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GOVERNANCE PRINCIPLES,
ROLES, AND STRUCTURE







CHAPTER ONE

IN THE SPIRIT OF SERVICE:
INTRODUCTION TO THE
NONPROFIT WORLD

The only ones among you who will be really happy are those who will have sought and
found how to serve.
—ALBERT SCHWEITZER

Virtually every society shows its voluntary spirit and philanthropic instinct by
creating informal community groups, charitable nongovernmental organiza-
tions, or faith-based organizations and places of worship. In countries around the
world, nonprofits are a vibrant, essential element of national life. They struggle to
reduce poverty and bring an end to homelessness. They strive to build safe places
to learn and play, create inspiring art and music, and protect natural resources.

Nonprofit organizations span a wide spectrum of mission areas, resources,
values, history, and stakeholders—from small, local homeless shelters to large,
International trade associations; from community foundations operating within
a geographic region to educational institutions that attract students from around
the country. Their funding may come from just a handful of sources or from an
array of charitable contributions, membership dues, grants, fees from programs
and services, and more. According to the Internal Revenue Service, the United
States alone has more than 1.8 million voluntary, nonprofit, and nongovernmen-
tal organizations, with more recognized every month by the federal government
as tax-exempt entities.

Economic life in the United States and many other countries consists of three
sectors:

*  Public-sector organizations exist to serve the public good. They are part of govern-
mental structures and are financed largely by tax revenues.
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*  Private-sector organizations exist to produce a profit for their owners. To do so
they must meet the needs of a constituency who will pay for their goods or
services.

*  Nonprofit-sector organizations exist to serve a social purpose, a constituency, or a
cause. To do so successfully, they must earn or raise sufficient funds to cover
expenses and safeguard the organization’s future. They are not prohibited from
creating excess revenue over expenses, but such surplus must be used to support
the organization’s mission, not to be distributed as private gain. In nonprofit
organizations there are no individual owners who can claim organizational
assets for their own benefit.

An Overview of the Nonprofit Sector

The nonprofit sector sometimes is called the not-for-profit sector, the third sector,
the independent sector, the philanthropic sector, the voluntary sector, or the social
sector. Outside the United States, nonprofits are often called nongovernmental
organizations (NGOs) or civil society organizations.

These other names emphasize the characteristics that distinguish nonprofits—
voluntary sector to acknowledge the importance of volunteers and voluntary action,
independent sector to distinguish nonprofits from business and government, and social
sector to underscore how the activities of nonprofits enhance the social fabric of
our country.

The nonprofit sector in the United States is vast and diverse and touches
all our lives. The nonprofit organizations in this country in 2008 employed
10.5 percent of the country’s work force—close to ten million paid workers.

Almost all nonprofits are exempt from federal, state, and local income taxes;
state and local property taxes; and state and local sales taxes. They are, however,
required to pay taxes on income derived from activities that are unrelated to their
mission. Nonprofits are not exempt from withholding payroll taxes for employ-
ees. Section 501(c) of the Internal Revenue Code, which outlines the types of
organizations eligible for tax exemption, lists more than twenty-five classifications
of nonprofits, which include the major subcategories described in the following
section.

Public Charities

Nonprofits that are exempt under Section 501(c)(3) of the tax code are often
called charities, but these organizations do far more than provide free care and
services to the needy. Hospitals, museums, orchestras, independent schools, public
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television and radio stations, and many other organizations are 501(c)(3) non-
profits. Most U.S. nonprofits are classified as public charities, and in 2008 nearly
1.2 million were registered with the Internal Revenue Service.

To be recognized as a public charity, a nonprofit must be organized and
operated for purposes that are beneficial to the public interest. These purposes
include

* Relief of the poor, distressed, or underprivileged

* Advancement of religion

¢ Advancement of education and science

* Creation or maintenance of public buildings or monuments

* Lessening of the burden of government

* Elimination of prejudice and discrimination

* Defense of human and civil rights

* Combating of community deterioration and juvenile delinquency

A public charity must be able to show broad public support, rather than fund-
ing from an individual source. Upon dissolution, its assets must be distributed
to another 501(c)(3) charity. It is not allowed to engage in any partisan political
activity. Lobbying is accepted but cannot be a substantial part of its activities.
Individuals and corporations that give money to these organizations can deduct
the value of gifts from their taxable income, provided they file itemized tax
returns.

