CHAPTER 1

Structure of Nonprofit
Organizations

CORPORATIONS

One of the distinguishing features of our legal and financial systems is that
they have found a way to make something that no one can see or touch
seem real—and therefore, it has beconie real. The high point of this accom-
plishment is that perfectly intelligent, normal people can find themselves
debating the virtues of the behavior of this thing and even changing their
own behaviors and choices because of its existence.

We are talking, of course, about the corporation. Even the word itself
sounds substantial, and when various names or other identifiers get put
in front of it, we accept the results easily. But the idea of a corporation
is nothing more than a construct that gains substance and credibility in
financial matters largely because we need it to do so. Our acceptance of the
metaphor of a corporate structure is tangible evidence that we human beings
yearn for predictability and consistency even when the entity itself exists
only in our minds and in the ways that a corporate structure is said to behave.

We say all this because whatever corporate structures lack in tangible
qualities they more than make up for via their widely accepted ways of
indicating financial boundaries. As you will see later in this book, those
boundaries can take on the nearly concrete feel of something that can seem
to be virtually a physical presence.

The highest level of nonprofit management is the corporation that
“owns” or runs the programs. The corporation is a statutory entity
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4 CHAPTER 1 STRUCTURE OF NONPROFIT ORGANIZATIONS

established by the legally sanctioned actions of one or more individuals.
As a legally approved entity separate from its constituent individuals, the
corporation has its own continuing existence. In legal theory, corporations
are treated as distinct entities like individual people, and corporations have
their own collection of responsibilities, liabilities, and powers.

Why a corporation? The answer is disarmingly simple: because it’s easier
for the rest of us. Corporations can be mentioned in the same legal breath
as the individuals who use their services, work in them, or simply exist in
the same state with them. All are on the same legal footing, in that respect.
The complicated and narrower answer to the question has to do with a
variety of practical considerations. For instance, revenue source regulations
and political realities often nudge nonprofits in the direction of a specific
type of organizational structure. Programs such as battered women’s shelters
almost of necessity start out as single-service corporations, while older and
more established groups may have developed a multicorporate structure.

There are also liability laws to consider when operating different types
of businesses. Nonprofit public charities traditionally have been granted
generous protection from state liability laws, although that tendency is
beginning to change. It’s a tradition growing out of English common law
that has been codified in many places around the country. Often there will
be either an explicit limitation on suits or a prohibition altogether on the
grounds that entities funded by the public at large ought not to be siphon-
ing resources into private hands via lawsuits. Liability considerations alone
are not normally strong enough to determine a corporate structure, but the
more favorable liability climate for public charities is clear.

Like most for-profit businesses, nonprofit organizations must have a
legally acceptable structure within which to operate. Nonprofit public
charities are officially considered 501(c)(3) corporations. There are literally
dozens of other structural choices in the IRS list of tax-exempt entity
types, but this one is easily the best known. The official IRS list of these
choices is reproduced in Exhibit 1.1 from IRS Publication 577.

This bloodless list of unsentimental choices obscures a central point.
Corporate structures in the nonprofit world are chosen for many reasons,
the primary ones being risk management, tax treatment, and the best avail-
able corporate fit for carrying out missions. The same kind of reasoning
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about structural choice takes place in for-profit entities. With such a large
number of potential structural options, entrepreneurs—in the nonprofit
sector or outside of it—would do well to mimic the guiding principle of
good architecture: form follows function. Put simply, be as clear as one can
possibly be in determining what one wishes to accomplish and then give
some serious thought to the best structural choice available.

This area of structural choice for public-serving entities has seen
unprecedented innovation recently. One of the most intriguing develop-
ments in the nonprofit sector has been the rise of alternative structural
choices, such as low-profit limited liability companies (L3Cs) and benefit
corporations (more about these and other choices will follow).

DROPPING OUT OF SCHOOL

The community center prided itself on being able to identify
community needs and respond to them effectively over time.
Unfortunately, their grand, old 175,000-square-foot building had
already chewed up substantial funding just to keep it running.
They achieved their first operating surplus in years, but it was
a tissue-thin $7,900 on a budget of $10 million. Projections for
next year contemplated more red ink.

