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When the first corporate income tax was imposed in 1894 (later held
unconstitutional), Congress exempted from taxation nonprofit charita-
ble, religious, and educational organizations, fraternal beneficiary soci-
eties, certain mutual savings banks, and certain mutual insurance com-
panies. The Internal Revenue Code of 1913, enacted after the Sixteenth
Amendment was ratified, contained similar provisions.

The tax exemption for charitable organizations has an even older his-
torical basis.2 According to McGovern, from the time of the Roman
Empire, religious and other charitable organizations have been exempt
from taxation.

In the United States, legislators have been willing to exempt from
taxation additional categories of organizations that provide certain per-
ceived benefits to society. Legislators have also exempted certain types
of organizations from taxation at the behest of special interests. For
example, the “business league” exemption contained in what is now sec-
tion 501(c)(6) was included in the Tariff Act of 1913 at the urging of the
U.S. chamber of Commerce.? -

The legislative histories of these provisions are cryptic, at best,
regarding the economic or other policy theory justifying tax-exempt sta-
tus.4 Because of statutory restrictions, nonprofit organizations are not
permitted to distribute net earnings to shareholders or other insiders.
Theoretically, these restrictions ensure that all “profits” are used for pur-
poses that have been identified, through legislation, as resulting in pub-
lic good.

B. Major Categories

For purposes of this article, the major categories of organizations
exempt from federal income taxation are:

1. The “charitable” organization described in section 501(c)(3). That
section applies to “[clorporations, and any community chest, fund or

2 See generally James J. McGovern, The Exemption Provisions of Subchapter F, 29 Tax
Law, 523 (1976).

Id,

From a managerial perspective, see generally Thomas Wolf And Barbara Carter,
Managing A Nonprofit Organization In The Twenty,- First Century (1999); see also
and Peter F. Drucker, Managing The Non-Profit Organization; Principles And
Practices (1992); Harvard Business Review on Nonprofits (Harvard Business Review
Paperback Series 1999).
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Additionally, the organization’s net income may not inure, in whole or in
part, to the benefit of private shareholders or individuals.

A (c)(3) organization must satisfy both an organizational and opera-
tional test. The organizational test is described in Part IT below. Under
the operational test, an organization is considered to operate exclusively
for exempt purposes only if it engages primarily in activities that accom-
plish one or more of its exempt purposes.? As discussed further below,
an organization will fail the operational test if more than an insubstan-
tial part of its activities is not in furtherance of an exempt purpose or if
its net earnings inure in whole or in part to the benefit of insiders or oth-
ers.10

Organizations exempt from taxation under section 501(c)(3) are fur-
ther divided into two categories — public charities and private founda-
tions, with private foundations being subject to a complex set of addi-
tional rules under the Internal Revenue Code.1!

2. Other tax-exempt organizations:

a. An organization may qualify as exempt from taxation under section
501(c)(4) if it is operated “exclusively for the promotion of social welfare.”
Moreover, to qualify as a section 501(c)(4) organization, “no part of the
net earnings of... [the organization may] inure [] to the benefit of any pri-
vate shareholder or individual.”

A section 501(c)(4) organization must serve “the common good and
general welfare of the people of the community.” If the community served
is too narrow, the organization impermissibly serves private interests

9  Treas. Reg. § 1.501(c)(3)-1(c).
10' Treas. Reg. § 1.501(c)(3)-1(c).

11 This paper does not address in any detail the rules governing the activities of private
foundations. As a general proposition, a charitable organization will be classified as a
private foundation if it has limited sources of f unding. Because private foundations
do not rely on fund-raising from the general public, they are not subjected, to the same
extent as public charities, to public influence on their activities. Congress, therefore,
has imposed more onerous operating restrictions and reporting requirements on pri-
vate foundations, with additional excise taxes being imposed if such rules are violat-
ed. Among other things, private foundations and their managers are subject to excise
taxes if they engage in any lobbying or self-dealing transactions. If a public charity
receives a grant or donation from a private foundation and such funds are “ear-
marked” for noncharitable purposes, such as lobbying or electioneering, the private
foundation and its management may be subjected to excise penalty taxes.
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trade. Thus, its activities should be directed to the improvements of busi-
ness conditions of one or more lines of business as distinguished from the
performance of particular services for individual persons.”

