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By Judah I. Kupfer, Esq.

Over the past several months, Agudath 
Israel of America has initiated the Dina 
D’Malchusa Dina series of legal seminars 
project. Responding to the timely need 
in the Orthodox Jewish c o m m u -
nity for substantive gu idance 
regarding a range of legal and 
tax-related is- sues faced by 

yeshivos, shuls, 
g e m a c h s 
and the gen-

eral public, 
Agudath Israel 

stepped up to fi ll 
that need by coor-
dinating this initia-

tive.
To date, Agudath Israel 

has presented close 
to ten seminars in 
various locations 

across the United 
States, including 

programs in Boro 
Park, Chicago, 

Cleveland, Flat-
bush, Lakewood 

and Los Angeles, 
and more are 

scheduled to 
come. The 

ini- tiative has been 
praised by many as long over-

due. It has served as a means of 
educating the greater Or-

thodox community re-
garding the intricacies 

of complicated and 
often misunderstood 
legal concepts and 

has brought about a 
keen awareness of perti-

nent rules and laws vital to ensure 
that organizations and individuals act in 
compliance with state and federal law. 
The deductibility of charitable contribu-
tions from income tax is one such topic. 
Below is an article that seeks to clarify 
the rules of charitable contributions and 
many of its applications and nuances.

• • • • •
INTRODUCTION

A feeling of satisfaction accompanies 
charitable giving. That feeling is ampli-
fi ed when it comes with actual savings 
in the form of a tax deduction. Last year, 
charitable giving in the United States was 
estimated to be in excess of $300 billion 
and it is safe to say that the deductibility 
of charitable contributions has played a 
key role in increasing the amount people 
give. By allowing a tax deduction for 
charitable contributions, the government 
indirectly subsidizes private philan-
thropy. While some critics have argued 
against the idea of the government pro-
viding such a subsidy, many people re-
gard activities of charities as socially de-
sirable and appreciate this tax incentive. 

It is important to note, however, that 
not just anything given to further a chari-
table purpose qualifi es for a tax deduc-
tion. Congress along with the courts and 
the Internal Revenue Service have articu-
lated rules regarding which contributions 
will be deductible. What follows is a syn-
opsis of the elements required for a de-
ductible charitable contribution and some 

common applications to Orthodox Jews 
in the context of schools, shuls, kollelim,
gemachs and other charitable organiza-
tions. Next week, Part Two will follow 
with additional illustrations of these prin-
ciples.

As many of the illustrations are very 
fact-specifi c and can change with varia-
tions of the smallest details, the reader is 
cautioned to seek out professional tax ad-
vice in connection with his or her specifi c 
circumstances, to ensure the proper ap-
plication of these rules and to be apprised 
of the many additional rules and nuances 
that didn’t make it into this article. 

Do you need the deduction?
Much value is placed on whether one 

can deduct a charitable contribution. Of-
ten, though, a donor won’t end up uti-
lizing that deduction. When calculating 
taxable income, while certain deductions 
are available to all, others are limited to 
taxpayers who elect to itemize their de-
ductions instead of taking the standard 
deduction. The taxpayer generally choos-
es whichever method saves him more. 
The charitable contribution deduction 
is an example of an itemized deduction 
(also referred to as a “below-the-line” 
deduction). For 2010, the taxpayer’s 
itemized expenses for the year need to 
exceed $11,400 on joint returns ($5,700 
for single persons) for it to be worthwhile 
to itemize. Last year, it is estimated that 
nearly 70% of all taxpayers in the U.S. 
elected the standard deduction instead of 
itemizing. Thus, one is encouraged to re-
view past tax returns to gain perspective 
and consider whether a deduction will be 
useful.

What constitutes a deductible 
charitable contribution? 

At the outset, it is important to rec-
ognize certain key elements that are re-
quired for a contribution to be deductible.  
First, the donor must make the donation 
with “donative intent.” As it sounds, the 
donor must intend to make a donation. 

Second, the donor may neither receive
a benefi t in return for his donation nor
may he even expect to receive one. The 
courts have said that donations must be 
made with “detached and disinterested 
generosity” - meaning, a donation may 
not be given in exchange for a past ben-
efi t nor with the expectation of a future 
benefi t. To the extent that the donor does 
in fact receive a benefi t in return for his 
donation, the value of the benefi t may not 
be deducted. (There are exceptions for re-
ligious and incidental benefi ts which will 
be explained below.) Thus, if the value of 
the benefi t received is equivalent to the 
donation, the donor may not deduct that 
donation at all. 

Third, a deductible donation is one 
that is given to a “qualifi ed charitable 
organization.” Most shuls and 501(c)(3) 
organizations are considered qualifi ed 
charitable organizations. Through this 
requirement, Congress has consciously 
decided to exclude donations made to 
individuals, no matter how worthy the 
individual’s situation may be. Addition-
ally, a qualifi ed charitable organization 
must be a domestic U.S. organization, 
i.e., an organization organized under the 
laws of the United States. With some 

limited exceptions to donations made to 
organizations recognized under the laws 
of Israel, Canada and Mexico, foreign or-
ganizations do not qualify. The details of 
donating directly to foreign organizations 
in those countries will not be explored in 
this article, and may be subject to further 
restrictions, so please consult a tax advi-
sor if you wish to make such donations.

Donations that do not fi t these require-
ments may be made - but they do not 
qualify for a tax deduction. In such cases, 
the donor may not deduct them on his 
federal tax return and the donee may not 
issue a receipt. Should the donor none-
theless request a receipt, any receipt pro-
vided should be clearly marked as “not 
tax deductible.” If an organization de-
cides to issue a tax-deductible receipt for 
a donation it knows not to be deductible 
(and makes no such notation), the organi-
zation exposes itself to serious civil and 
criminal sanctions. 

What are some examples 
of deductible and non-

deductible contributions?
Deductible donations in a shul setting 

include donations to cover the costs for 
general shul expenses (such as the spon-
sorship of ner lama’or, which covers 
electricity costs). As donors have the op-
tion to donate cash or property, a spon-
sorship of shul furniture can consist of 
writing a check to the shul and the shul
making the purchase. Alternatively, the 
donor may purchase the furniture directly 
from the store. In such an instance, the 
donation would consist of property, i.e., 
the furniture, and as with any donation 
of property, the receipt issued to the do-
nor should not assess a value, but rather 
merely acknowledge receipt of and de-
scribe the donated property. The donor 
would substantiate his deduction through 
a combination of the shul receipt, show-
ing a description of the donated property, 
and his store receipt, showing the value 
of the donated property. (The require-
ments for donating property are complex 
and the reader is urged to see IRS Pub-
lication 526 for additional information.) 
The merits of donating certain types of 
property will be discussed below.

Some common examples of non-de-
ductible payments include tuition pay-
ments (even for the portion allocated 
exclusively to religious studies), value of 
time or services, a “mandatory contribu-
tion,” and a deposit, i.e., money that the 
donor expects to get back and/or actually 
gets back. 

If an employer decides to pay the tu-
ition for a child of its employee, absent 
payments made as part of a Qualifi ed 
Tuition Reduction Plan (under Internal 
Revenue Code §117(d)), such payments 
would ordinarily be considered taxable 
compensation to the employee. The em-
ployer, thus, may not deduct such pay-
ments as a charitable contribution, since 
the employer thereby receives a benefi t in 
exchange for its donation - i.e., the work 
of the employee (but a business expense 
deduction for such payments may be 
available).

Are there any benefi ts 
to donating property?

Certain types of property carry an add-

ed tax advantage when donating the prop-
erty directly to the organization instead of 
selling it fi rst and thereafter donating the 
proceeds. For example, let’s say a per-
son purchases publicly traded corporate 
stock for $5,000 which grows in value 
to $25,000. If the owner were to sell the 
stock and then turn around and contribute 
the proceeds, he would realize a taxable 
gain of $20,000. By donating the stock 
as is, assuming he had owned the stock 
for more than a year, the donor may ob-
tain a tax deduction for the full $25,000 
and need not pay tax on any of the gain 
in value. Note that contributions of this 
sort are limited to 30% of the taxpayer’s 
adjusted gross income for the year, to be 
discussed in more detail in Part Two. 

Is the value of volunteer work 
deductible?

The value of time or services is not 
deductible. Thus, the value of volunteer 
work is not deductible even when provid-
ed to help a qualifi ed charitable organi-
zation. Some out-of-pocket expenses that 
the volunteer spends may be deductible 
- those that are: unreimbursed, directly 
connected with the services, expenses 
the donor accumulated only because of 
the services he provided, and expenses 
that are not personal living or family ex-
penses. But the donor may not deduct the 
cost for child-care or any lost income due 
to volunteering. (The volunteer would be 
required to substantiate the unreimbursed 
expenses by obtaining a receipt from the 
organization acknowledging the volun-
teer service and whether any goods or 
services were provided to the volunteer 
in exchange.) 

May payments made to a school 
ever be deductible?

While tuition payments are not deduct-
ible, payments made to a school separate 
from tuition, such as a building fund do-
nation, may be deductible under certain 
circumstances. First, the donation must 
be made completely voluntarily. The IRS 
considers various factors to determine the 
voluntariness of a contribution, includ-
ing whether the child would have been 
denied admission to the school had the 
contribution not been made, whether the 
enrollment materials imply the contribu-
tion to be required, whether the solicita-
tion was made as part of the enrollment 
process, and whether the parents were 
under a contractual obligation to make 
the donation. Additionally, if the donor 
seeking the deduction is the parent of 
a student, for such a donation to be de-
ductible it must be clear that the amount 
of tuition being charged by the school 
was adequate to support the costs of the 
child’s education. (For donors who do 
not have children attending the school, 
the adequacy of tuition rates would not 
be relevant.) Clearly, calling tuition by 
another name will not transform non-de-
ductible tuition payments into a deduct-
ible donation. Payments made to schools 
will be scrutinized to determine whether 
they were in fact non-deductible tuition 
payments in disguise. 

To illustrate, let’s assume a school 
claims not to charge tuition but instead 
requires a “voluntary” contribution from 
parents to cover the costs of the educa-
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tion. Whether stated explicitly or implic-
itly, if the policy is such that those who 
fail to make the “voluntary” contribu-
tion are denied admission to the school, 
the contribution will be deemed not to 
be a contribution at all but rather non-
deductible tuition. Alternatively, should 
a school require, for example, $6,000 as 
tuition and request a $1,500 voluntary 
building fund contribution - assuming 
the $1,500 is indeed voluntary - such 
payment would likely be deductible. 
However, as the IRS considers contribu-
tions requested as part of the enrollment 
process a negative factor in determining 
voluntariness, the better practice is to 
conduct the building fund drive at a dif-
ferent time of the year and not as part of 
the enrollment process so not to give the 
impression that such funds were part of 
non-deductible tuition. For additional 
information on this issue, please refer 
to IRS Revenue Ruling 83-104 which 
provides many useful examples of both 
deductible and non-deductible contribu-
tions in the school context. 

On the topic of tuition payments, the 
practice of two sets of parents agreeing 
that each will pay the other’s child’s tu-
ition so that each may receive a tax de-
duction does not work. Such payments 
to the school are not being made with 
“detached and disinterested generosity,” 
but are rather part of a scheme to disguise 
tuition payments as deductible donations. 
Additionally, as will be explored in Part 
Two, this scenario raises issues associ-
ated with designating a contribution for a 
specifi c purpose or individual. 

What if a donor receives 
a benefi t in exchange 

for his donation?
When a benefi t is provided in ex-

change for a donation (known as a “quid 
pro quo” contribution), the fair market 
value of the benefi t received may not be 
deducted. Take, for example, one who 
attends a yeshiva dinner. Assuming the 
dinner fee was $180 and the fair mar-
ket value of the dinner was estimated at 
$50, the donor may deduct $130. (Please 
note: the fair market value of the benefi t 
is not deductible, no matter the cost of the 
benefi t to the donee.) In such an instance 
(and in any instance where a donor con-
tributes $75 or more and a benefi t of any 
kind is provided in exchange), the yeshi-
va is required to provide a receipt which 
assesses an estimated value for the dinner 
and a notice alerting the donor that the 
value of the dinner may not be deducted. 

Whereas the general obligation to sub-
stantiate donations is on the taxpayer, in 
a scenario where a benefi t is provided in 
exchange for a donation of $75 or more, 
the donee organization has an affi rma-
tive obligation to issue a receipt in ac-
cordance with the above requirements. In 
our case, sample language can read, “The 
estimated value of the goods or services 
received is $50. Only the amount of your 
contribution in excess of $50 is tax de-
ductible.”

In the above example, should the do-
nor respond that he will not be attend-
ing the dinner but nonetheless encloses a 
donation of $180, the full $180 may be 
deducted. If instead, the donor initially 
responded affi rmatively to the dinner in-
vitation and then decides not to attend (or 
if he attends and does not eat), the value 
of the dinner remains non-deductible. To 
be deductible in this case, the donor must 
take affi rmative steps before the dinner to 
reject the benefi t by indicating to the ye-
shiva his intention not to attend. 

One additional point to mention about 

dinners: Even if the entire dinner were 
to be sponsored by an individual, each 
attendee must nonetheless subtract the 
fair market value of the dinner portion 
received, since the issue is not the cost 
to the organization but the benefi t to the 
donor. The sponsor of the dinner should 
obtain a tax deduction for his donation 
with the exception of his benefi t (i.e., the 
fair market value of his dinner portion).

What is an incidental benefi t?
The entire amount of the donation 

may be deducted when the only benefi t 
provided in exchange is incidental. An 
incidental benefi t is something of “to-
ken value,” which is estimated currently 
to be valued at no more than $9.60 (this 
number changes over time as it is adjust-
ed for infl ation) when the donor makes 
a minimum donation of $48. This typi-
cally takes the form of a coffee mug or 
key chain with the charity’s logo. Alter-
natively, if the benefi t received is equal to 
or less than 2% of the donation, the entire 
donation may be deductible so long as 
the benefi t does not exceed $96 (adjusted 
yearly for infl ation).

What is an intangible 
religious benefi t?

An intangible religious benefi t is de-
fi ned as “any intangible religious benefi t 
which is provided by an organization or-
ganized exclusively for religious pur-
poses and which generally is not sold in 
a commercial transaction outside the do-
native context.” Examples of such ben-
efi ts include the cost for purchasing shul
seats and dues, the purchase of an aliyah
and the sponsorship of a parsha in a new 
Sefer Torah. More questionable cases 
include whether the money paid to use 
a mikvah may be deducted and whether 
the cost for purchasing a lulav and esrog
directly from a shul may be deducted (on 
the one hand, the benefi t received is reli-
gious, yet commercial vendors sell these 
items).

Examples where the amount paid will 
likely not be deductible include payments 
made to a shul to purchase wine and mat-
zoh for Pesach (as these are ordinary con-
sumer goods sold outside the donative 
context) and the rental cost for a shul hall 
(as the donor receives an ordinary benefi t 
in exchange) unless the cost charged to 
rent the hall is exaggerated beyond mar-
ket price. In such an instance, the amount 
paid beyond market price may be deduct-
ible if the donor made the payment with 
the intent of making a donation. (On that 
note, the organization should consult 
with a tax professional to determine if it 
is required to pay unrelated business in-
come tax on the rental proceeds.) 

At the present time, it is well settled 
that tuition payments made for religious 
education do not qualify for a charitable 
deduction, even though the benefi t re-
ceived in exchange can conceivably be 
seen as an intangible religious benefi t. 

What are the substantiation 
requirements?