The most prominent program in their building was their
Montessori school, which occupied only about 7 percent of
their total space but represented half of their total employees.
Moreover, it was running a regular six-figure deficit. As part of
a strategic positioning process, the question arose: Why are we
doing this?

There was not an obvious answer. When a financial commit-
ment of this size does not have a ready answer to this simple
question, it is usually time for some rethinking, which is what
the center did. As a result, the school was spun off as its own
nonprofit public charity, with parents and teachers taking over
the management. The happy ending is that the school now rents
its space from the community center and is a steady source of
earned income.

(continued)
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(continued)

Ultimately, corporate structures are simply a way to organize
programs and services in logical ways to achieve maximum
results. What the community center realized was that a Montes-
sori school, while important to the community, was too much of
a mission stretch for them. Recasting the legal structures allowed
the center to focus on the programs and services it was good at,
while turning a management diversion into a source of revenue.

ProGrRAMS

Programs are the most visible and best understood aspect of the nonprofit
form of business organization and its chief means of carrying out its mission.
Also called services, projects, clinics, divisions, departments, floors, or any
one of a thousand other names, programs are the activities of the nonprofit
organization.

Coming up with a fair and workable definition of a program is difficult.
Here’s an attempt: A program is a coherently packaged group of activi-
ties, usually associated with one or more specific locations, designed to
accomplish a stated result.

Nonprofit organizations run all kinds of programs and often more than
one. Day care centers offer infant care programs, environmental groups
operate recycling systems, museums run art appreciation courses, and so
forth. The two keys to understanding programs are that they generally have
some coherent internal structure, and they appear as distinct choices to
potential users.

In most nonprofit organizations, programs are like little businesses, with
a structure reinforced by nonprofit accounting rules and with immense
it largely unnoticed consequences for everything from compensation to
organizational effectiveness. They represent a delegation of responsibility
from the CEQ, and so they are the engines of mission. It is at the program
level that the organization’s goals are accomplished or not; therefore, those
in charge of programs carry heavy moral pressure to get the job done.

Notice the use of the word “moral” in the preceding sentence. Typically,
the motivations of those who run nonprofit organizations are different
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from those who do the same thing in the for-profit world, and the
motivations of program managers everywhere are often different still from
their bosses. We’ll explore some of those differing interests later. For the
moment, we’ll use the program as the smallest management unit of the
nonprofit corporation.

The Role of the Internal Revenue Service

If programs sometimes seem fuzzily defined, there is no such problem
with corporate structure. Unlike other forms of business organiza-
tion, a corporation does not exist until certain governmental authorities
say it exists. For nonprofit corporations, the lead voice in the chorus
is the Internal Revenue Service (IRS). In matters having to do with
nonprofit corporations, it is the IRS that giveth and the IRS that
taketh away.

Corporations are organized according to the laws of individual states.
Ordinarily, starting a corporation is as easy as filing the required paper-
work and paying the necessary fees; in fact, that is how all corporations
must start. But government at all levels reserves the right to tax the prof-
its of a business. In order to get the government to waive its right to
tax—to allow a corporation to be fax exempt—a would-be nonprofit corpo-
ration must show that it has been created and will be operated with certain
purposes in mind. It must do so according to pre-established guidelines
spelled out in the code. Then, it must wait for the IRS’s decision on the
application.

IR S acceptance of exempt status is the turning point. After this step, state
government often must have its say about the organization’s acceptability
as a tax-exempt entity. Normally, state government is willing to follow the
IR S’ lead, so once the IRS has weighed in, it’s usually pro forma thereafter.

In effect, the IRS considers all nonprofits to be taxable entities until
they prove otherwise. The major thing that distinguishes a nonprofit from
a for-profit corporation is that most nonprofits (including all charities) are
not allowed to have shareholders with whom to share profits. Note that
this is not a prohibition against profits, just against having shareholders with
whom to share them. This is the reason why it is often said that the profits
of a nonprofit are kept within the corporation—salaries, benefits, and perks
notwithstanding.
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The first permanent federal income tax was enacted in 1913
but affected less than one-half of 1 percent of the population.
Congress expanded the tax base in 1917, when it also initiated a
deduction for charitable contributions.