Foundations

Many individuals, families, businesses, and communities establish foundations as
a way to support causes and programs that benefit society. Foundations, which
are also 501(c)(3) charitable nonprofits, are one of the most complex components
of the nonprofit sector. As a result of federal legislation passed in 1969, private
foundations are subject to more stringent regulation and reporting requirements
than other types of nonprofits. They are required to make grants equal to at
least 5 percent of their net investment assets each year, and they generally pay a
2-percent excise tax on net investment earnings. There are more than seventy
thousand foundations in the United States:

*  Private foundations usually have a single source of funding (an individual, a
family; or a business), and use income from investments to make grants to chari-
table nonprofit organizations. The Ford Foundation, the Carnegie Corporation
of New York, and the W. K. Kellogg Foundation are well-known examples.
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Corporate foundations are private foundations that receive funding from—and
make grants on behalf of—a corporation. The MetLife Foundation and the
American Express Foundation are examples. Many corporations have in-house
corporate giving programs instead of or in addition to corporate foundations.

* Operating foundations are “hybrid” foundations that use the bulk of their
resources to carry out their own charitable programs, while also making grants
to other charities. The Carnegie Endowment for International Peace and the
J- Paul Getty Trust are examples of operating foundations.

*  Community foundations pool the resources of many donors and focus their
grantmaking on a particular city or region. The Cleveland Foundation and
the New York Community Trust are examples of community foundations.
The IRS classifies community foundations as publicly supported charities, not
private foundations. These groups are not subject to excise taxes or distribu-
tion requirements like private foundations, and donations made to them by
individuals are tax deductible.

Some nonprofits, such as hospitals and public colleges, create related or sup-
porting 501(c)(3) organizations that may be called foundations; these groups are
fundraising (rather than grantmaking) organizations, and they typically raise money
from a broad range of donors and then distribute the proceeds to the parent orga-
nization. In addition, some other charities include the word foundation in their names
even though they are not considered foundations according to legal definitions.

Social Welfare Organizations

To be tax-exempt as a 501(c)(4) organization, a nonprofit must not be organized
for profit and must be operated exclusively for the promotion of social welfare.
This means that the organization must operate primarily to further, in some way;,
the common good and general welfare of the people of the community (such as by
bringing about civic betterment and social improvements). Nonprofits such as the
NAACP, the National Rifle Association, and the National Organization for Women
are examples of social welfare or advocacy organizations. Contributions to 501(c)(4)
organizations are not tax deductible, and 501(c)(4) nonprofits have greater latitude
to participate in legislative advocacy, lobbying, and political campaign activities.

Professional and Trade Associations

Organizations whose missions focus on the advancement of the conditions of
a particular trade or the interests of a community, an industry, or a profession
generally qualify for tax exemption under Section 501(c)(6) of the tax code.
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Although contributions to these organizations are not tax deductible, member-
ship dues may be deductible as business expenses.

Many people believe that nonprofits receive most of their funds from pri-
vate contributions. In reality, many nonprofits (hospitals and universities are good
examples) generate revenue by charging fees for the services they provide, earning
interest on investments, or producing and selling goods. Many organizations also
receive funding from government, either in the form of outright subsidies or for
providing services on a contract basis.

The idea of the nonprofit sector may be abstract, but the sector’s role in our
soclety 1s tangible and easily recognized. Freed from the profit motive that domi-
nates business and from the constraints of government, the nonprofit sector is a
forum for the creation and dissemination of new ideas, an efficient vehicle for deliv-
ering social services, and a guardian of our environment, values, and heritage.

Monitoring, Regulating, and Governing Nonprofits

Nonprofits are not immune from damage that can be caused by unscrupulous and
fraudulent solicitors, financial improprieties, and executives and board members
who care more about their own financial welfare than the mission of the organiza-
tion. Problems, when they do arise, are particularly disturbing because of the nature
of nonprofits themselves—organizations created to provide some public benefit.

Most people are familiar with the mechanisms that safeguard the integrity of
government and business. Disenchanted voters can throw politicians out of office,
and the branches of government view each other with watchful eyes. Businesses
have shareholders or owners and are monitored by government agencies such
as the Securities and Exchange Commission and the Occupational Safety and
Health Administration. The media monitor both sectors and are quick to point
out cases of corruption and poor performance.