In order to deduct any contribution, at 
the time of fi ling his tax return, the do-
nor/taxpayer must be able to “substanti-
ate” his contribution. The substantiation 
requirements differ based on the amount 
and the form of the donation. For cash 
contributions, a receipt is always needed 
regardless of the amounts. For a donation 
in the form of a check of under $250, a 
canceled check or bank record showing 
the amount of the donation and the orga-
nization name would suffi ce. For amounts 

of $250 or more, a receipt is needed. 
The receipt must be a written acknowl-

edgment of the donation that includes 
the amount of cash or description of 
non-cash property donated, the date of 
the contribution, the name of the recipi-
ent organization and whether it has pro-
vided any goods or services to the donor. 
If goods or services have been provided, 
a description and good faith valuation of 
such goods or services must be included. 
If the donor received an intangible reli-
gious benefi t, the receipt must include a 
statement that the only benefi t received 
was an intangible religious benefi t. 

Part Two In Next Week’s Paper
Part Two will address issues of des-

ignated/targeted donations, limits to de-
ductible amounts, donor advised funds, 
rabbi’s discretionary funds, the deduct-
ibility of raffl es tickets and state registra-
tion requirements for charitable solicita-
tion of funds. 

Other Resources
Helpful resources published by the 

IRS regarding charitable contributions 
include: IRS Publications 526 (Chari-
table Contributions), 1771 (Substantia-
tion and Disclosure), 561 (Determining 
the Value of Donated Property), 4302 (A 
Charity’s Guide to Vehicle Donations), 
4303 (A Donor’s Guide to Vehicle Dona-
tions), and 597 (Information on the Unit-
ed States - Canada Income Tax Treaty). 

Other helpful resources published by 
the IRS regarding tax-exempt issues in-
clude: IRS Publications 1828 (Tax Guide 
for Churches and Religious Organiza-
tions), 4221-PC (Compliance Guide for 
501(c)(3) Public Charities), 4220 (Ap-
plying for 501(c)(3) Tax-Exempt Status), 
557 (Tax-Exempt Status for Your Organi-

zation), and 598 (Tax on Unrelated Busi-
ness Income of Tax Exempt Organiza-
tions).

• • • • •
This article is provided for general 

information and educational purposes. 
Neither its distribution to any party nor 
any statement or information it contains 
is intended to or shall be construed as es-
tablishing an attorney-client relationship 
or to constitute legal advice. Readers also 
are cautioned that the information in this 
article may not apply to all situations. 
Consequently, readers must not rely upon 
this article or information it contains as 
a substitute for competent individualized 
legal advice about the specifi c circum-
stances of the readers. Attorney adver-
tising or prior results do not guarantee a 
similar outcome.

IRS Circular 230 Disclosure: To en-
sure compliance with requirements im-
posed by the IRS, we inform you that any 
U.S. federal tax advice contained in this 
document is not intended or written to 
be used, and cannot be used, for the pur-
pose of (i) avoiding penalties under the 
Internal Revenue Code, or (ii) promoting, 
marketing, or recommending to another 
party any transaction or matter that is 
contained in this document.

•••
Judah I. Kupfer, Esq. is a staff counsel 

at Agudath Israel of America. He previ-
ously practiced as an associate at the law 
fi rm of Allen & Overy LLP in New York. 
Mr. Kupfer is a summa cum laude gradu-
ate of Touro College, a magna cum laude 
graduate of Brooklyn Law School and an 
LL.M. taxation candidate at New York 
University School of Law. To contact the 
author, email ykupfer@agudathisrael.
org. Questions and comments are wel-
come.
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By Judah I. Kupfer, Esq.

INTRODUCTION
This is a sequel to Part One, published 

last week, which outlined the basic ele-
ments of charitable contributions and 
substantiation requirements, and dis-
cussed some examples of deductible 
and non-deductible donations. Also ad-
dressed in Part One were the benefi ts of 
donating property, the deductibility of 
volunteer work and of payments made to 
schools, the effect of receiving benefi ts 
in exchange for donations, and when the 
benefi ts received are incidental or intan-
gible and religious in nature. Part Two, 
below, continues this theme with specifi c 
application to various common scenari-
os. As this article is the second of a two-
part series, the reader is strongly urged 
to fi rst read Part One before proceeding 
further.

May a donor designate a contribution 
for a certain purpose or individual? 
The ability to designate a donation is 

likely the least understood and most le-
gally challenging area within the laws 
of charitable giving. The U.S. Supreme 
Court has stated, “Charity begins where 
the certainty in benefi ciaries ends, for it 
is the uncertainty of the objects and not 
the mode of relieving them which forms 
the essential element of charity.” As the 
illustrations below will make clear, the 
key to ensuring the deductibility 
of a donation is to make certain 
that the organi- zation main-
tains control and discretion over 

the means in 
which the 
funds are used 

(so that the or-
ganization can ensure 

such funds are used 
in furtherance of its 
exempt purposes) 

and the donor intends to 
benefi t the organization, 

not an individual. 
A donor may indi-

cate to the recipient 
organization a broad 
goal or purpose for 
the use of the funds, 

so long as the goal 
is consistent with 
the organization’s 

exempt purposes and 
the organization 
maintains dis-
cretion over the 

a c t u a l way in which the 
funds are used. Thus, suppose a 

donor expressed his desire that 
his cash donation be used to 

build a new aron kodesh,
to purchase new se-
forim, or even to sup-
port needy people 

(without indicating a 
specifi c needy person), 

the donation should be deductible. 
(The organization should be sure, 

however, that its organizational docu-
ments authorize it to engage in these ac-
tivities.)

A more diffi cult scenario is where the 
donor requests that his donated funds be 

used to benefi t a specifi c individual. To 
be sure, if the donor would thereby re-
ceive a benefi t, the donation would not 
be deductible. Thus, let’s say a grandfa-
ther donates money to a school with the 
stipulation that the donation be credited 
toward his grandchild’s tuition. The do-
nation should not be deductible, since 
the grandfather is assumed to benefi t 
from the education that is provided to 
his relative which he is helping to fund. 
The same rule would apply to a donor 
who makes a donation to an organization 
and stipulates that his donation be pro-
vided to support his son who at the time 
is studying in a kollel. Once again, the 
support provided to the son is deemed to 
benefi t the donor, which makes it non-
deductible.

What, though, if the donor receives no 
benefi t in return, yet designates a specifi c 
individual as the recipient? 

Say the donor requests from his shul
that his donation be provided as charity 
to his needy neighbor. In considering this 
issue, recall the requirement that dona-
tions be made to organizations, not indi-
viduals. The rule is that funneling money 
through an organization to be provided 
to an individual cannot transform funds 
that otherwise would not be deductible 
into deductible contributions. The funds 
must be given to the organization with 
the intent to benefi t the organization 
(and purposes in which the organiza-
tion supports) and the organization must 
possess control and discretion over how 
the funds are to be used. The organiza-
tion may very well decide to benefi t the 
individual with charitable funds, but that 
decision must belong to the organization 
and may not be imposed on it by a donor. 

To sum it up, in application, a targeted 
donation to an organization specifying 
an individual benefi ciary when the do-
nor is not benefi ting may be deductible 
so long as certain requirements are met: 
First, the donor’s input must be limited 
to a mere “recommendation” and noth-
ing more. Second, the organization must 
maintain full control over the donated 
funds and discretion as to their use. This 
discretion must be real and substantial 
and not simply a rubberstamp of the rec-
ommendation given by the donor. Third, 
the donor must understand that the rec-
ommendation is advisory and that the 
organization retains full control, includ-
ing the authority to accept or reject the 
donor’s recommendation. Fourth, the 
donor must intend to benefi t the organi-
zation, not an individual.

The organization should have a policy 
informing potential donors of the limits 
to which donor recommendation will be 
followed. A benevolence fund should 
consider adopting language of the fol-
lowing policy: 

“[Organization], in the exercise of its 
religious and charitable purposes, has 
established a benevolence fund to assist 
persons in fi nancial need. [Organiza-
tion] welcomes contributions to the fund. 
Donors are free to suggest benefi ciaries 
of the fund or of their contributions to 
the fund. However, such suggestions 
shall be deemed advisory rather than 
mandatory in nature. The administration 
of the fund, including all disbursements, 
is subject to the exclusive control and 

discretion of the [organization] board. 
The [organization] board may consider 
suggested donations, but in no event is 
it bound in any way to honor them, since 
they are accepted only on the condition 
that they are merely nonbinding sugges-
tions or recommendations. As a result, 
donors will not be entitled to a return 
of their designated contributions on the 
ground that the [organization] failed to 
honor their designations.

“Donors wishing to make contribu-
tions to the benevolence fund subject to 
these conditions may be able to deduct 
their contributions if they itemize their 
deductions on their federal tax return. 
The [organization] cannot guarantee 
this result and recommends that donors 
who want assurance that their contribu-
tions are deductible seek the advice of a 
tax attorney or CPA. Checks should be 
made payable to the [organization], with 
a notation that the funds are to be placed 
in the [organization] benevolence fund.”

After all is said and done, however, 
even when clear notices are provided 
and the donee maintains the proper un-
derstanding, if an organization regularly 
honors its donors’ recommendations, 
the IRS may fi nd that the organization 
lacked the requisite control over the 
funds and disallow the deductions. Thus, 
there are ways to increase the likelihood 
of deductibility for certain designated 
contributions. However, any designation 
will be suspect and the outcome less than 
certain.

Oftentimes, organizations advertise 
seeking to raise funds to benefi t a specifi c 
family or individual. If the organization 
decided to initiate the fundraising drive, 
targeted donations would be permitted. 
This is so because an organization may, 
on its own initiative, decide to collect 
funds to benefi t a specifi c individual. Do-
nations provided to such a fund would be 
deductible, as the organization is exercis-
ing its control and discretion in choosing 
the recipients. Said another way, a donor 
may not instruct an organization how to 
use donated funds or what causes such 
funds should support. Conversely, an 
organization may exercise its discretion 
and decide which causes, including indi-
viduals in need, to support. 

It should be noted that an organization 
must be established with the authority 
to benefi t a class of people and may not 
pre-select specifi c individuals to ben-
efi t. Once established, the organization 
may exercise its discretion to use do-
nated funds in furtherance of its exempt 
purposes, including choosing to benefi t 
specifi c individual benefi ciaries who are 
part of the class.

As provided, there are times when or-
ganizations may desire to issue grants 
of charitable funds to individuals. If an 
organization desires to distribute such 
grants, it should be sure that it is in com-
pliance with the following requirements: 
First, the organization must be autho-
rized in its organizational documents to 
make grants to individuals. This usually 
means that authorization should be stated 
as one of its exempt purposes in the or-
ganization’s certifi cate of incorporation 
(some professionals believe that includ-
ing “charitable” as an exempt purpose 
in the certifi cate of incorporation would 

suffi ce). Second, if the organization 
fi les a year-end form 990, the recipients 
of such aid would need to be disclosed 
as required on Schedule I of that form. 
Third, as required by IRS Revenue Rul-
ing 56-304, the organization must main-
tain adequate records and case histories 
to show: the name and address of each 
recipient of aid, the amount distributed to 
each, the purpose for which the aid was 
given, the manner in which the recipient 
was selected, and the relationship, if any, 
between the recipient and (a) members, 
offi cers, or trustees of the organization, 
or (b) a grantor or substantial contributor 
to the organization or a member of the 
family of either.

Are there any limits to the amount 
that may be deducted?

Charitable contributions may be de-
ducted only during the calendar year that 
the donations were made. The tax code 
imposes limitations on the amount that 
may be deductible in a given year, gen-
erally based on the income of the tax-
payer. Ordinarily, a person may deduct 
up to 50% of his Adjusted Gross Income 
(AGI) for the year. However, there are 
many exceptions when the limit will be 
tighter, including contributions of capi-
tal gain property which will be limited to 
30% of AGI. (The rules regarding these 
limitations are complex and the reader is 
advised to seek professional guidance.)

Additional amounts may be carried 
over for up to fi ve years, but the follow-
ing year’s limitation will also be based 
on the taxpayer’s AGI for that year. Thus, 
let’s assume A has an AGI of $120,000 
for 2010. A may deduct up to $60,000 
for donations contributed during 2010. If 
A contributes $75,000 during 2010, the 
additional $15,000 may not be deducted 
during 2010, but may be carried over to 
be deducted in 2011 (or any year up to 
and including 2015). However, the de-
ductible amount permitted in 2011 will 
be limited to 50% of A’s 2011 AGI.

When should a “donor advised fund” 
be used?

Given the yearly limitation on chari-
table contribution deductions, let’s as-
sume B earns a larger than ordinary gain 
in 2010 and thus has a larger AGI that 
year. His yearly limit for 2010 will be 
much greater than usual and carry with it 
the ability to deduct a greater amount of 
contributions. B may wish to have more 
time to choose the recipients of the chari-
table funds, while still claim a deduction 
of those funds during 2010. In such an 
instance, B should consider giving the 
funds to a donor advised fund (DAF). 
A DAF (not to be confused with “The 
Daf”) is a special fi nancial vehicle that 
allows a full deduction during one year, 
yet provides the donor the opportunity to 
make recommendations of recipients in 
future years (while the DAF has exclu-
sive legal control over such assets and 
ultimate control). One important caveat 
is that DAFs may only make distribu-
tions to other qualifi ed charitable organi-
zations, not to individuals. 

Various fi nancial institutions, includ-
ing Fidelity and Vanguard, offer their 
customers the opportunity to set up a 
DAF. (Agudath Israel of America also 
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offers this opportunity, called 
the “Special Tzedokah Fund”). 
Due to recent legislation affect-
ing DAFs, it is imperative that 
one seeking to use a DAF con-
sult a qualifi ed tax advisor.

Are there any restrictions
 on a “rabbi’s discretionary 

fund”?
any congregations have a 

dedicated fund, sometimes re-
ferred to as a “rabbi’s discre-
tionary fund,” to which contri-
butions are made and the rabbi 
maintains discretion to choose 
the recipients of the donated 
funds. Contributions made to 
this type of fund should be 
tax-deductible so long as the 
following conditions are met. 
At the outset, the three require-
ments to deduct any charitable 
contribution must be present: 
(1) the fund is a recognized 
charitable organization or being 
run under a recognized chari-
table organization (this can be a 
shul bank account that gives the 
rabbi signing authority), (2) the 
contribution is made with dona-
tive intent, and (3) no benefi t is 
given in return to the donor. 

Additionally, to ensure that 
the organization maintains 
proper discretion over the funds 
as required, the shul board must 
maintain administrative control 
over the use of the funds by re-
viewing distributions. The shul
board should also only permit 
the rabbi to distribute in fur-
therance of certain approved 
purposes, e.g., needy people, 
based on the exempt purposes 
of the organization. Signifi -
cantly, the rabbi may not pos-
sess authority to use the funds 
for himself or his immediate 
family. The mere availabil-
ity of the funds for the rabbi’s 
own personal use, even without 
actually using them, would re-
quire him to pay taxes on such 
funds due to the “constructive 
receipt” rule. A sample reso-
lution to enact this restriction 
might look like this:

“The rabbi acts as agent of 
the synagogue in disbursing 
funds from their discretionary 
funds. These funds remain the 
property of the synagogue. The 
rabbi of the synagogue is autho-
rized to use the monies contrib-
uted to the discretionary funds 
for needs and projects consis-
tent with the religious, educa-
tional and charitable purposes 
of the synagogue. o monies 
from these discretionary funds 
shall be used or distributed for 
personal purposes of the rabbi 
or his family. The purposes for 
which discretionary funds have 
been used shall be reviewed an-
nually by the then-president and 
or any delegates appointed by 
the then-president, including, 
should the president so choose, 
outside auditors.”

Furthermore, if the rabbi in-
tends on making grants to indi-
viduals (instead of only to other 
organizations), the procedures 
and record-keeping required to 
make grants to individuals must 
be maintained.

