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Nonprofit organizations are an important part of our state’s social and economic structures. The funds raised by nonprofit organizations allow significant charitable services to be provided to communities and individuals.

The important role of nonprofits in the economic sector, however, has not made them immune from the current economic downturn of our state and nation. Directors of nonprofit organizations are experiencing the challenge of donations having decreased, while demands on charitable services have increased. 

At the same time, the IRS has raised the bar on nonprofit director responsibility. With the revision of IRS Form 990 (Return of Organization Exempt From Income Tax), governance issues must now be reported to a taxing agency. As a result, nonprofit directors are required to not only report on revenues to the IRS, they must also report on operational and management matters which previously were considered the domain of state law.

With the increased challenges and responsibilities directors of nonprofits are facing, adherence to basic principles of nonprofit fundraising is as important as ever. From a legal perspective, those basic principles include 10 matters which, if followed, will help nonprofit directors and their charities avoid fundraising pitfalls.

TIP # 1 ► Ensure compliance with federal, state, and local law. 

Despite the obvious importance of timely filing with government agencies, many nonprofits are delinquent in their required filings. Still others are operating beyond or outside their nonprofit purpose. 

Compliance with federal law begins with the IRS. A nonprofit’s recognition as a 501(c)(3) tax-exempt organization is received upon application to and approval by the IRS (IRS Form 1023, Application for Recognition of Exemption).  Directors should review their nonprofit’s IRS Form 1023 to become familiar with the organization’s exempt purpose.  The exempt purpose must be charitable, religious, educational, scientific, literary, or other IRS recognized purpose. The exempt purpose is the standard by which activities of the organization must be gauged.  IRS Form 990 (Return of Organization Exempt From Income Tax), in fact, requires nonprofits to “describe the exempt purpose achievements.” 

Annually, a 501(c)(3) tax-exempt organization must file either IRS Form 990, Form 990-EZ, or Form 990-N. Form 990-N is an e-Postcard for small organizations with annual gross receipts less than or equal to $50,000.

Compliance with California law involves three main agencies:  the Secretary of State, the Attorney General, and the Franchise Tax Board (“FTB”).  Formation of a nonprofit corporation begins with the filing of the Articles of Incorporation with the Secretary of State. After formation, nonprofit corporations must also file a Statement of Information (Form SI-100) with the Secretary of State every two years.
To receive income tax-exempt status at the state level, nonprofits must file FTB Form 3500 (Exemption Application) with the FTB. Alternatively, if tax-exempt status has been received from the IRS, nonprofits may file FTB Form 3500A (Submission of Exemption Request). As of January 1, 2011, nonprofits that have FTB tax-exempt status and which have gross receipts of $25,000 or less must electronically file an annual informational notice, FTB Form 199N. Otherwise, FTB Form 199 (California Exempt Organization Annual Information Return) is required.

Every charity is required to register with the California Attorney General’s Registry of Charitable Trusts no later than 30 days after receiving assets. Thereafter, an annual renewal is required together with a copy of the charity’s IRS Form 990, as applicable.  Both the form for initial registration (CT-1) as well as the form for annual renewal (RRF-1) is available at http://ag.ca.gov/charities/forms.php.  If a nonprofit is planning to hold a raffle as a fundraiser, Form CT-NRP-1 (Application for Registration Nonprofit Raffle Program) must first be submitted to the Attorney General’s office for prior approval. As an additional source of information, directors may also want to review the Attorney General’s Guide for Charities, available at http://ag.ca.gov/charities/publications/guide_for_charities.pdf.
In addition to federal and state compliance, directors should also check local ordinances and laws of other states regarding charitable solicitations. Nonprofits that solicit donations from a website may have out of state donors. If donations from out of state donors are in significant amounts, directors should consider registering as a foreign corporation with another state.

TIP # 2 ►  Know the role of the board. 

A common misconception among nonprofit directors is that the responsibilities of a nonprofit board are different from those of a for-profit board.  In fact, a nonprofit director’s governance responsibilities are generally the same as a director of a for-profit entity. 

Not only does a nonprofit director have a duty to guide the nonprofit in fulfilling its exempt purpose, he or she must also be knowledgeable of the organization’s fundraising practices. Who are the donors? How and when are contributions being received? Do fundraising levels meet the needs of the organization? Are donor and gifting policies being followed?

  All directors should lead by example and give an annual financial donation to their nonprofit organization.  Directors should also be committed to fulfilling the role of public ambassador for the nonprofit, promoting the exempt purpose of the organization at every opportunity. Directors who are not willing to make such a commitment should be encouraged to serve in another capacity, such as on an advisory board or committee. 

