Publications – Circular E / Employer Tax Guides (Publications 15, 15-A, 15-B) 
 Application for Tax Exemption (IRS Form 1023) 
 IRS Form 990, Form 990-EZ or Form 990-N 

 Generally required for all nonprofit organizations except: churches and certain other religious 
organizations 
 If the organization’s gross receipts during the year are normally less than $25,000, the or-

ganization must now file electronically a Form 990-N, also called an e-Postcard, but is 
exempt from filing a Form 990 or Form 990-EZ. 

 If the organization’s gross receipts during the year are less than $100,000 and its total as-
sets at the end of the year are less than $250,000, the organization may file Form 990-EZ 
instead of Form 990. 

 Form 990 must be filed by the 15th day of the 5th month after the organization’s accounting 
period ends. 
 A three-month extension may be filed on Form 8868. 
 A second three-month extension is also filed on Form 8868. 

 This form has become more complex in recent years 
 Ask for your external auditor for assistance 
 Form 990 may also be filed electronically. 
 Significant penalties apply for not filing or late filing of Form 990.  

 IRS Form 990-T 
 Only filed if your organization has unrelated business taxable income (UBTI) 
 UBTI is derived from an activity that constitutes a trade or business that is regularly carried 

on and is not substantially related to the organization’s tax-exempt purposes. 
 Federal Information Returns 

 Form 1099s, including Form 1099-MISC, and Form 1096 (transmittal form to IRS) 
 Due to payees by 1/31; due to IRS with Form 1096 by 2/28 
 Form 1099-MISC must be filed annually for rent payments, legal service payments and non-

employee compensation payments made (generally) to unincorporated entities (i.e., individu-
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als, partnerships, estates, trusts, legal and medical service providers) equal to or in excess of 
$600. 

 There is a $15 to $50 penalty per 1099 for failure to file. Other penalties may apply. 
 Employees or Independent Contractors? – A key question for your workers. 

 Are your workers employees or independent contractors? This is a question of great impor-
tance for the workers and the organizations that pay them. 
 When workers are employees, the organization that employs them must withhold and pay 

federal income tax, social security and Medicare taxes. The organization is also liable for 
withholding and paying state income and unemployment taxes. 

 When workers are independent contractors, the organization has information-reporting 
(1099) responsibilities, but does not have to withhold and pay employment taxes. Those 
workers are generally responsible for reporting and paying income and self-employment 
tax themselves. 

 In recent years, the IRS has been scrutinizing all organizations that employ workers (through 
payroll / employment tax audits) with regards to this issue. 
 There are stiff penalties if the IRS determines, under audit, that your workers should be 

reclassified as employees, unless the organization can seek relief under IRC Sec. 530. 
 Workers are covered by a “common-law standard” that determines whether they are employ-

ees. Under this standard, if the paying entity has the right to control both the means and the 
results of the work, these workers are employees for Federal tax purposes. 

 Whether there is sufficient control to meet the “common-law standard” depends upon all of 
the facts and circumstances. These facts fall into three main categories: 
 Behavioral Control (e.g., does the paying entity provide training to the worker?) 
 Financial Control (e.g., does the worker provide his services to the general public?) 
 Relationship of the Parties (e.g., Does the worker receive benefits?) 

 Any payer or worker can submit Form SS-8 to request a determination from the IRS of a 
worker’s status.  

 Providing information to donors 
 A donor cannot claim a tax for any contribution of cash, a check or other monetary gift made 

on or after January 1, 2007, unless the donor maintains a record of the contribution in the 
form of either a bank record (such as a cancelled check) or a written communication from the 
charity (such as a receipt or a letter) showing the name of the charity, the date of the contribu-
tion, and the amount of the contribution. [Note: this was a change enacted by section 1217 of 
the Pension Protection Act of 2006.] 

 Charities should provide donors with written acknowledgement, receipt or confirmation of all 
donations made to their organization, no later than January 31st of the year following the do-
nation 

 Confirmation must include the donor’s name, the date the gift was received, a description of 
the donated property and the property’s value (or the cash amount, if in cash). 

 The confirmation should note that no goods or services were provided in exchange for the 
donation. 