Are raffl e tickets and hinese 
auctions  ever deductible?
The IRS has stated that raffl e 

tickets are not deductible, as the 
donor is considered to be pur-
chasing a chance to win, which 
is deemed to be a benefi t equal 
in value to the amount paid for 
the ticket. If the raffl e maintains 
a policy that tickets are “no pur-
chase necessary,” some experts 
believe that payments made to 
the organization conducting the 
raffl e to purchase tickets would 
be deductible up to the number 
of tickets that would be given 
for free if requested. (This as-
sumes that the purchaser of the 
raffl e tickets has in mind the 
requisite donative intent and 
that the organization conducting 
the raffl e is a qualifi ed charita-
ble organization.)

One court that dealt with this 
issue hinted that there are times 
that raffl e tickets may be de-
ductible. The court in oldman
v. Commissioner, 46 T.C. 136 
(1966) aff d 388 F.2d 476 (6th 
Cir. 1967) stated, “it is possible 
to hypothesize a raffl e ticket 
situation where the charitable 
nature of the gift would scarcely 
be debated, as where the pur-
chase for $10 is one of one 
thousand chances and the prize 
a nosegay of violets.” The court 
in that case ultimately conclud-
ed that the purchase of the raffl e 
tickets could not be deducted, 
since the prizes offered by the 
charity were of substantial value 
and the taxpayer failed to estab-
lish that his chances of winning 
were suffi ciently low to entitle 
him to a charitable deduction. 
However, this case indicates 
that raffl e tickets might be de-
ductible when either the value 
of the prizes are insubstantial or 
the chances of winning are very 
remote because of the number 
of tickets sold. Since there is 
no clear precedent when a de-
duction as such was allowed, 
an organization and taxpayer 
alike should seek the advice of 
a qualifi ed tax advisor before 
adopting this position.

On the topic of raffl es, un-
der certain circumstances raffl e 
prizes require reporting and 
withholding. Organizations 
must issue a Form W-2G if the 
value of the prize is $600 or 
greater and is at least 300 times 
the amount paid for the ticket. 
Additionally, organizations 
must withhold taxes on win-
nings in excess of $5,000. Such 
withholding should be funded 
by the prize winner (which may 
prove diffi cult to do when the 
prize is personal property and 
not cash). If an organization 
decides to pay the taxes due on 
the prize on behalf of the win-
ner, since such payments would 
be considered additional tax-
able income to the winner, the 
organization will have to gross 
up, i.e., pay tax on the tax. (This 
process repeats itself down to 
a dollar and requires the orga-
nization to pay a substantially 
greater sum in taxes than had 
the taxpayer paid it himself.) 

Some states require licensing 

and impose other state restric-
tions to conduct raffl es or any 
kind of charitable gaming. For 
example, in New York, under 
many circumstances, an orga-
nization must obtain a license 
to conduct a raffl e and the raf-
fl e would be subject to many 
state gambling laws. Details 
can be found at http://www.
racing.state.ny.us/charitable/
char.home3.htm. Organizations 
should consult the gambling 
laws in their states to ensure 
compliance with such require-
ments. Additionally, IRS Publi-
cation 3079 is a useful resource 
for more information about 
charitable games conducted by 
tax-exempt organizations.

Need one register to be able 
to solicit funds?

Most states impose a registra-
tion requirement in order to con-
duct charitable activities, such 
as soliciting contributions or 
holding charitable assets. Each 
state has different rules and reg-
istration requirements. For ex-
ample, most organizations that 
engage in charitable activities 
in New York State (NYS) and/
or solicit charitable contribu-
tions (including grants from 
foundations and government 
grants) in NYS are required to 
register with the NYS Attorney 

General’s Charities Bureau. The
organization must complete 
form CHAR410, submit various 
organizational documents and 
pay a fee. Details can be found 
at http://www.charitiesnys.com/
faqs reg new.html.

In NYS, some organizations, 
including many religious orga-
nizations, are exempt from reg-
istration. Organizations that are 
exempt from registration must 
fi le a request for exemption, 
Schedule E to form CHAR410. 
NYS also requires registered 
charities to fi le an annual form 
CHAR500 and other states may 
impose similar annual fi ling re-
quirements.

CONCLUSION
The charitable contribution 

deduction from federal income 
tax provides an important in-
centive to support worthy chari-
table causes. It is imperative, 
however, that the deduction be 
applied correctly and taxpay-
ers and organizations alike ob-
tain proper tax advice from a 
qualifi ed tax advisor in both the 
planning stages as well as when 
questions arise.

• • • • •
This article is provided for 

general information and edu-
cational purposes. Neither its 
distri ution to any party nor 

any statement or information it 
contains is intended to or shall 

e construed as esta lishing an 
attorney-client relationship or 
to constitute legal advice. ead-
ers are also cautioned that the 
information in this article may 
not apply to all situations. Con-
sequently, readers must not rely 
upon this article or informa-
tion it contains as a su stitute 
for competent individualized 
legal advice a out the specifi c 
circumstances of the readers. 
Attorney advertising and prior 
results do not guarantee a simi-
lar outcome.

I S Circular  isclosure  
To ensure compliance with re-
quirements imposed y the I S, 
we inform you that any U.S. 
federal tax advice contained in 
this document is not intended 
or written to e used, and can-
not e used, for the purpose 
of i  avoiding pen- a l -
ties under the Inter-
nal evenue Code, o r 
ii  promoting, market- i n g , 

or recommending to another 
party any transaction or 
matter that is con-
tained in this 
document.
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Rev. Rul. 67-246; 1967-2 C.B. 104 

Advice has been requested concerning certain fund-raising practices which are fre-
quently employed by or on behalf of charitable organizations and which involve the de-
ductibility, as charitable contributions under section 170 of the Internal Revenue Code of 
1954, of payments in connection with admission to or other participation in fund-raising ac-
tivities for charity such as charity balls, bazaars, banquets, shows, and athletic events. 

Affairs of the type in question are commonly employed to raise funds for charity in two 
ways.  One is from profit derived from sale of admissions or other privileges or benefits 
connected with the event at such prices as their value warrants.  Another is through the 
use of the affair as an occasion for solicitation of gifts in combination with the sale of the 
admissions or other privileges or benefits involved.  In cases of the latter type the sale of 
the privilege or benefit is combined with solicitation of a gift or donation of some amount in 
addition to the sale value of the admission or privilege.   

The need for  guidelines on the subject is indicated by the frequency of misunderstanding 
of the requirements for deductibility of such payments and increasing incidence of their er-
roneous treatment for income tax purposes.   

In particular, an increasing number of instances are being reported in which the public has 
been erroneously advised in advertisements or solicitations by sponsors that the entire 
amounts paid for tickets or other privileges in connection with fund-raising affairs for charity 
are deductible.  Audits of returns are revealing other instances of erroneous advice and 
misunderstanding as to what, if any, portion of such payments is deductible in various cir-
cumstances.  There is evidence also of instances in which taxpayers are being misled by 
questionable solicitation practices which make it appear from the wording of the solicitation 
that taxpayer's payment is a "contribution," whereas the payment solicited is simply the 
purchase price of an item offered for sale by the organization.   

Section 170 of the Code provides for allowance of deductions for charitable contributions, 
subject to certain requirements and limitations.  To the extent here relevant a charitable 
contribution is   defined  by that section as "a contribution or gift to or for the use of" certain 
specified types of organizations.

To be deductible as a charitable contribution for Federal income tax purposes under sec-
tion 170 of the Code, a payment to or for the use of a qualified charitable organization 
must be a gift.  To be a gift for such purposes in the present context there must be, among 
other requirements, a payment of money or transfer of property without adequate consid-
eration.

As a general rule, where a transaction involving a payment is in the form of a purchase of 
an item of value, the presumption arises that no gift has been made for charitable contribu-
tion purposes, the presumption being that the payment in such case is the purchase price.
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Thus, where consideration in the form of admissions or other privileges or benefits is re-
ceived in connection with payments by patrons of fund-raising affairs of the type in ques-
tion, the presumption is that the payments are not gifts.  In such case, therefore, if a chari-
table contribution deduction is claimed with respect to the payment, the burden is on the 
taxpayer to establish that the amount paid is not the purchase price of the privileges   or 
benefits and that part of the payment, in fact, does qualify as a gift.

In showing that a gift has been made, an essential element is proof that the portion of the 
payment claimed as a gift represents the excess of the total amount paid over the value of 
the consideration received therefor.  This may be established by evidence that the pay-
ment exceeds the fair market value of the privileges or other benefits received by the 
amount claimed to have been paid as a gift.

Another element which is important in establishing that a gift was made in such circum-
stances, is evidence that the payment in excess of the value received was made with the 
intention of making a gift.  While proof of such intention may not be an essential require-
ment under all circumstances and may sometimes be inferred from surrounding circum-
stances, the intention to make a gift is, nevertheless, highly relevant in overcoming doubt 
in those cases in which there is a question whether an amount was in fact paid as a pur-
chase price or as a gift.

Regardless of the intention of the parties, however, a payment of the type in question can 
in any event qualify as a deductible gift only to the extent that it is shown to exceed the fair 
market value of any consideration received in the form of privileges or other benefits.

In those cases in which a fund-raising activity is designed to solicit payments which are in-
tended to be in part a gift and in part the purchase price of admission to or other participa-
tion in an event of the type in question, the organization conducting the activity should em-
ploy procedures which make clear not only that a gift is being solicited in connection with 
the sale of the admissions or other privileges related to the fund-raising event, but also, the 
amount of the gift being solicited.  To do this, the amount properly attributable to the pur-
chase of admissions or other privileges and the amount solicited as a gift should be deter-
mined in advance of solicitation.   The respective amounts should be stated in making the 
solicitation and clearly indicated on any ticket, receipt, or other evidence issued in connec-
tion with the payment.

In making such a determination, the full fair market value of the admission and other bene-
fits or privileges must be taken into account. Where the affair is reasonably comparable to 
events for which there are established charges for admission,  such as theatrical or athletic 
performances, the established charges should be treated as fixing the fair market value of 
the admission or privilege.  Where the amount paid is the same as the standard admission 
charge there is, of course, no deductible contribution, regardless of the intention of the par-
ties.  Where the event has no such counterpart, only that portion of the payment which ex-
ceeds a reasonable estimate of the fair market value of the admission or other privileges 
may be designated as a charitable contribution.   
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The fact that the full amount or a portion of the payment made by the taxpayer is used by 
the organization exclusively for charitable purposes has no bearing upon the determination 
to be made as to the value of the admission or other privileges and the amount qualifying 
as a contribution.

Also, the mere fact that tickets or other privileges are not utilized does not entitle the pa-
tron to any greater charitable contribution deduction than would otherwise be allowable.
The test of deductibility is not whether the right to admission or privileges is exercised but
whether the right was accepted or rejected by the taxpayer.  If a patron desires to support 
an affair, but does not intend to use the tickets or exercise the other privileges being of-
fered with the event, he can make an outright gift of the amount he wishes to contribute, in 
which event he would not accept or keep any ticket or other evidence of any of the privi-
leges related to the event connected with the solicitation.

The foregoing summary is not intended to be all inclusive of the legal requirements re-
lating to deductibility of payments as charitable contributions for Federal income tax pur-
poses.  Neither does it attempt to deal with many of the refinements and distinctions which 
sometimes arise in connection with questions of whether a gift for such purposes has been 
made in particular circumstances.

The principles stated are intended instead to summarize with as little complexity as 
possible, those basic rules which govern deductibility of payments in the majority of the 
circumstances involved.  They have their basis in section 170 of the Code, the regulations 
thereunder, and in court decisions.  The observance of these provisions will provide 
greater assurance to taxpayer contributors that their claimed deductions in such cases are 
allowable.

Where it is disclosed that the public or the patrons of a fundraising affair for charity 
have been erroneously informed concerning the extent of the deductibility of their pay-
ments in connection with the affair, it necessarily follows that all charitable contribution de-
ductions claimed with respect to payments made in connection with  the particular event or 
affair will be subject to special scrutiny and may be questioned in audit of returns.

In the following examples application of the principles discussed above is illustrated in 
connection with various types of fund-raising activities for charity.  Again, the examples are 
drawn to illustrate the general rules involved without attempting to deal with distinctions 
that sometimes arise in special situations.  In each instance, the charitable organization 
involved is assumed to be an organization previously determined to be qualified to receive 
deductible charitable contributions under section 170 of the Code, and the references to 
deductibility are to deductibility as charitable contributions for Federal income tax pur-
poses.
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 Example 1: 
The M Charity sponsors a symphony concert for the purpose of raising funds for M’  s 

charitable programs.   M agrees to pay a fee which is calculated to reimburse the sym-
phony for hall rental, musicians' salaries, advertising costs, and printing of tickets.  Under 
the agreement, M is entitled to all receipts from ticket sales.   M sells tickets to the concert 
charging $5 for balcony seats and $10 for orchestra circle seats.  These prices approxi-
mate the established admission charges for concert performances by the symphony or-
chestra.  The tickets to the concert and the advertising material promoting ticket sales em-
phasize that the concert is sponsored by, and is for the benefit of M Charity.

Notwithstanding the fact that taxpayers who acquire tickets to the concert may think 
they are making a charitable contribution to or for the benefit of M Charity, no part of the 
payments made is deductible as a charitable contribution for Federal income tax purposes.  
Since the payments approximate the established admission charge for similar events, 
there is no gift.  The result would be the same even if the advertising materials promoting 
ticket sales stated that amounts paid for tickets are "tax deductible" and tickets to the con-
cert were purchased in reliance upon such statements.  Acquisition of  tickets or other 
privileges by a taxpayer in reliance upon statements made by a charitable organization 
that the amounts paid are deductible does not convert an otherwise nondeductible pay-
ment into a deductible charitable contribution.   

 Example 2: 
The facts are the same as in Example 1, except that the M Charity desires to use the 

concert as an occasion for the solicitation of gifts. It indicates that fact in its advertising ma-
terial promoting the event, and fixes the payments solicited in connection with each class 
of admission at $30 for orchestra circle seats and $15 for balcony seats.  The advertising 
and the tickets clearly reflect the fact that the established admission charges for compara-
ble performances by the symphony orchestra are $10 for orchestra circle seats and $5 for 
balcony seats, and that only the excess of the solicited amounts paid in connection with 
admission to the concert over the established prices is a contribution to M.

Under these circumstances a taxpayer who makes a payment of $60 and receives two 
orchestra circle seat tickets can show that his payment exceeds the established admission 
charge for similar tickets to comparable performances of the symphony orchestra by $40.
The circumstances also confirm that amount of the payment was solicited as, and intended 
to be, a gift to M  Charity.  The $40, therefore, is deductible as a charitable contribution.

 Example 3: 
A taxpayer pays $5 for a balcony ticket to the concert described in Example 1.  This 

taxpayer had no intention of using the ticket when he acquired it and he did not, in fact, at-
tend the concert.

No part of the taxpayer's $5 payment to the M Charity is deductible as a charitable con-
tribution.  The mere fact that the ticket to the concert was not used does not entitle the tax-
payer to any greater right to a deduction than if he did use it. The same result would follow 
if the taxpayer had made a gift of the ticket to another individual.  If the taxpayer desired to 
support M, but did not intend to use the ticket to the concert, he could have made a qualify-
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ing charitable contribution by making a $5 payment to M and refusing to accept the ticket 
to the concert.

 Example 4: 
A receives a brochure soliciting contributions for the support of the M Charity.  The bro-

chure states: "As a grateful token of appreciation for your help, the M Charity will  send to 
you your choice of one of the several articles listed below, depending upon the amount of 
your donation." The remainder of the brochure is devoted to a catalog-type listing of arti-
cles of merchandise with the suggested amount of donation necessary to receive each 
particular article.  There is no evidence of any significant difference between the suggested 
donation and the fair market value of any such article.  The brochure contains the further 
notation that all donations to M Charity are tax deductible.