Far fewer people understand how nonprofits are monitored and regulated. For
much of its history, the nonprofit sector has operated outside the realm of harsh
public scrutiny. No government agency exists exclusively to monitor the activities
of nonprofits, most nonprofits aren’t required to hold public meetings, and few
journalists report on nonprofits with the same depth and focus devoted to business
and government.

Nevertheless, nonprofits have many lines of defense against fraud and
corruption:

*  Boards. All nonprofits are governed by a board of directors or trustees (there’s
no real difference)—a group of volunteers that is legally responsible for making
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sure the organization remains true to its mission, safeguards its assets, and
operates in the public interest. The board is the first line of defense against
fraud and abuse.

*  Private watchdog groups. Several private groups (which are themselves nonprofits)
monitor the behavior and performance of other nonprofits. Some see their
mission as advising donors who want to ensure that their gifts are being used
effectively; others are industry or “trade” groups that provide information to
the public and encourage compliance with generally accepted standards and
practices.

o State charity regulators. The attorney general’s office or some other part of the
state government maintains a list of registered nonprofits and investigates
complaints of fraud and abuse. Often the state attorney general serves as the
primary investigator in cases of nonprofit fraud or abuse. Almost all states have
laws regulating charitable fundraising:

» Internal Revenue Service. A small division of the IRS (the exempt organizations
division) is charged with ensuring that nonprofits comply with the eligibil-
ity requirements for tax-exempt status. IRS auditors investigate the financial
affairs of thousands of nonprofits each year. As a result, a handful have their
tax-exempt status revoked; others pay fines and taxes. In 1996, legislation
authorized the IRS to penalize individuals who abuse positions of influence
within public charities and social welfare organizations. Before that change, the
only weapon available to the IRS was to revoke tax-exemption, which resulted
in the denial of service to the clients and constituents the organization was cre-
ated to help. Because they fall short of revocation of tax-exempt status, these
provisions are called intermediate sanctions.

*  Donors and members. Some of the most powerful safeguards of nonprofit integrity
are individual donors and members. By giving or withholding their finan-
cial support, donors and members can cause nonprofits to reappraise their
operations.

*  Media. Most of the major scandals involving nonprofit organizations in recent
years have come about as a result of media investigations and resulting news
stories. Although many nonprofit leaders feel misunderstood or even maligned
by negative media coverage, this media watchdog role has resulted in increased
awareness and accountability throughout the sector.

Starting a Nonprofit Organization

Americans are known for their pioneer temperament, community spirit, and
help-thy-neighbor attitude. We show social consciousness, concern for the



In the Spirit of Service: Introduction to the Nonprofit World 9

environment, commitment to saving historic sites, responsibility to advocate
individual rights, and an urgency to do this all as a personal vocation for a cause.
This commitment often leads to a desire to start a nonprofit organization.
Forming a nonprofit requires more than passion or devotion. One needs
understanding of financial management, knowledge of legal requirements, mana-
gerial skills, community relations, familiarity with issues in the field, friends and
supporters, and more than anything, time, energy and endless patience.

Questions to Ask Before Starting a Nonprofit

1. Is somebody already doing what | would like to do?

There is no sense in duplicating an effort that already exists. Maybe there
is a possibility of working with an existing organization as a consultant, fund-
raiser, employee, direct-service volunteer, or board member.

2. Is this the right time and place for starting a new organization?

How will the idea be received by the community? Is there a true need
for my services? Have | tested the idea, or am | the only one who thinks it is
essential? Who are the constituents?

3. How would | finance my organization?

Do | have the necessary seed money? If not, where can | get the initial
funding? Have | developed relations with the leaders in the community? How
much fundraising will | have to do? Do | understand that grant funding is
highly competitive and therefore not dependable? Should the services of my
organization be free, or is this how | will produce earned income? Should
| form a membership organization and charge a fee? Could | associate my
group with an already established organization?

4. Do | understand the steps of forming a nonprofit organization?

There are a multitude of procedures to take care of before a nonprofit
organization is ready to function: forming a board, drafting bylaws, develop-
ing a strategic plan, incorporating, applying for tax-exempt status, securing
funding, setting up an accounting system, locating an office, applying for
licenses, recruiting staff, and so on.