HyeriD CORPORATIONS

In recent years, there has been growing interest in what are sometimes
known as “hybrid” corporations. These entities combine the explicit
profit making and ease of capital formation characteristic of for-profit
corporations with the social responsibility of nonprofits. Social enterprise
practitioners are particularly interested in hybrid corporations because
they often must create a basis for social responsibility in a for-profit or
manufacture ways to raise private equity (not donations) through a non-
profit. The compromises they must reach are unsatisfying or impractical,
and that 1s what drives the search for a new form.

There is some precedent for these hybrid corporations, such as in
England where the community interest company form was approved in
2004 or in the United States where well-known groups such as Newman’s
Own or Ben & Jerry’s Ice Cream were among the first to mold traditional
for-profits into social enterprises. Many nonprofits have been experiment-
ing with for-profit-like structures and cultures. The difficulty is that these
are one-of-a-kind ventures. Creative legal and financial advisors can often
find ways to jerry-rig a structure that mimics a hybrid corporation, but
until such options are well defined, well understood, and enshrined in law
in all states, hybrid corporations will never really become widely accepted.
This is the significance of the L3C form that first gained legal acceptance
in 2008. This variation on the traditional limited liability corporation
(LLC) is specifically intended to support social enterprise, and so it has
become the first genuine prototype in hybrid structure.

An IRS Question: Private Foundation or Not?

Historically, Congress has disliked private foundations, which are a form of
charitable organization, probably because of the abuses that occurred when
they were first created. In 1969, the U.S. Congress laid the groundwork
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for what we now call private foundations. In the process of paying atten-
tion to private foundations, however, a curious thing happened. The IRS
actually developed a much clearer and better developed sense of what a
private foundation is than what a public charity is. Consequently, it essen-
tially regards public charities as nonprofit corporations that are not private
toundations. This is why the IRS letter granting tax-exempt public char-
ity status says that the applicant is a tax-exempt corporation that is not a
private foundation.

The driving force around which the determination of private foundation
or public charity status revolves has nothing to do with public mission but
rather is usually a product of that old-fashioned determinant, money and its
control. Whereas a private foundation derives its initial or ongoing funding
from limited private sources, regulators expect the charitable organization
to get its funding from the public at large. For many public charities, that
hurdle is set at one-third of total revenue, although in a few obscure legal
cases that percentage could be lower.

Itis not hard to infer the authorities’ motivation here. Private foundations’
sole source of revenue being a single individual or family gives the founders
tremendous control over determining who gets the benefits of the tax-exempt
activity. It could also lead to a temptation to abuse that power if not kept in
check. By obliging public charities to derive a substantial chunk of their
revenue from the public at large, Congress has virtually guaranteed that a
public charity’s management could never exercise the same degree of control.

Another IRS Question: What Type of Nonprofit?

So far it may seem as though the nonprofit organization’s only choice about
tax-exempt status is between private foundation and not a private founda-
tion, but the range of choices is much broader than that. In fact, the familiar
nonprofit public charity is only one of several possible options under which
a nonprofit corporation can operate. In official IRS parlance, nonprofits are
organized under Section 501(c) of the code. What all of these types of corpo-
rations have in common is that (1) they are exempt from federal and usually
state corporate taxes and, in the case of public charities, (2) they are not
private foundations. Significantly, only 501(c)(3) corporations—and a few
others, under certain circumstances—can offer donors the right to deduct
contributions from taxable income. The graph on pages 10 and 11 highlight
some of the differences between nonprofit organizations. (See Exhibit 1.1.)
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Loss oF Tax-ExempT Status: THE MoNsTER WITHIN

There is a monster loose in nonprofit land. It is a monster few have seen
but many can describe, summoned up from nightmares to give body to
commonly held, nameless fears. It has the power to terrorize whole boards
of directors, senior staffs, attorneys, accountants, managers, and donors. It is
the monster called “loss of tax-exempt status.”

Like most monsters, this one’s power comes not from what it does
directly but from its ability to govern our thoughts and shape our actions
in anticipation of encountering it. And it is in the latter dynamic that
the uncritical mind is most vulnerable to the advice of those who would
pretend to have glimpsed the beast.