Payments of the suggested amounts solicited by M Charity are not deductible as a 
charitable contribution.  Under the circumstances, the amounts solicited as "donations" are 
simply the purchase prices of the articles listed in the brochure.

 Example 5: 
A taxpayer paid $5 for a ticket which entitled him to a chance to win a new automobile.

The raffle was conducted to raise funds for the X Charity.  Although the payment for the 
ticket was solicited as a "contribution" to the X Charity and designated as such on the face 
of the ticket, no part of the payment is deductible as a charitable contribution.  Amounts 
paid for chances to participate in raffles, lotteries, or similar drawings or to participate in 
puzzle or other contests for valuable prizes are not gifts in such circumstances, and there-
fore, do not qualify as deductible charitable contributions.

 Example 6: 
A women's club, which serves principally as an auxiliary of the X Charity, holds monthly 

membership luncheon meetings.  Following the luncheon and any entertainment that may 
have been arranged, the  members transact any membership business which may be re-
quired.  Attendance of the luncheon meetings is promoted through the advance sale of 
tickets.  Typical of the form of the tickets is the following:  

While the ticket does not specifically state that the amount is tax deductible, the charac-
terization of the $5.50 price of the ticket as a "donation" is highly misleading in that it is 
done in a context which suggests that the price of the ticket is a charitable contribution 
and, therefore,  tax deductible.  On the facts recited, no part of the payment is deductible, 
since there is no showing that any part of the price of the ticket is in fact a gift of an amount 
in excess of the fair market value of the luncheon and entertainment.

 Example 7: 
In support of its summer festival program of 10 free public concerts, the M Symphony,

a charitable organization, mails out brochures soliciting contributions from its patrons.  The 
brochure recites the purposes and activities of the organization, and as an inducement to 
contributors states that:

"A contribution of $20 entitles the donor to festival membership for the season and free 
admission to the premiere showing of the motion picture * * * starring * * * and * * *.   
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Cocktails - 7:00 P.M. Curtain - 8:15 P.M.
This special premiere performance is not open to the public.
* * *
"Your contribution will benefit an important community function; it also entitles you to 

choice reserved seats for all summer festival concerts and events."  110
The envelope furnished for mailing in payments contains the following:
"Enclosed is my tax-deductible membership contribution to the M Symphony summer 

concert program in the amount of $ - .  " Send me - tickets to the May 1 premiere perform-
ance.  "I do not desire to attend the special premiere performance for festival members, 
butI am enclosing my contribution."

A taxpayer mails in a payment of $20, indicating on the envelope form that he desires a 
ticket to the premiere showing of the film.

No part of the payment is deductible as a charitable contribution.  Payment of the $20 
entitles an individual not only to the privilege of attending the cocktail party and the pre-
miere showing of the film, but also the privilege of choice reserved seats for the summer 
festival concerts.  Under the circumstances, no part of the payment qualifies as a gift, 
since there is no showing that the payment exceeds the fair market value of the privileges 
involved.  Even if a "contributor" indicates he does not desire to attend the cocktail party 
and premiere showing of the film, it would still be incorrect for the organization to charac-
terize the $20 payment as a deductible charitable contribution, since under these circum-
stances the fair market value of the privilege of having choice reserved seats for attending 
the concerts would, in all likelihood, exceed the amount of the payment.  However, if the 
taxpayer wishes to support the M Symphony, and advises the organization that he does 
not desire the ticket to the premiere and does not want seats reserved for him, the amount 
contributed to M is deductible as a charitable contribution.

 Example 8: 
In order to raise funds, W Charity plans a theater party consisting of admission to a 

premiere showing of a motion picture and an after-theater buffet.  The advertising material 
and tickets to the theater party designate $5 as an admission charge and $10 as a gift to 
W Charity.  The established admission charge for premiere showings of motion pictures in 
the locality is $5.

Notwithstanding W’ s representations respecting the amount designated as a gift, the 
specified $10 does not qualify as a deductible charitable contribution because  W'  s allo-
cation fails to take into account the value of admission to the buffet dinner.   

 Example 9: 
The  X  Charity sponsors a fund-raising bazaar, the articles offered for sale at the ba-

zaar having been contributed to  X  by persons desiring to support  X'  s charitable pro-
grams.  The prices for the articles sold at the bazaar are set by a committee of X with a 
view to charging the full fair market value of the articles.
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A taxpayer who purchases articles at the bazaar is not entitled to a charitable contribu-
tion deduction for any portion of the amount paid to X for such articles.  This is true even 
though the articles sold at the bazaar are acquired and sold without cost to X and the total 
proceeds of the sale of the articles are used by X exclusively for charitable purposes.    

 Example 10: 
The members of the M Charity undertake a program of selling Christmas cards to raise 

funds for the organization's activities.  The cards are purchased at wholesale prices and 
are resold at prices comparable to the prices at which similar cards are sold by regular re-
tail outlets.  On the receipts furnished to its customers, the difference between the amount 
received from the customer and the wholesale cost of the cards to the organization is des-
ignated by the organization as a tax-deductible charitable contribution.

The organization is in error in designating this difference as a tax-deductible charitable 
contribution.  The amount paid by customers in excess of the wholesale cost of the cards 
to the organization is not a gift to the organization, but instead is part of the purchase price 
or the fair market value of the cards at the retail level.

 Example 11: 
In support of the annual fund-raising drive of the X Charity, a local department store 

agrees to award a transistor radio to each person who contributes $50 or more to the char-
ity.  The retail value of the radio is $15.  B receives one of the transistor radios as a result 
of his contribution of $100 to X.  Only $85 of B’s payment to X qualifies as a deductible 
charitable contribution.  In determining the portion of the payment to a charitable organiza-
tion which is deductible as a charitable contribution in these circumstances, the fair market 
value of any consideration received for the payment from any source must be subtracted 
from the total payment.

 Example 12: 
To assist the  Y  Charity in the promotion of a Halloween Ball to raise funds for  Y' s ac-

tivities, several individuals in the community agree to pay the entire costs of the event, in-
cluding the costs of the orchestra, publicity, rental of the ballroom, refreshments,  and any 
other necessary expenses.  Various civic organizations and clubs agree to undertake the 
sale of tickets for the dance.  The publicity and solicitations for the sale of the tickets em-
phasize the fact that the entire cost of the ball is being borne by anonymous patrons of Y
and by the other community groups, and that the entire gross receipts from the sale of the 
tickets, therefore, will go to Y Charity.  The price of the tickets, however, is set at the fair 
market value of admission to the event.

No part of the amount paid for admission to the dance is a gift.  Therefore, no part is 
deductible as a charitable contribution.  The fact that the event is conducted entirely with-
out cost to  Y  Charity and that the full amount of the admission charge goes directly to  Y 
for its uses has no bearing on the deductibility of the amounts paid for admission, but does 
have a bearing on the deductibility of the amounts paid by the anonymous patrons of the 
event.  The test is not the cost of the event to Y, but the fair market value of the considera-
tion received by the purchaser of the ticket or other privileges for his payment. 

Page 11



Page 12



Page 13



Page 14



Rev. Rul. 56-304, 1956-2 C.B. 306 
Organizations privately established and funded as charitable

foundations which are organized and actively operated to carry on 
one or more of the purposes specified in section 501(c)(3) of the 
Internal Revenue Code of 1954, and which otherwise meet the 
requirements for exemption from Federal income tax are not 
precluded from making distributions of their funds to individuals, 
provided such distributions are made on a true charitable basis in 
furtherance of the purposes for which they are organized.
However, organizations of this character which make such 
distributions should maintain adequate records and case histories 
to show the name and address of each recipient of aid; the amount 
distributed to each; the purpose for which the aid was given; the 
manner in which the recipient was selected and the relationship, 
if any, between the recipient and (1) members, officers, or 
trustees of the organization, (2) a grantor or substantial 
contributor to the organization or a member of the family of
either, and (3) a corporation controlled by a grantor or 
substantial contributor, in order that any or all distributions 
made to individuals can be substantiated upon request by the
Internal Revenue Service. 
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Rev. Rul. 63-252, 1963-2 CB 101  

SECTION 170.--CHARITABLE,. ETC., CONTRIBUTIONS AND GIFTS  

26 CFR 1.170-2: Charitable deductions by individuals; limitations. Deductibility of contributions by individuals to a 
charity organized in the United States which thereafter transmits some or all of its funds to a foreign charitable 
organization.  

[Text]  

Advice has been requested as to the deductibility, under section 170 of the Internal Revenue Code of 1954, of 
contributions by individuals to a charity organized in the United States which thereafter transmits some or all of its 
funds to a foreign charitable organization.  

Section 170 of the Code provides, in material part, as follows:  

(a) ALLOWANCE OF DEDUCTION.--  

(1) GENERAL RULE.--There shall be allowed as a deduction any charitable contribution (as defined in subsection (c)) 
payment of which is made within the taxable year. A charitable contribution shall be allowable as a deduction only if 
verified under regulations prescribed by the Secretary or his delegate.  

-o-o-o- 

(c) CHARITABLE CONTRIBUTION DEFINED.--For purposes of this section, the term "charitable contribution" 
means a contribution or gift to or for the use of--  

-o-o-o- 

(2) A corporation, trust, or community chest, fund, or foundation--  

(A) created or organized in the United States or in any possession thereof, or under the law of the United States, any 
State or Territory, the District of Columbia, or any possession of the United States;  

(B) organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes of for the 
prevention of cruelty to children or animals;  

(C) no part of the net earnings of which inures to the benefit of any private shareholder or individual; and  

(D) no substantial part of the activities of which is carrying on propaganda, or otherwise attempting, to influence 
legislation.  

A contribution or gift by a corporation to a trust, chest, fund, or foundation shall be deductible by reason of this 
paragraph only if it is to be used within the United States or any of its possessions exclusively for purposes specified 
in subparagraph {B) .  

In determining whether contributions to or for the use of a particular corporation, trust, community chest, fund, or 
foundation are deductible, it must first be determined that the recipient organization was validly created or 
organized in the United States, a state or territory, the District of Columbia or a possession of the United States, as 
required by section 170(c) (2) (A) of the Code. If the organization does not qualify under section 170(c) (2) (A) of the 
Code--that is, it was not created or organized in the United States, etc.--a contribution thereto is not deductible under 
section 170 of the Code. Dora F. Welti v. Commissioner, 1 T. C. 905 (1943); Muzaffer ErSelcuk et al. v. Commissioner, 
30 T. C. 962 (1958).  It must further be found that the recipient was organized and operated exclusively for one of the 
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purposes stated in section 170(c) (2) (B) of the Code, namely, religious, charitable, scientific, literary, or educational 
purposes or for the prevention of cruelty to children or animals, and that it meets the remaining requirements of 
section 170(c) (2) of the Code.  

Assuming that an organization otherwise meets the requirements set forth in section 170(c) (2) of the Code, a further 
problem arises where that organization is required to turn all or part of its funds over to a foreign charitable 
organization. As noted above, contributions directly to the foreign organization would not be deductible. The 
question presented here is whether the result should differ when funds are contributed to a domestic charity which 
then transmits those funds to a foreign charitable organization.  

Prior to the passage of the Revenue Act of 1938 there were no restrictions as to the place of creation of charitable 
organizations to which individuals might make deductible contributions. (Section 102(c) of the Revenue Act of 1935, 
which first permitted a deduction for corporate charitable contributions, limited that deduction to contributions to 
"domestic" organizations which used such contributions within the United States.) The rule as to individual 
contributions was changed with the passage of the Revenue Act of 1938. Section 23(0) of that Act provided that 
contributions by individuals were deductible only if the recipient was a "domestic" organization. See discussion of 
that section in Ways and Means Committee Report, H.R. Report No.1860, Seventy-fifth Congress, Third Session, C.B. 
1939-1 (Part 2) , 728, at 742. Section 224 of the Revenue Act of 1939 substituted for the requirement that a qualifying 
organization be "domestic," the requirement that it have been "created or organized in the United States or in any 
possession thereof," etc. In substantially the same form, this requirement was re-enacted as section 170(c) (2) (A) of 
the 1954 Code.  

At the outset, it should be noted that section 170(c) (2) (A) of the Code relates only to the place of creation of the 
charitable organization to which deductible contributions may be made and does not restrict the area in which 
deductible contributions may be used. Compare the last sentence in section 170(c) (2) of the Code, which requires that 
certain corporate contributions be used within the United States. Accordingly, the following discussion should not be 
construed as limiting in any way the geographical areas in which deductible contributions by individuals may be 
used.  

The deductibility of the contributions here at issue will be discussed in connection with five illustrative examples set 
out below. The "foreign organization" referred to in each of the examples is an organization which is chartered in a 
foreign country and is so organized and operated that it meets all the requirements of section 170(c) (2) of the Code 
excepting the requirement set forth in section 170(c) (2) (A) of the Code. The "domestic organization" in each example 
is assumed to meet all the requirements in section 170(c) (2) of the Code. In each case, the question to be decided is 
whether the amounts paid to the domestic organization are deductible under section 170(a) of the Code.  

(1) In pursuance of a plan to solicit funds in this country, a foreign organization caused a domestic organization to 
be formed. At the time of formation, it was proposed that the domestic organization would conduct a fund-raising 
campaign, pay the administrative expenses from the collected fund and remit any balance to the foreign 
organization.  

(2) Certain persons in this country, desirous of furthering a foreign organization's work, formed a charitable 
organization within the United States. The charter of the domestic organization provides that it will receive 
contributions and send them, at convenient intervals, to the foreign organization.  

(3) A foreign organization entered into an agreement with a domestic organization which provides that the 
domestic organization will conduct a fund-raising campaign on behalf of the foreign organization. The domestic 
organization has previously received a ruling that contributions to it are deductible under section 170 of the Code. 
In conducting the campaign, the domestic organization represents to prospective contributors that the raised 
funds will go to the foreign organization.  

(4) A domestic organization conducts a variety of charitable activities in a foreign country. Where its purposes can 
be furthered by granting funds to charitable groups organized in the foreign country, the domestic organization 
makes such grants for purposes which it has reviewed and approved. The grants are paid from its general funds 
and although the organization solicits from the public, no special fund is raised by a solicitation on behalf of 
particular foreign organizations.  
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(5) A domestic organization, which does charitable work in a foreign country, formed a subsidiary in that country 
to facilitate its operations there. The foreign organization was formed for purposes of administrative convenience 
and the domestic organization controls every facet of its operations. In the past the domestic organization 
solicited contributions for the specific purpose of carrying out its charitable activities in the foreign country and it 
will continue to do so in the future. However, following the formation of the foreign subsidiary, the domestic 
organization will transmit funds it receives for its foreign charitable activities directly to that organization.  

It is recognized that special earmarking of the use or destination of funds paid to a qualifying charitable organization 
may deprive the donor of a deduction. In s. E. Thomason v. Commissioner, 2 T. C. 441 (1943), the court held that 
amounts paid to a charitable organization were not deductible where the contributions were earmarked for the 
benefit of a particular ward of the organization. Similarly, see Revenue Ruling 54-580, C.B. 1954-2, 97. These cases 
indicate that an inquiry as to the deductibility of a contribution need not stop once it is determined that an amount 
has been paid to a qualifying organization; if the amount is earmarked, then it is appropriate to look beyond the fact 
that the immediate recipient is a qualifying organization to determine whether the payment constitutes a deductible 
contribution.  