Examples of (c)(6) organizations are the United States Chamber of
Commerce, American Bar Association, American Medical Association,
Tobacco Institute and Tobacco Distributors Association.

The public policy rationale for exempting business leagues from tax-
ation is to promote the welfare of the business and industrial communi-
ty on a theory that a healthy business climate advances the public wel-
fare. A (c)(6) organization may engage in lobbying to any extent as long
as such activities are germane to its business league purposes. Such an
organization may also engage political activities designed to influence
the outcome of elections, if the political activities are not its primary
activity.

Contributions to a section 501(c)(6) organization are not tax
deductible as charitable contributions. However, membership dues paid
to a section 501(c)(8) business league may be deductible to members as
business expenses, except to some extent, the section 501 (c)(6) organi-
zation engages in lobbying activities.

Section 501(c)(4) and (c)(6) organizations generally are not subject to
tax on income, except to the extent such income is from an unrelated
trade or business. In general, state tax laws incorporate categories of
exempt organizations that are similar in all significant respects to sec-
tion 501(c)(3) charities, section 501(c)(4) social welfare/advocacy groups,
and section 501(c)(6) business leagues.

I1. Organizing Nonprofit or Tax-Exempt Organizations
A. Establishing an Entity

A tax-exempt organization must be an entity established under state
law. Generally, a tax-exempt entity is organized as a corporation, but it
may also be set up as an association, a trust or other entity. An individ-
ual cannot be tax exempt. Nor, it seems, would a partnership or any lim-
ited liability company treated as a partnership qualify.

In the case of an (¢)(3) organization, the governing instruments must
comply with the organizational test, which must be met as a condition to
exemption:
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B. Obtaining Tax-Exempt Status

To qualify as a (c)(3) organization at the federal level, an organiza-
tion must file an application with the IRS and obtain recognition of its
tax-exempt status from the IRS. (Form 1023) If an organization files a
Form 1023 seeking recognition as a (c)(3) organization within 27 months
after the end of the month in which it was formed and if the IRS approves
the organization’s application, the effective date of the organization’s
(c)(3) status will be retroactive to the date the organization was organ-
1zed.

Technically, to be exempt from federal income taxation under section
501(c)(4) or section 501(c)(6), an organization must satisfy the statutory
requirements, but is not required to obtain formal recognition from the
IRS. However, without formal recognition from the IRS, an organiza-
tion’s tax-exempt status is uncertain. Many social welfare advocacy
groups and business leagues, therefore, seek IRS recognition of their tax-
exempt status. (Form 1024)

After obtaining recognition of its federal tax-exempt status, an organ-
ization generally seeks tax-exempt status at the state (and possibly local)
level.

Not-for-profit organizations may be exempt from state income, prop-
erty, and sales and use taxes. Generally, the standards for obtaining an
exemption from state income tax are the same as at the federal level,
States may impose certain additional requirements for tax exemption.
For example, to qualify as a charitable organization for state purposes,
the focus of the organization’s activities may need to be within the state
or jurisdiction from which tax-exempt status is sought. This is the rule in
the District of Columbia,20

If an organization does not qualify as a tax-exempt charity under
state law because the focus of its eleemosynary activities is not within
the state, the organization may be reclassified as a social welfare organ-
ization that is exempt from state taxation but is not eligible to receive
contributions that are deductible by the donor for state tax purposes.
Any change in the organization’s tax-exempt status under state law,

20 However, the Supreme Court recently declared unconstitutional a Maine law that
deprived charitable institutions of otherwise available property tax exemptions if the
charities were operated mainly for the benefit of out-of-state residents. Camps
Newfound/Owatonna, Inc. v. Town of Harrison, U.S.,117 8. Ct. 1590 (May 19, 1997)..