 TIP # 3 ►  Guard against board conflicts and excessive officer compensation. 

The importance of having a favorable public perception that a nonprofit’s financial resources are properly managed cannot be overstated. Directors can help achieve a favorable perception by avoiding board conflicts and unreasonable compensation. 
If a conflict of interest policy has been adopted, directors must see that it is implemented and applied. IRS Form 990 asks whether the nonprofit has a written conflict of interest policy. Therefore, if a conflict of interest policy does not exist, directors are encouraged to consider putting one in place. IRS Form 990 also requires nonprofits to report whether officers, directors, or key employees are required to disclose possible conflicts. 

In addition to conflicts, directors should review the compensation of all officers and staff on an annual basis, compare salaries with other nonprofits, and approve only reasonable compensation. IRS Form 990 requires a charity to report on compensation reviews for top level management and key employees. This information is intended to increase transparency of the nonprofit’s internal operations.

 
TIP # 4 ► Match fundraising goals with the nonprofit’s 501(c)(3) exempt purpose. 


A nonprofit that fundraises for purposes other than its exempt purpose will not only create donor concerns, it may risk its status as a 501(c)(3) organization.  Directors, therefore, should regularly review fundraising goals and expenditures for the purpose of aligning those activities with the organization’s exempt purpose. 

Information on the use of a nonprofit’s funds and the services performed must be reported to the IRS. IRS Form 990 asks whether the charity was involved in any new “significant program services.” Charities must also report on services no longer offered and significant changes in how services are conducted. If the nonprofit does report changes, directors should pay particular attention to whether fundraising goals and the nonprofit’s exempt purpose are still compatible.

TIP # 5 ►  Distinguish charitable activities from related organization activities.
 According to a 2011 report by the Association of Fundraising Professionals, donor giving was up in 2010 over 2009. Contributions remain, however, considerably lower than pre-recession years. When contributions are down, a board naturally focuses on maintaining the financial health of the nonprofit.
In response to the decline in donor contributions, some nonprofits are considering expanding their revenue resources by offering goods or services.  When a subsidiary organization is created to support a “parent” nonprofit organization,  the IRS may recognize the subsidiary as a “related organization.” With a properly structured “related organization,” revenues generated by providing goods or services can be used to support a 501(c)(3) without the tax-exempt status of the 501(c)(3) being jeopardized. While a supporting organization can be a benefit to a nonprofit, directors should be cautious of engaging in regular business activity not related to its tax-exempt purpose. Such business activity may result in an unrelated business income tax (UBIT). 

TIP # 6 ► Understand limits on lobbying. 
A 501(c)(3) nonprofit is restricted in the amount of political and lobbying activities in which it may participate. A 501(c)(3) nonprofit may not substantially participate in influencing legislation and may not campaign for or against a political candidate. This does not, however, restrict a nonprofit organization’s ability to advocate, particularly for a cause related to the organization’s exempt purpose. Whether a nonprofit substantially participates is determined by the particular facts and circumstances of each case.


A nonprofit may elect to have its lobbying activities measured by its expenditures.  This election allows nonprofits to participate, on a limited basis, in activities to influence legislation. The election is made by filing IRS Form 5768 (Election by an Eligible Section 501(c)(3) Organization to Make Expenditures to Influence Legislation). This form may be filed any time during the tax year in which the election is to be applied.  
TIP # 7 ►  Properly substantiate donor contributions.  

The IRS requires a donor who claims a charitable contribution of $250 or more as a tax deduction to have a “contemporaneous written acknowledgement for a charitable contribution.” Although it is the donor’s responsibility to obtain this acknowledgment, nonprofits should consider making it a policy to provide such acknowledgment shortly after the contribution is received. 

The acknowledgment must state whether the nonprofit provided any goods or services in return for the contribution (i.e., a quid pro quo contribution).  If a donation is a quid pro quo contribution, a good faith estimate of the value of the goods or services must be included in the acknowledgment to the donor. Failure to disclose a quid pro quo contribution of more than $75.00 will result in the nonprofit being penalized by the IRS.

An example of a quid pro quo contribution is a donor’s payment to attend a fundraising banquet at $100 with the actual cost of the meal at $30. The donor’s deductible amount will be $70.00.  Because the donor paid $100 (i.e., more than $75.00), a quid pro quo disclosure statement must be given by the nonprofit. To gain a better understanding of substantiating donor gifts, directors should review IRS Publication 1771, Charitable Contributions: Substantiation and Disclosure Requirements, available at http://www.irs.gov/pub/irs-pdf/p1771.pdf. 
TIP # 8 ► Memorialize donations and recognize donors.  