Similarly, if an organization is required for other reasons, such as a specific provision in its charter, to turn 
contributions, or any particular contribution it receives, over to another organization, then in determining whether 
such contributions are deductible it is appropriate to determine whether the ultimate recipient of the contribution is a 
qualifying organization. It is well established in the law of taxation that "A given result at the end of a straight path is 
not made a different result because reached by following a devious path." Minnesota Tea Co. v. Helvering, 302 U.S. 
609, at 613, Ct. D. 1305, C. B. 1938-1, 288; George w. Griffiths v. Helvering, 308 U.S. 355, at 358, Ct. D. 1431, C. B. 1940-
1, 136. Moreover, it seems clear that the requirements of section 170(c) (2) (A) of the Code would be nullified if 
contributions inevitably committed to go to a foreign organization were held to be deductible solely because, in the 
course of transmittal to the foreign organization, they came to rest momentarily in a qualifying domestic 
organization. In such cases the domestic organization is only nominally the donee; the real donee is the ultimate 
foreign recipient.  

Accordingly, the Service holds that contributions to the domestic organizations described in the first and second 
examples set forth above are not deductible. Similarly, those contributions to the domestic organization described in 
the third example which are given for the specific purpose of being turned over to the foreign organization are held 
to be nondeductible.  

On the other hand, contributions received by the domestic organization described in the fourth example will not be 
earmarked in any manner, and use of such contributions will be subject to control by the domestic organization.  
Consequently, the domestic organization is considered to be the recipient of such contributions for purposes of 
applying section 170(c) of the Code. Similarly, the domestic organization described in the fifth example is considered 
to be the real beneficiary of contributions it receives for transmission to the foreign organization. Since the foreign 
organization is merely an administrative arm of the domestic organization, the fact that contributions are ultimately 
paid over to the foreign organization does not require a conclusion that the domestic organization is not. the real 
recipient of those contributions. Accordingly, contributions by individuals to the domestic organizations described in 
the fourth and fifth examples are considered to be deductible.  

Pursuant to the authority contained in section 7805(b) of the Code, the principles stated herein will not be applied to 
disallow deductions for contributions made to a charitable organization prior to December 9, 1963, the date of 
publication of this Revenue Ruling, if those contributions otherwise would have been deductible under an 
outstanding ruling or determination letter.  

�
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  AGUDATH ISRAEL OF AMERICA 
COMMUNITY SERVICES 

42 Broadway, New York, NY  10004 � (212) 797-9000 � Fax (646) 254-1600 

 
 
                 REVISED VERSION 

24 Teves 5770 
           January 10, 2010 
        

  
M E M O R A N D U M 

 
 

   TO:  Principals and Administrators 

   FROM:  Mordechai Biser, Esq., Associate General Counsel 

   CC:  Mrs. Deborah Zachai, Director of Education Affairs 
   Mr. Dovid Tanenbaum, Education Affairs Associate 

   RE:  Parsonage Payments 
 

We receive frequent requests from menahalim, rebbeim, rabbonim, accountants for 
yeshivos and shuls, and others to answer questions about parsonage allowances, which enable 
rabbonim and rebbeim to legally receive part of their salary in a way that is not subject to federal 
income tax.  We have therefore prepared the attached memorandum to answer the most frequently 
asked questions.

You do not need a law or accounting degree to understand the parts of this memo (the part 
above the footnotes) that apply to you.  The footnotes, however, are for the tax lawyers and 
accountants (and the legally curious) who may want to know the legal basis for our suggestions 
and conclusions.

This memo should not constitute legal or accounting advice.  Indeed, we encourage you 
to consult with your own accountant or tax attorney.  However, it has been prepared with the input 
of leading attorneys and accountants in the field, and we encourage you to share it with your tax 
advisor.

We hope that we have clarified and explained what is an often-misunderstood area of tax 
law.  Most importantly, we hope that this memo will enable our community’s rebbeim and 
rabbonim to make use of this tax break to the fullest extent allowable by law.
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Agudath Israel of America 
January 2010 

PARSONAGE PAYMENTS--TAX BREAK FOR REBBEIM AND RABBONIM*

Contents

General Introduction; requirements for parsonage payments 
Specific Questions:
1.  How does the employer make the parsonage designation? 
2. What is the maximum that can be taken as a parsonage allowance? 
3. What can be included in housing expenses? 
4. Does the rebbe receiving parsonage payments need smicha? 
5. Can women receive a parsonage allowance? 
6. Are parsonage payments totally tax-free? 
7. Does the employer need to report parsonage on the W-2? 
8. Does the employer withhold FICA taxes from a rabbi or rebbe who is 
getting parsonage? 
9. Are members of the clergy required to receive a parsonage allowance?  If 
not, is there ever an advantage to not receiving parsonage?
10. Is a homeowner eligible for parsonage payments? 
11. Can a homeowner get parsonage and still deduct real estate taxes and 
mortgage interest payments? 
12.  Can a homeowner still get parsonage after he has completed paying his 
mortgage?
13.  Can a homebuyer receive parsonage payments to cover his down payment 
costs?

General Introduction

Pursuant to Section 107 of the Internal Revenue Code1, under certain circumstances a 
member of the clergy does not have to pay federal income tax on the part of his income 
that he spends on housing.  This means that a rabbi or rebbe can reduce his income tax 
bill by having part of his salary designated as a rental allowance (often called “parsonage 
payments”).  Even if a rebbe owns his own home, he can still receive parsonage 
payments to cover his housing costs. 

The requirements for parsonage payments are as follows: 

* Agudath Israel of America acknowledges and thanks attorney Kevin Babitz for researching and writing 
the first draft of this memorandum.  We also thank attorneys Jacob I. Friedman and Amanda H. Nussbaum 
of Proskauer Rose, LLP, Yehuda Kupfer, Esq., staff attorney at Agudath Israel, and Chaim Aaron Levin, 
CPA, for reviewing this updated memo and offering their comments. 
1 For more details, see Treasury Regulations Sec. 1.107-1. 
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� The parsonage allowance must be provided as payment for services that are 
ordinarily the “duties of a minister”. 2 One need not be the rabbi of a shul to 
take advantage of this provision. "Duties of a minister" includes “the ministration 
of sacerdotal functions and the conduct of religious worship, and the control, 
conduct, and maintenance of religious organizations.”3  The IRS has ruled that 
rebbeim teaching in yeshivos and day schools are eligible to receive parsonage 
allowances.4

� The employer, as a general rule, should be a religious organization.5
However, if the rabbi or rebbe is performing religious worship or similar services, 
even if his employer is not a religious organization he is still entitled to receive 
parsonage payments.6  Thus, a rabbi who works for a nursing home in a non-
rabbinic capacity will not qualify for parsonage payments,7 but if he gives 
shiurim, runs the shul, and counsels patients on religious matters, he is eligible for 
parsonage.

� There needs to be an official action taken by the employer organization (the 
shul or the yeshiva) that designates the payment as a “rental allowance” 
under Section 107 of the Internal Revenue Code.  This designation can be 
made in an employment contract, in the minutes of a meeting of the Board of 
Directors of the employer, in an employer resolution, in a budget, or in any other 
appropriate document.  The designation should specify how much of the rabbi’s 
or rebbe's salary is to be a parsonage allowance. (See Appendix B for a suggested 
text of this designation.) 

� The parsonage allowance cannot be greater than the amount that the rabbi 
actually spends for housing costs, or the fair market rental value of the 
housing, whichever is less. 8 Therefore, a shul or yeshiva cannot designate a 
rabbi's entire salary as a parsonage allowance, unless he actually spends his entire 
salary for housing. (See Appendix A for sample application form for rabbi or 

2 Note that retired clergy can receive part of their pension benefits as parsonage payments. 
3 Treasury Regulations Sec. 1.1402(c)-5(b)(2). 
4 Private Letter Ruling 9126048 (April 02, 1991).  What if a rebbe teaches secular subjects for a yeshiva?  
A member of the clergy who is assigned to perform even secular duties by his church may still be entitled 
to parsonage payments for his work.  See Treasury Regulations Sec. 1.1402(c)-5(b)(2)(v).  Whether a 
yeshiva by itself may “assign” a rebbe to teach secular studies and thus enable him to qualify for parsonage 
payments remains an open question.  One could argue that, under the terms of these Treasury Department 
regulations, a rebbe who teaches secular studies for a yeshiva is performing services pursuant to an 
assignment by his “church” and thus still qualifies for the parsonage exclusion.  However, there is a case in 
which parsonage payments to a professor of religion at a church-affiliated college were disallowed on the 
grounds that the college was not an “integral agency” of the church and because the professor was not 
performing “sacerdotal functions.”  Flowers v. United States of America, 1981 WL 1928 (November 25, 
1981).  Therefore, we recommend that this issue be dealt with on a case-by-case basis in consultation with 
a tax attorney.   
5 Revenue Ruling 68-68 (January, 1, 1968) 
6 Treasury Regulations Sec. 1.1402(c)-5(b)(2)(iii). 
7 Unless the nursing home is an ‘integral agency’ of a shul. 
8 IRC Sec. 107(2). 
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rebbe to submit to employer, to enable the employer make the appropriate 
parsonage designation.)9

Specific Questions and Issues

1.  How does the yeshiva or shul make the "official designation"?  Is it sufficient to 
type "parsonage allowance" on the employee's paystub? 

A parsonage rental allowance must be designated as such pursuant to "official action" by 
the employer taken in advance of such payment.10   This designation must mention the 
particular individual who will be receiving the payments, and it must be in writing, either 
in an employment contract, in minutes of or in a resolution by the Board of Directors of 
the employer's organization, or in any other appropriate document demonstrating such 
official action.  Making the designation on a paystub alone is thus not likely to qualify as 
an official action taken in advance of the payment of the housing allowance.  Without 
official designation, the parsonage allowance is not valid, and cannot legally be excluded 
from gross income.11  The designation can state that it will remain in effect for the 
duration of the rabbi’s or rebbe’s employment, but since housing costs change often, we 
recommend that the designation be reissued each year.  Attached as Appendix B is a 
suggested form of minutes for a Board of Directors meeting to make the parsonage 
designation, and as Appendix C is a suggested form of letter to give to the rabbi or rebbe 
after the designation has been approved. Even though the designation comes from the 
employer, the burden of providing proof of the designation to the tax authorities will 
almost always fall on the employee.  As a practical matter the employee should therefore 
solicit a copy of the official designation from the employer at the beginning of the school 
year, or at the signing of his contract.  The employee should also make certain that the 
designation is properly dated and is consistent with the information he provided to his 
employer.   

Dependent on its governance structure an employer may find it more practical to have an 
authorized officer approve the application form (Appendix A).  In that situation 
Appendices B and C need not be used.  The employee should retain a copy of the signed 
approval.  Attached as Appendix D is a worksheet which the employee can utilize in 
preparing the estimated housing expenses. 

2. What is the maximum amount that can be taken as a parsonage allowance?   

A parsonage allowance can be for the full amount (but not more than) the rabbi’s or 
rebbe’s actual housing expenses, as long as this does not exceed the fair market rental 

9 It is not the employer’s responsibility to investigate whether the employee has accurately estimated his 
housing expenses for purposes of making parsonage payments. 
10 Treasury Regulations Sec. 1.107-1(b). 
11 This provision appears to be strictly enforced.  In Mosley v. Comm'r, T.C. Memo. 1994-457(1994), a 
minister had taken a housing allowance for several tax years, but did not have any evidence of an official 
action for the earlier years. Even though the taxpayer was able to produce evidence of official action for the 
later years, no exclusion was permitted for the earlier years because of this lack of evidence of official 
action. 
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value of the housing.12  See question 3 as to what can be included in calculating housing 
expenses.

3. What can be included in calculating housing expenses?

For purposes of a parsonage allowance, housing costs may include:

� rent,
� mortgage payments,  
� down payments and other costs of buying a home,
� real estate taxes,  
� homeowner's or renter's insurance,  
� the actual cost of home improvements,  
� maintenance expenses,  
� repair costs, including appliance repairs,
� utilities (electricity, gas, water, sewer charges, garbage and snow removal 

charges, non-business phone line),
� furniture costs,  
� appliances (including vacuum cleaner, garage door opener, lawn mower),   
� household goods (dishes, cookware, linens, lawn care tools and supplies, cleaning 

supplies, light bulbs and fixtures, etc..) and
� home decorations (carpets, curtains, paint, wallpaper, pictures, mirrors, etc.).13

Please note that while all of the above may legally be included when calculating one’s 
housing costs, a rabbi or rebbe should estimate his housing expenses as accurately as 
possible. If the expenses are over-estimated, the rabbi or rebbe may have additional 
taxable income.  On the other hand, if the housing expenses are under-estimated it could 
result in the rabbi or rebbe paying additional income taxes. 

4.  Does a rebbe need smicha in order to receive a parsonage allowance? 

We recommend strongly that all rebbeim in yeshivos who are receiving parsonage 
allowances have some form of formal certification of ordination from the yeshiva where 
they learned.  While one doesn't need Yoreh Yoreh to claim the parsonage exclusion, 

12 Even if the fair rental value of the home is greater than the actual housing expenses, only the actual 
expenses can be excluded from gross income.  Reed v. Comm'r, 82 T.C. 208, 214 (1984). If the 
clergyman's actual housing expenses exceed the fair rental value of his home, he may only exclude from 
income the fair market rental value of his home.  IRC Sec. 107(2), as amended by the “Clergy Housing 
Allowance Clarification Act of 2002”, effectively overturning Warren v. Comm'r, 114 T.C. 343 (2000).  
Note that if a rebbe overestimated his housing expenses for a given year (e.g., he planned to make some 
home improvements and then decided not to), and already received parsonage payments based on his 
estimates, the difference between what he actually spent on housing and the amount of his parsonage 
payments must be reported as taxable income.
13 See Treasury Regulations Sec. 1.107-1(c). There is generally a liberal view as to the scope of 
"furnishings," as the IRS is reluctant to “dictate the quality of a minister’s quarters.” GCM 34454 (March 
15, 1971). The IRS has even ruled that seemingly “extraordinary or extravagant” expenses (such as fancy 
antique furniture) may be excluded from income. GCM 37820 (January 15, 1979). 
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possessing a “Rav u'Manhig” or some other sort of certificate or letter would definitely 
be advisable.14

5. Can women receive a parsonage allowance?

There is no clear precedent whether an Orthodox Jewish female teacher who has a bona 
fide certification (i.e., a certificate from a seminary or other Jewish program as described 
below) to teach Limudei Kodesh, and who is employed by a Jewish school for that 
purpose, is eligible to receive a parsonage allowance.  We therefore cannot state with 
certainty that such payments would not be challenged by the IRS, which could affect the 
tax liability of the teacher and the school’s withholding obligation.  However, according 
to the legal experts with whom we have consulted, it should be reasonable for a school to 
pay a parsonage allowance to a female Limudei Kodesh teacher who is performing 
clearly religious functions (e.g., davening with students, teaching Limudei Kodesh, and 
providing religious counseling) and is appropriately commissioned or licensed.  They 
advise that such commission or license should be in the form of a certificate from a 
seminary or other qualified Jewish program designed to prepare Limudei Kodesh 
teachers (and not from a board of education or other secular organization or school) and 
should certify that the recipient is authorized to perform those religious functions. 

6.  Is a parsonage payment totally tax-free income? 

No.  Parsonage payments are not included in one’s federal gross income and therefore are 
not subject to federal income tax.15  However, a recipient of parsonage payments is 

14 The Internal Revenue Code does not define the phrase “minister of the gospel,” nor does the statute's 
legislative history. The regulations list three sorts of duties that are considered to be those of a minister: (1) 
the performance of sacerdotal functions, (2) the conduct of religious worship, and (3) the performance of 
services in “control, conduct, and maintenance of religious organizations.” Treasury Regulations Sec. 
1.1402(c)-5(b)(2).  However, case law has established that other important factors are whether the taxpayer 
was duly “ordained, commissioned or licensed”, and whether the particular church or denomination 
recognized the taxpayer as a minister or religious leader.  Knight v. Comm'r, 92 T.C. 199 (1989); Wingo v. 
Comm'r, 89 T.C. 922 (1987). 