 See IRS Publication 1771 for more information. 
 The Internal Revenue Service has recently launched a new Web-based version of its Exempt Or-

ganizations Workshop covering tax compliance issues confronted by small and mid-sized tax-
exempt organizations.  
 The free online workshop is called: Stay Exempt – Tax Basics for 501(c)(3)s. 
 There are five modules on tax compliance topics. 
 Check out the IRS web site – under Charities – for more information: www.irs.gov.  
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 State of South Carolina - regulatory compliance 
 South Carolina Secretary of State – required filings 

 If you solicit contributions (which you probably do), you must file a registration statement 
($50 annual fee) and a financial report (or, alternatively, a copy of IRS Form 990) with the 
Secretary of State within four and one-half months after the close of your fiscal year (i.e., the 
same deadline as Form 990). The initial registration should take place before you solicit con-
tributions if you intend to solicit more than $20,000 or from more than 10 people or hire pro-
fessional fundraisers. 
 The Secretary of State’s office will generally recognize extensions filed with the IRS, but 

you must send a letter to their offices to request an extension separately. 
 The South Carolina Secretary of State has an excellent website where you can download all 

necessary guidelines and forms.  See http://www.scsos.com. 
 
 State of South Carolina – tax compliance 

 Business Tax Application  
 South Carolina Department of Revenue 
 Form SCTC-111 
 Normally filled out when you apply for a South Carolina withholding tax number 

 Unrelated Business Taxable Income 
 South Carolina Department of Revenue 
 Form SC990-T 

 Payroll / withholding taxes and withholding returns 
 South Carolina Department of Revenue 
 Forms WH1605, WH1606 (quarterly) 
 Website: www.dor.state.sc.us 

 South Carolina unemployment tax returns 
 South Carolina Employment Security Commission 
 Form UCE120 (quarterly) 
 Website: www.sces.org 

 State of South Carolina property tax exemptions 
 South Carolina Department of Revenue 
 Exemption is applied for on Form PT-401 

 Sales tax exemptions 
 South Carolina Department of Revenue 
 Exemption is applied for on Form ST-387 

 
 

http://www.scsos.com/
http://www.dor.state.sc.us/
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Appendix 2 

The Legal Issues We Most Often See In SC Nonprofits 
 

1. Violations of the Duty of Loyalty—SC Code of Laws § 33-31-830 
• Engaging in conflict of interest transactions (SC Code of Laws § 33-31-831);  
• Hiring family members; 
• Using board position to gain special advantage; 
• Breaching confidentiality; 
• Competing with the corporation; 
• Taking advantage of opportunities which should belong to the corporation for personal profit or 

advantage;  
• Making corporate loans to a director or officer (SC Code of Laws 33-31-832); and 
• Making improper payments or gratuities (26 US Code 4958). 

 
2. Violations of the Duty of Care— SC Code of Laws § 33-31-830 

• Failing to attend meetings; 
• Failing to read and understand Board materials—especially financials 
• Failing to ask questions and challenge wrong-doing  
 

3. Employment Issues 
• Don’t pay withholding taxes. 26 US Code 3401-3510.  
• Treating employees as contractors. 
• Wage discrimination between men and women. Equal Pay Act of 1963. 
• Discrimination on basis of race, national origin, color, sex (including pregnancy and sexual har-

assment), age, and religion. Title VII of the Civil Rights Act of 1964;. Age Discrimination in Em-
ployment Act of 1967. 

• Discrimination on basis of disability. Title I and Title V of the Americans with Disabilities Act of 
1990. 

• Don’t get Workers Compensation insurance. SC Code of Laws § 42-1-10 et seq. 
 

4. Accountability and Transparency 
• Using funds for purposes other than those for which solicited.  
• Failure to make available Application for Recognition of Exemption and last 3 Form-990s, includ-

ing Form 990-T. 26 US Code 6104(d). 
• Failure to comply with S.C. Freedom of Information Act if subject to it. SC Code of Laws § 30-4-

10 et seq. 
 

5. Governance 
• Board removal provisions in Bylaws don’t conform to law. SC Code of Laws § 33-31-808; § 33-

31-725(c). 
• Board votes are taken by polling members. SC Code of Laws § 33-31-830. 
• Board members serving beyond terms. SC Code of Laws § 33-31-805. 
• Membership organizations don’t hold annual meeting. SC Code of Laws § 33-31-701. 

 
6. Registrations/Filings 

• Don’t file required 990s. 26 US Code 6033. 
• Don’t register for charitable solicitation with Secretary of State. SC Code of Laws § 33-56-10 et 

seq. 
 