5. Are my financial ambitions appropriate for the cause?

Running a nonprofit or serving as a nonprofit board member is not going
to fill my pockets with cash. Staff members can be compensated justly; board
members normally serve as volunteers and should not seek any personal bene-
fit from this affiliation. Will | be content to serve and work for my cause, get
satisfaction from the results of my labor, and always put my organization first
before thinking of my personal gain?
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To be effective at fulfilling its purpose, every nonprofit organization must have
a carefully developed structure and operating procedures. Good governance starts
with helping the organization begin on a sound legal and financial footing in
compliance with the numerous federal, state, and local requirements affecting
nonprofits.

1. Determine the purpose of the organization. Every organization should have a writ-
ten statement that expresses its reason for being. Resources: Board members,
potential clients and constituents.

2. Form a board of directors. The initial board will help translate the ideas behind
the organization into reality through planning and fundraising. As the orga-
nization matures, the nature and composition of its board will also change.
Resources: BoardSource, planning and management consultant.

3. File articles of incorporation. Not all nonprofits are incorporated. For those that do
wish to incorporate, the requirements for forming and operating a nonprofit
corporation are governed by state law. Resources: State secretary of state or
attorney general’s office.

4. Draft bylaws. Bylaws—the operating rules for the board—should be drafted
and approved by the board early in the organization’s development. Resources:
Attorney experienced in nonprofit law.

5. Develop a strategic plan. Strategic planning helps express a vision of the organiza-
tion’s potential. Outline the steps necessary to work toward that potential, and
determine the staffing needed to implement the plan. Establish program
and operational priorities for at least one year. Resources: Board members, plan-
ning and management consultant.

6. Develop a budget and resource development plan. Financial oversight and resource
development (for example, fundraising, earned income, and membership) are
critical board responsibilities. The resources needed to carry out the strategic
plan must be described in a budget and financial plan. Resources: Fundraising
consultant.

7. Establish a recordkeeping system for the organization’s official records. Corporate docu-
ments, board meeting minutes, financial reports, and other official records
must be preserved for the life of the organization. Resources: State secretary of
state or attorney general’s office.

8. Establish an accounting system. Responsible stewardship of the organization’s
finances requires the establishment of an accounting system that meets both
current and anticipated needs. Resources: Bookkeeper experienced in nonprofit
accounting.
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9.

10.

11.

12.

File for an Internal Revenue Service determination of federal tax-exempt status. Nonprofit
corporations with charitable, educational, scientific, religious, or cultural
purposes have tax-exempt status under section 501(c)(3)—or sometimes
section 501(c)(4)—of the Internal Revenue Code. To apply for recognition
of tax-exempt status, obtain form 1023 (application) and publication 557
(detailed instructions) from the local Internal Revenue Service office or from
the IRS Web site http://www.irs.gov/charities/index.html. Though it is not
essential to consult an attorney when preparing this document, many orga-
nizations do seck the assistance of an attorney experienced in nonprofit law.
Resources: Local IRS office, attorney.

File for state and local tax exemptions. In accordance with state, county, and munici-
pal law, apply for exemption from income, sales, and property taxes. Resources:
State, county, or municipal department of revenue.

Meet the requirements of state, county, and municipal charitable solicitation laws. Many
states and local jurisdictions regulate organizations that solicit funds within
that state, county, or city. Usually compliance involves obtaining a permit or
license and then filing an annual report and financial statement. Resources:
State attorney general’s office, state department of commerce, state or local
department of revenue, or county or municipal clerk’s office.

Other steps:

* Obtain an employer identification number (EIN) from the IRS.

* Register with the state unemployment insurance bureau.

» Apply for a nonprofit mailing permit from the U.S. Postal Service.

* Obtain directors’ and officers’ liability insurance.

When setting up a nonprofit, the founder or founders form the first board for an
organization. Start with a small but committed group that has the skills and exper-
tise necessary to get started. Here are some suggestions:

The Board of a Start-up Nonprofit

Include people who are familiar with constituents and their needs.

Include people who have served on a nonprofit board or staff.

If the organization depends on outside funding, engage someone who can
help develop a fundraising plan.

Find someone who understands the field or mission area.

Include someone who is comfortable with technology.

Bring in innovative people who have new ideas.

Make sure all board members can work as a team.
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Incorporation and Tax Exemption

Most nonprofits choose to organize themselves as corporations—a legal form of
organization that is available to nonprofits under every state’s laws. A corporation
offers some desirable advantages, such as limited liability protection for its manag-
ers, directors, and officers. And, because of the relatively stable environment in
which incorporated nonprofits function, business contractors and funders tend to
prefer working with them. State statutes and common law govern the formation,
organization, and ongoing operations of corporations.