Based in part on their lack of rabbinical ordination, the IRS initially disallowed the exclusion for 
cantors.  The Tax Court overruled the IRS position and has permitted cantors to claim the exclusion on the 
grounds that their duties and services are considered to be sufficiently ministerial (the IRS acquiesced and 
modified its earlier ruling). Yet it is important to note that in the Tax Court cases, the cantors had formal 
certificates from the appropriate organization indicating their qualifications to serve as cantors.  Salkov 
v.Comm'r, 46 T.C. 190 (1966); Silverman v. Comm'r, 57 T.C.727 (1972).  Furthermore, in a subsequent 
case, a shamash for a shul who gave bar mitzvah lessons and served as a witness at weddings was not 
permitted to claim the exclusion.  Haimowitz v.Comm'r, T.C. Memo 1997-40 (1997). The Tax Court held 
that even though these duties were related to the Jewish religion, they were nevertheless more 
organizational than religious in nature, as they did not require performance from one who held ministerial 
authority.  These factors, combined with the fact that the shamash was not ordained as a rabbi or certified 
as a cantor, led the Tax Court to conclude that he was not a “minister of the gospel” under section 107 and 
the accompanying regulations.  Accordingly, we recommend that a rebbe who is taking the parsonage 
exclusion should have some form of formal ordination.
15 In general, states and localities tend to simply base their income taxes on the adjusted gross income on 
one’s federal tax return, so that parsonage payments would also not be reportable for state or local tax 
purposes either.  However, some states require taxpayers to add back certain exclusions or deductions taken 
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subject to the rules governing self-employment tax (SECA) on the full amount of his 
salary (including his parsonage allowance).  When filing his tax return, he must, 
therefore, include the full amount of his salary on the form for self-employment income 
(Schedule SE), and pay tax accordingly.16 He is required to pay self-employment tax on 
the entire salary he receives for his duties as a member of the clergy, unless SECA taxes 
were already withheld from his pay, at his request.17  See question 8 below. 

7.  Does the employer need to report parsonage payments on the employee’s W-2 
form?

No.  Parsonage payments are not included in federal gross income and therefore should 
not be reported as taxable income on the year-end W-2 form.  However, as noted above 
in the answer to question 6, the rabbi or rebbe who receives parsonage payments is 
required to pay self-employment tax on the full amount of his parsonage allowance.  
Therefore, the employer may indicate the total amount of the parsonage payments in box 
14 of the rabbi or rebbe’s W-2 form so that he will know how much he received in 
parsonage payments that year.18

8.  May the shul or yeshiva withhold FICA taxes from the amount designated as 
parsonage allowance?  Does the shul or yeshiva still withhold FICA taxes from the 
non-parsonage part of the rabbi or rebbe’s salary? 

Salary payments to a member of the clergy for services that are the duties of a clergyman 
are exempt from FICA withholding, when paid from a religious organization with exempt 
status under Section 501(c)(3) of the Internal Revenue Code.19  The shul or yeshiva thus 
should not withhold any FICA taxes from the rabbi or rebbe’s salary.19a  The rabbi or 
rebbe is required to report his entire salary (including parsonage allowance) for his duties 
as a member of the clergy as income for self-employment tax purposes (SECA).20  This is 

on one’s federal return.  We are not aware of any state or locality that denies the parsonage exclusion, but 
this needs to be checked with one’s local accountant. 
16 IRC §1402(a)(8), Treasury Regulations Sec. 1.1402(a)-11(a), Flowers v.Comm'r, T.C. Memo. 1991-
542(1991). 
17 For more information, including details on how those receiving parsonage should fill out Form SE, see 
IRS Publication 517, “Social Security and Other Information for Members of the Clergy and Religious 
Workers”.  Note that even if a shul provides the rabbi with a free home, he is still required to pay self-
employment tax on the rental value of that residence.  McFarland v. Comm'r, T.C. Memo. 1992-440 
(1992). 
18 Although the rebbe’s employer may choose to state the amount of the parsonage allowance in box 14 of 
the rebbe’s W-2 form, this does not mean it needs to be reported to the IRS. 
19 IRC Sec. 3121(b)(8)(A); Treasury Regulations Sec. 31.3121(b)(8)-1(b). 
19a A shul or yeshiva that has been paying the employer portion of FICA taxes on the non-parsonage 
payment and now decides to discontinue paying those taxes, should add an additional amount to the rabbi 
or rebbe’s payments so that the rabbi or rebbe is not hurt by the change.  This will ensure that the shul or 
yeshiva has acted consistently with the understanding about the amount the rabbi or rebbe will receive as 
net salary. If a shul or yeshiva does pay FICA taxes on the rabbi or rebbe’s salary, the amount paid is 
considered additional taxable income to the rabbi or rebbe. 
20 IRC §1402(a)(8), Treasury Regulations Sec. 1.1402(a)-11(a), Flowers v.Comm'r, T.C. Memo. 1991-542 
(1991). 
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reportable on Schedule SE of his tax return.  He can request that the employer withhold 
SECA taxes from his salary.    

9.  Are members of the clergy required to receive a parsonage allowance?  If not, is 
there ever an advantage to not receiving parsonage? 

It is not mandatory that a member of the clergy receive any of his salary as a parsonage 
allowance.  In some instances, it can actually be advantageous for a rabbi or rebbe to 
forego receiving parsonage.   Each rabbi or rebbe should consult with a tax professional 
to determine whether or not he should receive parsonage payments. 21

Parsonage Issues For Homeowners

10.  Can a rabbi who owns his own home still receive a parsonage allowance?

Yes.  The amount of his parsonage allowance may include his mortgage payments, real 
estate taxes, and other housing expenses (see question 3).  It can also include the amount 
of his down payment and other purchase costs, but only during the tax year that he 
actually made such expenditures.    The total amount of the parsonage allowance for any 
year may not exceed the annual fair market rental value of the home plus the cost of 
utilities.

11.  Can a rabbi who owns his own home and receives a parsonage allowance still 
deduct mortgage interest payments and real estate taxes from his gross income? 

Yes.  Even though a parsonage allowance (which can include the cost of real estate taxes 
and mortgage interest payments) is excluded from gross income, a clergyman is 
nonetheless permitted to also deduct real estate taxes and qualified home mortgage 
interest from his total gross income.22  A rebbe or rabbi who owns his own home thus 
gets, in effect, a double tax break. 

12. What happens when a rabbi has completed paying his mortgage, or paid for his 
home in full and has no mortgage?

In such cases, the amount of his excludable parsonage allowance will only be his actual 
remaining housing costs.23  Therefore, before prepaying a mortgage, a rabbi should 
consult with an accountant or tax attorney about the consequences.24

21 For example, the current tax rules provide for earned income credits and additional child tax credits, both 
of which are refundable even if the employee had no income tax withheld.  These credits are based on the 
employee’s taxable income.  Therefore, in some instances, a rabbi or rebbe will lower the amount of his tax 
refund if he receives a parsonage allowance.   
22 IRC §265(a)(6); Rev. Rul. 87-32 (April 27, 1987). 
23 Swaggart v. Comm'r, T.C. Memo 1984-409 (1984). 
24 The IRS has explicitly ruled that, if a clergyman pays for his home in full in cash, or has already paid off 
his mortgage, he may not spread the purchase price over a number of years and claim the parsonage 
exclusion for each of those years.  Similarly, he may not use the parsonage allowance to pay off a home 
equity line of credit, or use the allowance to pay off a loan secured by the paid-off home (unless the 
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13.  When a rabbi buys a home, can he exclude as parsonage the down payment and 
other purchase-related costs?

Yes, provided that this exclusion is taken during the tax year that the down payment and 
costs were actually expended, and provided that the total amount of the parsonage 
allowance that year does not exceed the fair market rental value of the home plus the cost 
of utilities. 

refinancing was used for capital improvements on the home).  Private Letter Ruling 9115051 (January 16, 
1991). 
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APPENDIX A: SUGGESTED PARSONAGE ALLOWANCE APPLICATION FORM 

Name of Employer: __________________________________________________ 
Name of Applicant: __________________________________________________ 
Ordination or Certification Received from*: _______________________________ 
Home Address: ______________________________________________________ 
My estimated housing expenses (plus utilities) for the [calendar year 20___] or [the school year 
___ 20___- 20___] are as follows: $____________ **
The above is an estimate of my anticipated housing expenses.  Should my housing expenses 
change significantly during the course of the year, I will promptly notify my employer and 
submit a new parsonage allowance request form. 

Signature of Applicant ______________________ 
Printed Name of Applicant ___________________ 
Date _____________________________________ 

Approved by: ______________________ 
[Name and title of authorized officer] 
Date ______________________________ 

*copy on file with the Employer 
** Amount may not exceed fair rental value (for the calendar year) of the home, including 
furnishings and appurtenances, such as a garage, plus the cost of utilities. 
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APPENDIX B: SUGGESTED OFFICIAL DESIGNATION OF PARSONAGE 
ALLOWANCE

(A copy of this designation should be presented to the rabbi upon completion)  

At a meeting of the Board of Directors of____________________ (the “Organization”), 
duly convened with proper notice, the Chairman of the Board advised that under Section 
107 of the Internal Revenue Code, a qualified member of the clergy is not subject to 
federal income tax on the rental allowance paid to him as part of his compensation, to the 
extent used by him to rent or provide a home.  Since Rabbi_____________ is duly 
ordained and engaged by the Organization to perform religious services as defined by the 
Internal Revenue Code and accompanying regulations, he is eligible to receive a 
designated housing allowance. After reviewing Rabbi ________________'s application 
for such housing allowance, which lists his estimated housing expenses, the following 
motion was moved, seconded, and unanimously adopted: 

Resolved, that $__________ is hereby designated as Rabbi ______________'s annual 
parsonage allowance.  Be it further resolved, that as long as Rabbi__________________ 
continues as an employee of the Organization in good standing, that the above amount of 
designated housing allowance shall apply to all future years unless and until modified.  
Rabbi _________________, in his parsonage allowance application, has pledged to 
inform the Board of Directors of any significant changes in his monthly housing costs. 

In witness whereof, I, the undersigned, Secretary of the Organization, hereby certify that 
the above resolution was duly adopted at a meeting of the Board of Directors duly 
convened on___________________________(date).

       ____________________________   
Signature of Secretary  
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APPENDIX C:  SUGGESTED LETTER TO RABBI DESIGNATING 
PARSONAGE ALLOWANCE

Dear Rabbi _________________,

Pursuant to your application for a housing allowance under Internal Revenue Code Sec. 
107, the Board of Directors recently met and approved an annual housing allowance in 
the amount of $______________.   Attached is the Board’s official designation of your 
housing allowance. 

This housing allowance is not reportable as taxable income on your federal tax return. 
However, you are required by the Internal Revenue Code to report it as self-employment 
income, and to pay self-employment tax accordingly. (Indeed, as a member of the clergy, 
you are required to pay self-employment tax -- reportable on schedule SE of your tax 
return -- on your entire salary, both your housing allowance and the rest of your salary.  If 
you do not pay self-employment tax, you run the risk of substantial penalties if audited.  
Furthermore, you (or your family members) will not be able to receive the Social 
Security benefits to which you would otherwise have been entitled, since those benefits 
are based on what you paid in self-employment taxes.)   

Should your housing costs change significantly during the course of your employment, 
please obtain a new parsonage allowance application from the office and submit it 
promptly.   

Sincerely,

(Enclose a copy of Appendix B, the official designation of parsonage allowance) 
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APPENDIX D: HOUSING EXPENSES WORKSHEET 
     Calendar Year 20___
Rent __________ 

Mortgage Payments (principal and interest) __________ 

Down Payments and other costs of buying house __________ 

Real Estate Taxes __________ 

Homeowner’s or renter’s insurance __________ 

Actual Cost of home improvements (new roof, room addition, pool, garage) __________ 

Maintenance and expenses __________ 

Repair costs, including appliance repairs __________ 

Utilities 

� Electricity __________ 

� Gas __________ 

� Water __________ 

� Sewer charges __________ 

� Garbage and snow removal __________ 

� Non-business phone line (base charge only) __________ 

Furniture Costs __________ 

Appliances (including vacuum cleaner, garage door opener, lawn mower) __________ 

Household goods (dishes, cookware, linen, tools and supplies, cleaning supplies, light 
bulbs and fixtures) __________ 

Home decorations (carpets, curtains, paint, wallpaper, pictures, mirrors, etc.) __________ 

Lawn care __________ 

Notes

- The aggregate parsonage allowance may not exceed the fair market value of the home 
including furnishings (and garage) plus utilities.  Excess amounts should be reported as 
income on your tax return. 

- Only one home may be counted. 

- All parsonage payments from all employers must be aggregated. 

- Evidence of expenses should be kept in your files. 

- Keep a copy of the formal approval of the parsonage amount.  The approval must be 
made in advance of the receipt of the parsonage payment. 
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- Real estate taxes and interest on the mortgage may also be deducted on your Schedule A 
of Form 1040. 

- Do not count maid service, labor, groceries, personal toiletries, clothing, toys, etc. 
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By Judah I. Kupfer, Esq. 

Introduction
No one likes taxes. Paying

them, that is. However, people’s
ears generally perk up at the
prospect of keeping more take-
home pay and giving less to
Uncle Sam. Some Orthodox Jews
may legitimately be able to save
on their income taxes by taking
advantage of the “parsonage”
housing-allowance exclusion
from federal income tax.

The Internal Revenue Code
provides that a “minister,” or
one who can be classified as a
minister for purposes of the tax
Code, may be able to exclude a
portion of his or her income
earned in the exercise of per-
forming ministerial service that
has been pre-designated and
actually used for the minister’s
housing expenses that year. This
income is excluded, and will
thus not be reported for purpos-
es of federal income taxes (and
most state and local taxes too)
but will still be subject to social
security tax.

The parsonage exclusion
clearly affords a huge tax break
to a group that generally doesn’t
bring home all that much pay to
begin with and can certainly use
the extra cash. Although the par-
sonage exclusion has faced chal-
lenges over the years on consti-
tutional grounds and continues
to be challenged (notably, as
recently as a May 21, 2010 deci-
sion from a California federal
court that allowed such a chal-
lenge to move forward).

At the time of this writing, the
parsonage exclusion is still the
law, and, as long as it continues
to remain the law, those who are
eligible can take advantage of it.
Outlined below are some of the
basic concepts and procedures
for how the parsonage exclusion
works. It should be noted at the
outset that it is important to
seek professional guidance to
ensure eligibility and to ensure
that its requirements are being
applied correctly.

Who is eligible? 
The parsonage allowance may

only be provided as payment for
services that are the “duties of a
minister.” This includes “the
ministration of sacerdotal func-
tions, the conduct of religious
worship, and the control, con-
duct and maintenance of reli-
gious organizations.” This defini-

tion would include most shul
Rabbanim, rebbeim in yeshivos
who teach religious subjects, as
well as yeshivah administrators.

One caveat is that the person
must also be “ordained, licensed
or commissioned.” That would
not necessarily require the rabbi
to have formal semichah, but he
should have a certificate or
diploma from the yeshivah he
attended attesting to his qualifi-
cation to act in a rabbinic capac-
ity, and that certificate should
be on file with his employer.

Female teachers conducting
ministerial services (e.g. daven-
ing or learning with children)
can likely take advantage of this
provision as well. Although they
may not be “ordained,” it would
be sufficient for the female
teacher to obtain a diploma or
certificate from her seminary
attesting to her qualifications to
teach Jewish religious subjects.