All contributions and pledges should be memorialized in the records of the nonprofit organization. Directors should be familiar with these records and the nonprofit’s practice of accounting as to restricted and unrestricted contributions. Nonprofits should be completely transparent with donors as to how contributions will be used. If a donor believes a contribution has been applied in a way contrary to the donor’s intent, the contribution may have to be returned to avoid loss of donor trust. 

Directors should also consider enacting a policy of director involvement in reaching out to donors to express appreciation for a gift.  A recognized donor is far more likely to be a repeat donor.

TIP # 9 ►  Protect donors. 

Directors must develop and implement policies and procedures that protect a donor’s personal information. Neither a donor’s name and contact information, nor the amount of a donor’s gift, should ever be revealed without first receiving the donor’s written permission. With the popularity of e-mail lists, the significance of website use, and the risk of identity theft, directors must put security safeguards in place to protect donor information.  Such safeguards will range from keeping file cabinets locked to applying security software to computer systems.


If a nonprofit experiences identity theft, the theft must be reported.  Beginning January 1, 2012, notification letters informing donors of security breaches involving computer data containing personal information must include specifics of the incident, including the type of personal information exposed, a description of what happened, and advice on protecting against identity theft. Also beginning in 2012, state law will require nonprofits with a security breach affecting 500 or more people to submit a copy of the donor notification alert letter to the Attorney General's office. 

TIP # 10 ►  Develop and implement fundraising policies. 

Development of fundraising policies will assist nonprofit officers and directors in management and operations.  As the needs of nonprofits will vary, one from another, so will the policies. Are there limits to the type of gift the nonprofit will accept? Who determines whether a gift should be declined? If a gift must be declined, what is the procedure for doing so?

While developing fundraising policies is important, implementing the policies is equally important.  A policy that is not put into practice may become a liability rather than a benefit. 

Although nonprofits are, generally, facing difficult times, serving as a director of a nonprofit can be a rewarding experience. Using these ten tips as catalysts for board discussions and staff reports will enhance that experience and benefit the nonprofit.  
About the Author: Deborah K. Boyett is an attorney at Walter & Wilhelm Law Group in Fresno, California.  Her practice areas include corporate and business law, as well as probate and trusts and estates. She has worked with a number of California nonprofit organizations in relation to corporate formation and IRS 501(c)(3) recognition, policies and procedures, board development and corporate compliance.
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1. Nonprofit governance matters are strictly the domain of state law. 

2. Directors should review their nonprofit’s IRS Form 1023 to become familiar with the organization’s exempt purpose.  

3. Nonprofit organizations with annual gross receipts less than or equal to $50,000 are exempt from filing a return with the IRS. 

4. A nonprofit organization’s compliance with California law involves three main agencies:  the Secretary of State, the Attorney General, and the Department of Corporations.  
5. After formation, nonprofits must file a Statement of Information (Form SI-100) with the Secretary of State every year. 

6. If a nonprofit is planning to hold a raffle as a fundraiser, an application must first be submitted to the Attorney General’s office for prior approval. 

7. Federal and state recognition as an income tax-exempt organization is achieved by filing a single application with the IRS. 

8. A nonprofit director’s governance responsibilities are generally different from those of a director of a for-profit entity. 

9. IRS Form 990 requires a charity to report on compensation reviews for top level management and key employees. 

10. A nonprofit that fundraises for purposes other than its exempt purpose may find its status as a 501(c)(3) organization is at risk.  

11. IRS Form 990 asks whether the charity was involved in any new “significant program services.” 

12. A 501(c)(3) organization that engages in regular business activity not related to its tax-

exempt purpose may incur  an “unrelated business income tax.”

13. A nonprofit with 501(c)(3) recognition is restricted in the amount of  political and lobbying activities in which it may participate.

14. A 501(c)(3) charity may campaign for or against a political candidate. 

15.   The IRS requires a donor who claims a charitable contribution of $250 or more as a tax deduction to have a “contemporaneous written acknowledgement for a charitable contribution.” 

16. Charities are responsible for a donor’s receipt of a “contemporaneous written acknowledgement for a charitable contribution.” 
17. Failure to disclose a quid pro quo contribution of more than $75.00 will result in the donor being penalized by the IRS. 
18. Beginning January 1, 2012, nonprofits must send notification letters informing donors of security breaches involving computer data containing personal information. 

19. Beginning January 1, 2012, state law requires nonprofits with a security breach affecting 500 or more people to submit a copy of a donor notification  letter to the Attorney General's office.
20. Implementing fundraising policies is equally as important to a nonprofit organization as developing fundraising policies. 
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