Incorporation is not the same as applying for tax-exempt status. Through
tax exemption, federal, state, and local governments provide an indirect
subsidy to nonprofits and receive a direct benefit in return. Tax exemption is
an acknowledgment of an organization performing an activity that relieves
some burden that would otherwise fall to federal, state, or local government.
Churches are automatically provided tax exemption as a safeguard to preserve
separation of church and state by preventing governments from using taxation
to favor one religion over another. Categories of tax-exempt organizations are
described earlier in this chapter.

Articles of Incorporation

A corporation is a legal entity that exists in perpetuity until it is dissolved. It is
a “fictitious person,” separate from its managers or governors, and it is usually
given many of the same rights and obligations as natural persons. A nonprofit
corporation is able to conduct charitable, educational, or scientific activities;
it can enter into contracts; it can incur debts; it can hire employees who are
eligible for fringe benefits; and it is legally liable for its actions.

Nonprofit corporations are “created” by one or more incorporators—usually
selected from among the initial board members—who sign and file the cor-
poration’s articles of incorporation with the appropriate state agency. The
incorporators’ role ends at that moment, and the board assumes the responsibility
for the organization. Each state’s law prescribes the content and form of this bind-
ing legal document. Articles of incorporation generally include the following:

* Name of the corporation

* The organization’s specific purpose (this should be brief and broad to allow for
future evolution, but should clearly indicate its tax-exempt focus)

¢ Duration of the corporation’s existence (often perpetuity)

* Location of the organization’s office
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¢ Number, names, and addresses of the initial board of directors
* Whether or not it is a membership organization
* Provisions for distribution of assets when the corporation is dissolved

Amending the Articles of Incorporation

Articles of incorporation should remain as general as possible within the framework
of state law. The bylaws provide further detail on the governance structure, and
additional policies and procedures secure the rest of the necessary guidelines for
effective and ethical functioning of the organization. Sometimes major changes
in status, activities, or structure of the organization require the articles to be
amended. These changes include

e Changing the organization’s name or address

e Substantially changing the organization’s mission

e Altering the provision for the disposition of assets if the organization
is dissolved

e Changing the way board members are elected (formal membership structure
or self-perpetuating board)

Special Types of Nonprofit Organizations

Not all nonprofit organizations are structured similarly with independent, self-
perpetuating boards. Other types include a federated system with a national office
and local chapters or formal membership organizations whose members are the
main beneficiaries of the services and in return have a say in the internal affairs
of the organization.

Federated Organizations

A federated organization is a national umbrella organization that has smaller
chapters or affiliates with a regional or local reach. It typically is a membership
organization whose members are the chapters, but it is possible to have individual
members as well. Chapters may also be membership organizations with individual
members, but they may function as separate and independent public charities.
The national organization typically acts as the spokesperson for the cause and
sets the overall strategic vision for the federated structure. It also provides support
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for the local chapters. The chapters provide mission-related programs or services
to a local area. Examples of federated organizations include the American Lung
Association, Boy Scouts of America, and Habitat for Humanity:

Formal Membership Organizations

Many nonprofits have members who might also be described as supporters,
donors, or friends who believe in the mission of the organization. They receive
benefits such as discounts, newsletters, and helpful information. This is a member-
ship structure that has no legal implications, and it does not need to be defined
in the organizational documents of the nonprofit. However, if members are
granted a say in the structure and priorities of the organization, they are part of a
“formal” membership organization, and their categorization and authority levels
must be clarified in the articles of incorporation and in the bylaws. Formal mem-
bers usually elect board members and officers, and they can approve amendments
to the bylaws. A trade association usually 1s structured as a formal membership
organization. Other examples of formal membership organizations include the
United Way of America and the National Association of Social Workers.

Chapter Exercises

* Describe how nonprofits intersect with your daily life.

*  What circumstances might influence the growth or shrinkage of the nonprofit
sector?

* Define public trust, and discuss why it should be important for a tax-exempt
organization.

* Discuss what a productive collaboration between a nonprofit, a for-profit, and
the public sector might look like.

» If you wanted to establish a homeless shelter in your community, what are the
decisions and choices you would have to make along the way?

* List the different ways nonprofit tax-exempt organizations can or should
self-regulate.
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