Although, generally, the
employer will be a shul or

yeshivah, there is no require-
ment that the employer be a reli-
gious organization. For example,
a rabbi working in a rabbinic
capacity (e.g. conducting shi-
urim, running the shul, counsel-
ing patients on religious mat-
ters) at a nursing home or hospi-
tal would also qualify. If you are
unsure whether you qualify, it is
important to seek professional
guidance before using the exclu-
sion.

What do you need to do?
The parsonage allowance, i.e.

an estimate of how much of his
salary the employee will use for
housing expenses that year, must
be designated by the employer,
and that designation must hap-
pen prospectively, meaning
before the income is earned, in
order for an employee to take
advantage of the tax break. The
employee estimates his housing

expenses for the year and sub-
mits the estimate to the employ-
er for approval. The designation
must be made by “official
action” of the employer.
Examples of “official action”
include a designation within an
employment contract, in the
minutes of a board of trustees
meeting, in an employer resolu-
tion — but really any other
appropriate document will suf-
fice. While a verbal designation
would count (so long as such des-
ignation was made by “official
action”), it isn’t recommended,
as it can cause evidentiary issues
later on.

Parsonage is a matter of tax
law, and thus, like most tax laws,
it follows the calendar year —
January through December.
Since the expenses must be pre-
designated, the designation
should ideally take place each
December, or earlier, for the fol-
lowing calendar year. (If based
on the school year, care should
be taken that the designations
for the school years involved
cover the entire calendar year.)
When starting a new job mid-
year, the designation should
occur as soon as the employee
starts working, if not before.

A designation can technically
be made for future years, but
because pre-designation of hous-
ing expenses should be as accu-
rate as possible, a new designa-
tion would likely be needed at
the beginning of each calendar
year.

What kinds of items are consid-
ered “housing expenses”?

“Housing expenses” includes
basically everything that has to
do with housing. A non-exhaus-
tive list includes various expens-
es in buying or owning a home
such as the down payment on a
home, closing costs, mortgage
payments including interest and
principal, home equity payments
(as long as the loan proceeds
were used for other housing
expenses), real estate tax and
property insurance. For those
renting, rental payments are also
considered housing expenses.

Other applicable housing
expenses include the cost of util-
ities (e.g. electricity, heat, water,
non-business telephone line, gas,
sewer charges), cost of furnish-
ings and appliances, household
goods (including dishes, cook-
ware, linens, lawn-care tools,
cleaning supplies, electrical sup-
plies), building repairs, remodel-

ing and home improvements,
yard maintenance, landscaping,
pest control, snow removal, local
calls on the home phone, and
more.

With so many everyday items
included, it’s important to note
some items that are deemed not
to be housing expenses. Such
items are the cost of purchasing
food, personal toiletries such as
toothpaste and shampoo, music
CDs, computer software, auto-
mobile costs, as well as the cost
for services such as housekeep-
ing and babysitting.

Are there any limitations?
There are indeed limitations

as to the amount of parsonage an
employee may exclude. The
employee is limited to the lesser
of (a) the amount pre-designated
by the employer, (b) the amount
of housing expenses actually
used that year, and (c) the fair
rental value of a furnished home
while adding the employee’s
actual cost of utilities incurred
that year.

To illustrate how these limita-
tions work, suppose a rabbi esti-
mated in January that he would
require $10,000 in housing
expenses for the year and the
school went through the process
of pre-designating by official
action that amount from his
salary of $40,000. The school
would pay the rabbi the entire
$40,000, but the rabbi’s W-2
would only show $30,000. (The
parsonage amount of $10,000
may be detailed in Box 14 for
“other income,” but there is no
requirement that this be done.)
When tax time comes, assuming
the rabbi actually used $10,000
on housing expenses during that
calendar year, he will only report

and pay federal income tax on
$30,000 of his salary.

Let’s say the rabbi only used
$8,000 of the pre-designated
$10,000 for housing expenses.
He would be required to report
and pay federal income tax on
the leftover $2,000. Suppose the
rabbi ended up using $12,000; he
is limited to the pre-designated

amount of $10,000 — and so the
additional $2,000 of the rabbi’s
salary that went toward housing
expenses but was not pre-desig-
nated is considered taxable
income.

In this last example, should
the rabbi notice during the year
that his pre-designated amount
will fall short, he may ask his
employer to amend the designa-
tion to account for the additional
amount, so long as the expenses
used at that point have not yet
exceeded the original pre-desig-
nated amount.To the extent they
have, the amount that exceeded
the pre-designated amount may
not be part of parsonage as tax-
free housing expenses.

To take a different example,
suppose a rabbi was given the
use of a home, rent-free, that was
otherwise valued at $20,000. If
not for the parsonage exception,
that amount likely would need
to be included in the rabbi’s
salary as a taxable benefit
gained from his employer
through the course of his
employment. (Note that there
are certain other limited excep-
tions when such fringe benefits
would not have to be included as
taxable income, but we won’t
explore those in this article.) 

However, given the parsonage
rules afforded a rabbi by the tax
Code, the $20,000 gain will not
be subject to federal income
taxes. In such an instance, aside
from not reporting the $20,000
gain, the rabbi may also desire to
have his employer pre-designate
a portion of his salary as a hous-
ing allowance so that other hous-
ing expenses used that year
would also not be included in
taxable income for federal
income tax purposes.

Suppose a rabbi decided in
January that this year will be the
year that he purchases a home.
Knowing his expenses for the
year will be quite significant, he
designates his entire salary of
$85,000 toward his housing
allowance. (As it turns out, actu-
al housing expenses for the year
may end up being even greater
than his entire salary.) In this
case, the fair-rental value limita-
tion kicks in. The rabbi would
need to evaluate the fair-rental
value of a fully-furnished home
such as his (let’s say it is
$35,000), and add to that his
actual cost of utilities for the
year (let’s say it’s $10,000), and
the sum of those figures would
be the maximum amount of par-
sonage he may take tax-free for
that year, even though he pre-
designated a larger amount and
although he actually spent more.
In our example, his parsonage
amount is limited to $45,000.The
additional $40,000 of his income
($85,000 – $45,000 = $40,000)
would be taxable.

As far as designating one’s
entire salary, that, too, is fine.
Just remember that the above
limitations would apply.

Demystifying the Parsonage Exclusion From 

Federal Income Tax

Feature

The parsonage
exclusion clearly
affords a huge tax
break to a group that
generally doesn’t
bring home all that
much pay to begin
with. 

The parsonage
exclusion merely
applies to federal
income tax.

Over the past several months, Agudath Israel of America has initiated the Dina D’Malchusa Dina series of legal seminars project.
Responding to the timely need in the Orthodox Jewish community for substantive guidance regarding a range of legal and tax-relat-
ed issues faced by yeshivos, shuls, gemachs, and the general public, Agudath Israel has stepped up to fill that need by coordinating
this initiative. To date, Agudath Israel has presented close to ten seminars in various locations across the United States, including pro-
grams in Boro Park, Chicago, Cleveland, Flatbush, Lakewood and Los Angeles, and more are scheduled to come. The initiative has
been praised by many as long overdue. It has served as a means of educating the greater Orthodox community regarding the intri-
cacies of complicated and often misunderstood legal concepts, and has brought about a keen awareness of pertinent rules and laws
vital to ensure that organizations and individuals act in compliance with state and federal law. The parsonage exclusion from income
tax is one such topic. Below is an article that seeks to clarify the rules of parsonage, the limits to the exclusion and some of its nuances.
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Does the employee have to pay
social security/Medicare tax on
his income?

Here is the more troubling
news. Indeed, the parsonage
exclusion merely applies to fed-
eral income tax (as well as any
local and state taxes that base
their taxable income on the
employee’s federal “adjusted
gross income”). Social security
taxes are a different story. The
employee is required to pay
social security and Medicare tax
on his entire income, both the
parsonage as well as the non-par-
sonage amounts. Not only that,
this burden of paying it falls
completely on the employee —
all 15.3% of it. If you’re thinking
it’s strange — that’s because it is.

The tax code classifies “minis-
ters” with respect to ministerial
services they perform as “dual-
status employees.” That means
they are considered employees
for all purposes (so they general-
ly receive a W-2 at year’s end
from their employers), except
when it comes to social security
tax.

For social security purposes,
ministers are considered “self-
employed.” The rule is that
employees pay half their social
security and Medicare obliga-
tions (also known as FICA, which
stands for Federal Insurance
Contributions Act) while
employers are required to kick in
the other half at their own
expense, which will not be tax-
able to employees. Since minis-
ters with respect to their minis-
terial services are exempt from
FICA, there is no obligation for
the employer to kick in half of
the FICA. Indeed, should the
employer decide to pay half
regardless, such amount is con-
sidered additional taxable
income to the employee.

Instead, ministers fall under
the SECA system (which stands
for Self-Employment
Contributions Act), which
requires them to pay the entire
15.3% of their entire salary
themselves (parsonage and non-
parsonage), just like any other
self-employed person. The minis-
ter would also be required to
make quarterly estimated pay-
ments towards the SECA obliga-
tion and report those payments
on Schedule SE to the Form
1040. (Boxes 3 through 6 on the
employee’s W-2 should be left
blank, as those apply only to
FICA amounts, not SECA.) 

One saving grace, perhaps, is
that a self-employed person is
allowed an adjustment on his
Form 1040 of 7.65% of his entire
salary (also known as an “above-
the-line deduction”).

If, prior to reading this, an
employer had the practice of
paying half of the rabbi’s social
security tax as though the rabbi
were an ordinary employee, and
now decides to no longer cover
any of the rabbi’s SECA obliga-
tion, to maintain the understand-
ing between the employer and
rabbi it is suggested that the
employer increase the rabbi’s
salary by the 7.65% that the
employer was previously paying,
so that the rabbi is not left with
a net loss.

One further thing to remem-
ber is that the social security
ramifications just discussed are
a by-product of a taxpayer being

deemed a “minister,” and do not
vary based on whether the rabbi
elects to accept parsonage. So
long as the rabbi is deemed a
minister who is conducting min-
isterial services and is thus eligi-
ble for parsonage, the social
security rules discussed above
will apply to him — regardless of
whether he actually receives
parsonage.

On that note, once we’ve men-
tioned a ramification of being
classified as a “minister,” another
important ramification is that the
employer of a minister is exempt
from its obligation to withhold
federal income tax, whether or
not the rabbi is receiving parson-
age. (If receiving parsonage, this
would apply only to the non-par-
sonage amount, as the parsonage
amount is already excluded from
federal income tax.) In such a
case, the rabbi would be required
to pay quarterly estimated feder-
al income tax on any non-parson-
age amount, just as he must do
for social security tax.

The rabbi may request that
his employer voluntarily with-
hold federal income tax on his
behalf (on any non-parsonage
amount) so that he need not
bother arranging and filing quar-
terly estimated federal income
taxes.

One last note about social
security tax: Besides being the
law and thus obligatory, as a
practical matter, paying into
social security serves as a sensi-
ble long-term investment, as it
allows the payer to receive
income after retirement.
Additionally, although there is
the option for certain clergy
members to opt out of social
security, based on their opposi-
tion to public insurance for per-
sonal religious considerations,
many tax professionals have seri-
ous questions about the avail-
ability of this exemption for
Orthodox Jews.

May both a husband and wife
claim parsonage?

Sure, keeping in mind that
the above limitations apply:
Actual (and pre-designated)
housing expenses used that year
that do not exceed the fair rental
value of the home (including fur-
nishings plus actual cost of utili-
ties).

Thus, if a rabbi’s entire salary
won’t cover all of his housing
expenses, so long as the wife is
also eligible to receive parson-
age, her salary, too, may be pre-
designated to cover the remain-
der of their housing expenses,
keeping in mind the fair rental
value limitation previously dis-
cussed.

May one claim parsonage for a
summer home?

The parsonage exclusion may
only be used to exclude housing
expenses incurred for one home.
However, should the rabbi incur
expenses for more than one
home, such expenses incurred
while living in that other home
may be treated as housing
expenses for the parsonage
exclusion. The catch is that dur-
ing that time, any housing
expenses incurred in connection
with the rabbi’s primary resi-
dence are taxable. A slightly dif-
ferent way of structuring this
arrangement is by adding the
total amount of expenses

incurred for each home and mul-
tiplying each sum by the per-
centage of the year in which the
rabbi occupied that home. Only
the proportion of expenses
incurred given the time spent
living in that home may be con-
sidered tax-free expenses for
parsonage purposes.

What about local and state
income taxes? 

Most local and state taxes
base taxable income on the
“adjusted gross income” report-
ed on the employee’s federal tax
return. Since parsonage is an
exclusion from gross income, it is
not included in the employee’s
adjusted gross income. Thus, for
most jurisdictions, the parson-
age amounts would also be
excluded from state and local
taxes.

Should one who is eligible always
elect to accept parsonage?

Not always, as accepting par-

sonage may affect whether the
employee would be entitled to
other tax benefits. Thus, an
employee should be sure to
check with a qualified tax advi-
sor before electing to accept
parsonage, to ensure that, given
the totality of the employee’s
specific financial circumstances,
accepting parsonage would be
in his best financial interest.

Conclusion
Although parsonage amounts

are not completely tax-free,
they nonetheless provide a sig-
nificant tax break to many fam-
ilies that may be eligible.

However, in actual practice,
it is important to keep in mind
the above principles and the
need to seek guidance from a
tax advisor to ensure the exclu-
sion is applied correctly.

***
This article is provided for

general information and educa-
tional purposes. Neither its dis-
tribution to any party nor any
statement or information it con-
tains is intended to or shall be
construed as establishing an
attorney-client relationship or
to constitute legal advice.
Readers also are cautioned that
the information in this article
may not apply to all situations.
Consequently, readers must not

rely upon this article or infor-
mation it contains as a substi-
tute for competent individual-
ized legal advice about their
specific circumstances.
Attorneys advertising prior
results do not guarantee a simi-
lar outcome.

IRS Circular 230 Disclosure:
To ensure compliance with
requirements imposed by the
IRS, we inform you that any
U.S. federal tax advice con-
tained in this document is not
intended or written to be used,
and cannot be used, for the pur-
pose of (i) avoiding penalties
under the Internal Revenue
Code, or (ii) promoting, market-
ing, or recommending to anoth-
er party any transaction or mat-
ter that is contained in this doc-
ument.

Judah I. Kupfer, Esq., is a staff
counsel at Agudath Israel of
America. He previously practiced
as an associate at the law firm of
Allen & Overy LLP in New York.
Mr. Kupfer is a summa cum laude
graduate of Touro College, a magna
cum laude graduate of Brooklyn
Law School and an LL.M. taxation
candidate at New York University
School of Law. To contact the
author, please email ykupfer@agu-
dathisrael.org. Questions and com-
ments are welcome.

For social security 
purposes, ministers
are considered “self-
employed.”
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Business News

BY JUDAH I. KUPFER, ESQ.

On December 14, 2010, the
United States Tax Court ruled in
a divided decision, Driscoll v.
Commissioner (135 T.C. No. 27),
that a “minister” for tax purpos-
es correctly excluded from gross
income the pre-designated
housing allowance he received
as part of his compensation and
which he actually used for the
non-commercial use of two per-
sonal residences. 

The petitioner in the case,
Philip Driscoll, was a minister
who owned more than one
home, a primary residence and a
summer home. Neither of the
houses was used for rental or
any commercial purposes at any
point during the years at issue.

In each of the years, the min-
istry, a 501(c)(3) tax-exempt
organization, pre-designated
part of his compensation as a
parsonage housing allowance to
be used for the acquisition and
maintenance of each of the
homes. The petitioner excluded
those amounts from his gross
income that were pre-designat-
ed and actually used for housing
expenses for each of his two
homes. 