Let us make the monster slink away into the night, discouraged by reality.
According to the IRS, in many years, the total number of those organi-
zations that lost their tax-exempt status is around 100. In 2007, the IRS
revoked 116 tax-exempt statuses.

If this surprises you, it might be well to remember that the business of
managing the tax responsibilities of tax-exempt organizations is, at least at
their initialization, largely a matter of trust. The IRS trusts that organiza-
tions that say they are organized to benefit the public good will do just that,
and because the only return that they file (Form 990) doesn’t determine the
amount of money the government gets paid in taxes, there is little reason to
systematically review it the way personal and for-profit corporate returns
are handled. To put it another way, there’s little payoft for the IRS to go
looking for trouble in this sector.

Revocation Not Typical of Public Charities

When trouble finds the IRS and results in these yearly hundred or so
tax-exempt status revocations, it tends to fall disproportionately on groups
that are not public charities. These organizations are social clubs, trade
associations, fraternal organizations, and the like that enjoy tax-exempt sta-
tus but are not considered public charities in the same mode as the more
tamiliar hospitals and universities.

By far, the biggest reason for exempt-status revocation is that the cor-
porations violated the prohibition against private inurement, meaning that
they used their tax-exempt status to illegally enrich individuals connected
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with the organization in some way. Public charities also tend to lose their
tax-exempt status for political work on behalf of individual candidates, a
strictly prohibited activity. Another major reason for loss of tax-exempt
status 1n all types of tax-exempt organizations is a group’s receipt of an
excessive amount of income from an unrelated trade or business.

CHANGING TAX STATUS: A CASE HISTORY

The designations of tax-exempt entity are categories in the tax
code for which each corporation must apply. The IRS has the final
word on whether a corporation fits any given category. Orga-
nizations can change their selection of code if their mission or
activities change. One organization, an association of nonprofit
service providers, started life as a 501(c)(3). Why? The founder
was candid, “We knew the options, but foundation grants were
going to be critical.”

Over time the organization changed its identity from charity
to an entity involved in considerable lobbying on behalf of its
member corporations and others like them. it. Nonprofit charities
that begin to do substantial lobbying, in addition to having to pay
a tax on lobbying above the allowable limits, must rethink their
tax code election. The clock was ticking, because the IRS has the
right to examine the organization’s performance over a four-year
period and revoke its public charity status if the IRS determines
that the corporation never operated in a proper fashion.

Eventually, the association chose to change its status from a
501(c)(3) public charity to a 501(c)(4) social welfare organization.
The trade-off was explicit. In return for the opportunity to carry
out considerable lobbying activity, the group gave up its right
to receive tax-deductible contributions. In this case, there was no
real problem because the organization had long ago ceased seek-
ing foundation grants and because increased lobbying was clearly
in support of its evolving mission.

Here's the twist. That same organization realized that some
of its activities, such as running educational programs, fit more
comfortably in a public charity context. So, after changing its
tax-exempt status, the organization immediately created a
second corporation, wholly controlled by the newly rechristened
social welfare organization, for the sole purpose of running
educational programs. This was a classic case of lodging the
correct activities in the correct corporate structure.
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Why should nonprofit board members care about IRS policy on
tax-exempt status termination when so few organizations actually lose
their privileged tax status? The answer to this question is rooted in the
same reservoir of public trust and social spiritedness that gives rise to the
privilege of tax exemption in the first place. All of these are ways in which
a tax-exempt organization behaves like something it is not, particularly
when it acts as a vehicle for private enrichment.

The vast majority of nonprofit leaders are ethical, committed individuals
who need not worry about their actions even remotely endangering the
organization’s tax-exempt status. This is the greatest counterbalance to the
tiny fraction that would exploit the public trust.

But a more compelling and far more subtle reason for understanding
the real risks regarding loss of tax-exempt status is to be in control of
one’s own organization. By citing a danger that doesn’t exist, presumed
experts can exercise undue sway over the actions of a board or manage-
ment team, insidiously discouraging the assumption of prudent risk or the
exploration of innovative financial directions. Well-meaning advisors can

work in monstrous ways.
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