7. Other 
• Ignore intellectual property rights of others by copying and distributing written and graphic mate-

rials owned by others without permission (U.S. Copyright Law)  See U.S. Copyright Office, Cir-
cular 1: Copyright Office Basics at http://www.copyright.gov/circs/circ1.html 
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Appendix 3 

Thinking About Accountability and Ethics 
 

As the IRS, Congress, state legislators and various blue ribbon panels from the nonprofit sector 
pay increasing attention to issues like conflict of interest policies, excess benefit transactions, 
public financial disclosures and translating Sarbanes-Oxley financial governance requirements to 
nonprofits, it is easy to get focused on formal legal requirements. For many nonprofits, those 
new requirements require changes in how we do things.  
 
We think that it’s important, instead, to remember that all of these new requirements are really 
just procedures to help us to implement ethical governance focused on carrying out our exempt 
purposes—the reason our organization exists—in the most efficient and effective manner we 
can. For officers and directors, none of these new procedures expands the core duties—the Duty 
of Loyalty, the Duty of Care or Diligence, and the Duty of Obedience to Mission. Those duties 
evolved in the Common Law for directors and officers as judges applied common sense ethical 
standards to create legal standards of behavior. 
 
Let’s look at conflict of interest policies such as those espoused by the IRS in the recently re-
vised Application for Recognition of Exemption. A director has a Duty of Loyalty. When you 
are serving as a director, everything you do must be in the interest of the organization on whose 
board you sit. That means you aren’t there to advance your interests, your family’s, your em-
ployer’s or another organization’s.  
 
Anyone who works in the sector long has seen directors and officers violate this duty by pushing 
the organization to: 1) have a contract awarded to their construction firm without bids, 2) rent 
inappropriate or overpriced space belonging to the director, 3) hire or overpay a relative, 4) buy 
used office equipment or cars at inflated prices or 5) take an advocacy position which meets their 
employer’s agenda but not the mission of the organization. Many of us have seen directors 1) 
push another organization’s agenda even though that agenda undermined this organization and 
its mission, 2) beat the organization to an investment opportunity that they only learned about 
while serving on the board or 3) used a board position to advance their careers over the organiza-
tion’s interests.  
 
A conflict of interest policy recognizes that even a saint would have difficulty meeting their duty 
of loyalty when they have conflicting loyalties or interests. Those policies don’t say that the or-
ganization can’t contract with or buy from a board member. They say that you can’t be on both 
sides of the table when decisions about that deal are made. You have to leave when the decision 
is discussed and you can’t use your position in the organization to affect those decisions, such as 
by trading votes on other matters. Decisions on transactions with insiders have to be made by 
disinterested persons. 
 
Directors have a duty of obedience to mission. Everything the organization does should advance 
the exempt purpose—the mission—of the organization. A director might be willing to give you a 
great deal on a building she owns in the next county over. But if opening an office or clinic in the 
next county does not fit the mission, it doesn’t matter how good the deal is. That’s why the IRS 
expects a finding that the transaction is in the organization’s best interests. 
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Directors and officers have a duty of care, a duty to be diligent in looking out for the best inter-
ests of the corporation. The conflict of interest policy requires diligence on the part of the board 
to ensure that it is getting the best deal when it does enter into a transaction with an insider. You 
can’t just accept that the CEO wants to make a lot of money, you can afford it and the amount 
doesn’t offend you. You have to have objective data that says that people doing this kind of work 
and having the skills, training and experience of your CEO make that much. You can’t just ac-
cept a representation of a contractor director that he’s giving you a good deal. You have to put it 
out to bid to establish market price. You can’t just rent the director’s building at the price he of-
fers you unless you have a market study done that shows that this is the best deal available. 
 
You wouldn’t buy a car or a house or hire a contractor to remodel your kitchen without compa-
rables. Why would it be good stewardship for a board to agree to major purchases or contracts 
without the same kind of due diligence to ensure that it was getting the best deal for the organiza-
tion? 
 
Directors and officers have a Duty of Good Faith. You have to make decisions that in good faith 
you believe are in the organization’s interests. The conflict of interest policy specifies a process 
which helps you do that by getting interested persons out of your discussions and requiring that 
you have objective data upon which to make your decisions about the best deal for the organiza-
tion. 
 
In the end, the best deal may be the one offered by a fellow director. It probably should be if they 
are committed to the organization and its mission. Conflict of interest rules should never stop 
that “really good deal” that a director is prepared to give you. Good stewardship requires that we 
try to get the best deal for the organization. The policy should, however, make you go through 
and document a process with disinterested persons to be sure that the deal advances the organiza-
tion’s mission and really is the best deal available.  
 
The question isn’t: “Why do we have to go through this now?” The real question is: “Why 
weren’t we always doing this?” 
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