The IRS determined that the
petitioner owed additional
taxes, the amount excluded
from gross income that was used
for the second home. The peti-
tioner sought review by the Tax
Court. The Tax Court held that
under §107 of the Internal
Revenue Code, the term “a
home” is not to be interpreted as
being limited to one home. 

The court emphasized that
the term ‘home’ does not extend
to situations where “a minister,
in additional to a home, rents,
purchases, or owns a farm or
other business property.” Thus,
it is clear that the exclusion
under §107 applies only for the
minister’s personal use of the
second home. The second home
may not be rented or leased to a
tenant or used for any commer-
cial or business purposes. 

What is unclear from the case
is how the law would treat the
personal use of a third home,
fourth home, etc. The court
merely decided the facts before
it, which was a case involving
two homes. It would seem that
the reasoning should extend to
more than two homes. Indeed,
as the dissent notes, “[t]he
majority decides today that, if a
property is a dwelling house,
then it is a ‘home’ for which an
allowance is excludable, no mat-
ter the number of ‘homes’ a
minister may claim.” However,
the court stopped short and left
that determination for another
day. 

Moreover, it is also unclear
how the “fair rental value” limi-
tation would apply in a situation
where the minister excluded
housing expenses for two
homes. Among other limita-
tions, parsonage is limited to the
fair rental value of a home that is
fully furnished, plus the actual
cost of utilities. Until now, it was
clear that this limitation is for
the fair rental value of one
home. The court did not address
whether fair rental value is for
one home or two homes (pre-
sumably because fair rental
value was not an issue in the
facts of the case) and so the
extent of the current limitation
seems unclear in the situation
where the minister excludes
housing expenses for two
homes. 

It should be noted that the
rule is not limited to situations
where the minister owns a sec-
ond home — if he rents a second
home, that should qualify as
well. The designation made by
the minister’s employer must be
done in advance of both (i) earn-
ing the income, as well as (ii)

spending on the housing-related
expenses. Since the parsonage
amounts must be pre-designat-
ed, this case may not be used to
exclude additional amounts for
the 2010 tax year. 

For the 2011 tax year, those
wishing to exclude the housing
expenses for their second
homes must be sure to pre-des-
ignate additional amounts of
their compensation to cover
those expenses to be used for
the second home. If a designa-
tion has already been made for
the 2011 tax year, it may be
amended to increase the hous-
ing allowance, so long as those
amounts have not yet been
earned or expended on housing
expenses. 

Most importantly, while this
case is a matter of first impres-
sion setting a new precedent in
the law, given that the court
was divided in its decision
(meaning not all of the judges
agreed with the decision), there
remains a strong likelihood
that the IRS will appeal the
decision and that the law may
change at some point in the
future. Thus, you are urged to
consult your own tax advisor
before implementing any
changes based on this court
decision. 

Judah I. Kupfer, Esq. is a staff coun-

sel at Agudath Israel of America. For

more information, please email

ykupfer@agudathisrael.org. 

This note is provided for general

information and educational pur-

poses. Neither its distribution to any

party nor any statement or informa-

tion it contains is intended to or shall

be construed as establishing an

attorney-client relationship or to

constitute legal advice. Readers also

are cautioned that the information in

this note may not apply to all situa-

tions. Consequently, readers must

not rely upon this note or informa-

tion it contains as a substitute for

competent individualized legal

advice about the specific circum-

stances of the readers. Attorneys

advertising prior results do not guar-

antee a similar outcome.

IRS Circular 230 Disclosure: To

ensure compliance with require-

ments imposed by the IRS, we inform

you that any U.S. federal tax advice

contained in this document is not

intended or written to be used, and

cannot be used, for the purpose of (i)

avoiding penalties under the

Internal Revenue Code, or (ii) pro-

moting, marketing, or recommend-

ing to another party any transaction

or matter that is contained in this

document.

Parsonage Rule Update: 

U.S. Tax Court Rules Parsonage
Extends to Non-Commercial
Use of a Second Home
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LEXSEE REV. RUL. 68-507

Revenue Ruling 68-507

Rev. Rul. 68-507; 1968-2 C.B. 485; 1968 IRB LEXIS 317

July 1968

[*1]

SUBJECT MATTER: SECTION 3402.-INCOME TAX COLLECTED AT SOURCE

APPLICABLE SECTIONS:

26 CFR 31.3402 (a)-1: Requirement of withholding. (Also Sections 61, 1401; 1.61-1, 1.1401-1.)

TEXT:

Voluntary plans for withholding income tax from a minister's salary cannot be approved by the Revenue
Service; further, amounts paid by a church toward its minister's personal tax obligations are includible in his
gross income for income and self-employment tax purposes.

Advice has been requested whether a church may withhold Federal income tax from the salary of its minister,
notwithstanding the fact that the withholding is not required under chapter 24, subtitle C, of the Internal Revenue Code
of 1954 (Collection of Income Tax at Source on Wages). Advice also is requested whether amounts paid by the church
to the minister to assist him in paying his self-employment tax (for social security) are includible in his gross income for
purposes of Federal income tax and the self-employment tax.

Section 3402 of the Code requires the withholding of Federal income tax upon "wages" as defined in section 3401
(a) of the Code. Under the provisions of section 3401 (a), certain types of remuneration and remuneration paid to
certain classes of persons are excepted [*2] from the definition of the term "wages." Thus, the Code is specific as to
the "wages" to which it is made applicable. Under the provisions of section 3403 of the Code, the employer is made
liable for the payment of the tax required to be withheld. The employer is subject to penalties for failure to comply with
the requirements for withholding, reporting, and paying over the tax. Under section 31 of the Code, the amount withheld
under section 3402 from an employee's "wages" shall be allowed as a credit against the Federal income tax imposed on
the employee. The crediting is allowed in any case in which the tax has actually been withheld as required by section
3402 even though the tax is not paid over to the United States Government by the employer.

In the instant case, the amounts paid by the church to the minister are excepted from "wages" by section 3401 (a)
(9) of the Code, which excepts remuneration paid for services performed by a duly ordained, commissioned, or licensed
minister of a church in the exercise of his ministry. For that reason, the church is not required by section 3402 of the
Code to withhold Federal income tax from the amounts so paid. The Internal Revenue Service [*3] is without
authority to approve any voluntary plan of Federal income tax withholding in this case or in the case of any other
employee whose remuneration is not subject to the withholding.
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Although the Internal Revenue Service is without authority to approve a plan for the withholding of Federal income
tax by the church from the salary of its minister or to authorize withholding in any case not provided for by law, these
provisions do not preclude any arrangement that the church may make privately with the minister for the setting aside of
part of his salary for his use in meeting his personal tax obligations, including his payments of estimated income tax,
provided that certain precautions are observed.

However, under any such arrangement, it should be made clear to the minister that the setting aside of money on his
behalf is not a withholding of Federal income tax that the church is required to make, and that the Internal Revenue
Service in no way authorized the arrangement. The church may not in any way make the United States Government a
custodian of any part of the money by the use of a Federal Tax Deposit, Form 501, by the filing of a quarterly tax return
on Form 941, or otherwise. [*4] No amount set aside from the minister's salary is to be reported by the church on a
Wage and Tax Statement, Form W-2, as income tax withheld on wages. The minister may not claim on his income tax
return that any amount set aside under the arrangement was withheld as Federal income tax. The minister should
understand that he must file a declaration of estimated tax, and pay the estimated tax, if he meets the requirements
relating thereto. The Internal Revenue Service will not intervene in any controversy that may result from the
arrangement.

To the extent that the church pays any amount toward the minister's obligation for income tax or self-employment
tax other than from the minister's salary, the minister is in receipt of additional income that is includible in his gross
income and must be considered in determining his income tax and self-employment tax liability.
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10 Shevat 5763 

        January 13, 2003 
 

MEMORANDUM 
 
TO:  Those requesting information about qualified tuition reduction programs 
 
FROM:  Mordechai Biser, Esq., Associate General Counsel 
    
cc: Deborah Zachai, Director of Education Affairs 
     Yehoshua Michaeli, Education Affairs Associate 
 
RE:   Qualified Tuition Reduction Programs 
 

We receive occasional queries from menahalim, rebbeim, teachers, accountants for 
yeshivos, and others about how a school can pay all or part of the tuition for its employees’ 
children such that the employees do not have to pay income tax on the amount of the tuition 
provided.  This can be done under what is known as a “qualified tuition reduction program”, the 
details of which are frequently misunderstood. 

 
To clarify the matter, we asked Kevin Babitz, a tax lawyer at the Washington, DC law 

firm of Powell, Goldstein, Frazer & Murphy, to prepare the attached memorandum to answer the 
most frequently asked questions about this type of tax benefit (we thank Beryl Septimus, Esq. for 
doing some background research for this memo).   You do not need a law or accounting degree 
to understand the part of the memo that is above the footnotes.  The footnotes, however, are for 
the tax lawyers and accountants (and the legally curious) who may want to know the legal basis 
for the memo’s conclusions.   

 
This memo is not intended to constitute legal and accounting advice.  Indeed, we 

encourage you to consult with your own accountant or tax attorney.  However, it has been 
reviewed and approved by leading tax attorney Jacob I. Friedman, and his associate Shane 
Stroud, of the New York City firm of Proskauer Rose, LLP. 

 
The law firm that Mr. Babitz works for requires that we provide you with the following 

disclaimer, with which we concur: 
 
We have provided you with a copy of a Memorandum dated January 13, 2003, 
concerning qualified tuition reduction programs, that was prepared by Powell, 
Goldstein, Frazer & Murphy LLP.  Powell Goldstein has given Agudath Israel of 
America permission to distribute this Memorandum to yeshivos, seminaries, and day 
schools. However, please be advised that this Memorandum contains confidential 
information and should not be forwarded to anyone outside your organization without 
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Powell Goldstein's consent (you may, however, provide it to your organization’s tax 
advisor, attorney, or others who are working on your organization’s behalf).  In addition, 
please note that Powell Goldstein did not represent you in connection with the issues in 
the Memorandum and you should not rely on the Memorandum for legal advice.  If you 
wish to retain Powell Goldstein directly to represent your interests, we have no objection 
to you doing so, but you would need to contact them directly in this regard. 
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ATLANTA GENEVA WASHINGTON 

  
 

Date: January 13, 2003 
MEMORANDUM 

To: 
 

Mordechai Biser, Esq. 
Associate General Counsel 
Agudath Israel Of America 
 

From: 
 

Kevin Babitz 
 

Re: 
 

Qualified Tuition Reduction Programs 
 

 File #: 998001.00039 

 
General Introduction  
 
Pursuant to Section 117(d)(1) of the Internal Revenue Code, under certain circumstances an 
employee of an educational organization can receive from his employer a tuition reduction for 
his children's tuition such that the amount of the reduction does not constitute taxable income to 
the employee.  This can be done if the employer provides the employee with a “qualified tuition 
reduction” (hereafter called a “QTR”) as part of a QTR program. A QTR is defined as a 
reduction in tuition provided to an employee of an educational organization1 for education 
(below the graduate level) at that or another educational organization. 
 
A QTR is a very attractive benefit for yeshivos, day schools and other Jewish educational 
institutions.  When a school provides an employee with a tuition reduction, its cost is generally 
far less than the value of the reduction to the employee.   
 
The requirements for providing a QTR are as follows: 
  

• The QTR must be provided by an educational organization (defined below), for 
attendance at it or at another educational organization. 

• The QTR must be part of a program in which similarly classified employees 
(defined below) receive substantially the same benefits.  The program cannot 
discriminate in favor of owners or officers or certain other employees of the 
organization. 

• The QTR must be a fringe benefit and not a payment in lieu of salary.   
  
 
 
 

                                                 
1 As described in Code Section 170(b)(1)(A)(ii). 

ATTORNEYS AT LAW 
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ATLANTA GENEVA WASHINGTON 

 

 
Specific Questions and Issues 
 
1. What sort of educational institution is permitted to have a QTR program? 
 
Only educational organizations may offer qualified tuition reduction programs.  An employer is 
considered to be an educational organization if it meets all of the following conditions: 
 

(1) its primary function is the presentation of formal instruction; 
(2) it normally maintains a regular faculty and curriculum; and 
(3) it normally has a regularly enrolled body of students in attendance at the place where its 

educational activities are carried on.2 
 
If a school offers qualified tuition reductions for attendance at another institution, the other 
institution must also meet these requirements. 
 
For most yeshiva katanas, yeshiva gedolahs3, Bais Yaakov seminaries, and day schools, these 
requirements will not be difficult to satisfy. 4 A pre-school5, an afternoon kiruv school, and the 
like would also appear to qualify.  It appears that QTR payments may also be made to yeshivos 
and seminaries in Israel.6  However, an organization such as a shul that runs a nightly beis 
medrash program cannot offer a QTR program, even to its full-time employees, since its primary 
function is not the presentation of formal instruction.  
 
2. Who is entitled to receive a QTR? 
 
A QTR can be provided to any person ‘treated as an employee’ according to the Internal 
Revenue Code.  Individuals in the following categories are treated as employees: 
 

(1) A current employee; 
(2) A former employee who retired or left on disability; 
(3) A widow or widower of an individual who died while an employee; 
(4) A widow or widower of a former employee who retired or left on disability; or 

                                                 
2 Treasury Regulation § 1.170A-9(b). 
3 However, see question 11, which states that QTR payments for graduate education (such as kollel) are much more 
limited. 
4 The IRS has stated explicitly that religious schools are eligible to offer QTR programs.  See PLR 200149030. 
5 A facts and circumstances test will apply to pre-schools to make sure they are sufficiently educational.  In San 
Francisco Infant School, Inc. v. Commissioner, 69 TC 957 (1978), the court ruled that a preschool was indeed an 
educational organization, because it had qualified teachers and a formal curriculum. However, General Counsel 
Memorandum 38731 (1981) ruled that an institution for mentally handicapped children was not an educational 
organization because it did not have the proper indicia of education.  
6 While there is no direct authority on this point, Rev. Rul. 82-143 discusses a “foreign university described in 
170(b)(1)(A)(ii)” in the gift tax context, thus indicating that foreign schools can be 170(b)(1)(A)(ii) institutions.  See 
also PLR 9018068 and PLR 9510045.   
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(5) A dependent child or spouse of any person listed in (1) through (4).7 
 
3.  Does a school have to include all of its employees in its QTR program?   
 
No.  An employer has significant flexibility in designing a program that meets employees’ needs 
while limiting its own costs.  Thus, even though there is a very broad class of people who may be 
covered under a QTR program, an employer may decide to limit the covered group in order to 
keep costs down.  However, in doing so, the employer cannot discriminate against individual 
employees within the same classification, as explained below in question 5.   
 

Example:  a school can choose to only provide QTR benefits to full-time employees who 
have been working for the school for three or more years, but having done so, it must 
make the benefits available to all of its full-time employees who have been with the 
school for three or more years. 

 
4.  Can the QTR be an amount deducted from an employee’s salary? 
 
No.  The QTR must be a fringe benefit provided by the employer to the employee and not a 
payment for services rendered by the employee.8 In other words, the school must set a certain 
salary for each classification of its employees and then offer the QTR as a fringe benefit in 
addition to each employee’s salary.    
 
To the extent that different teachers in a school receive significantly different salaries, it would 
be highly advisable for all schools with QTR programs to maintain records that demonstrate the 

                                                 
7 Additionally, a child of deceased or divorced parents may also benefit from a QTR program.  If both of a child’s 
parents have died, but one of them qualified as an employee under (1) through (4) above, their child, if under the age 
of 25, can qualify to receive a tuition reduction from his or her parent’s former employer.  The child will then be 
permitted to exclude the amount of the QTR from his or her own income.  A dependent child of divorced parents is 
treated as the dependent of both parents.   
8 Generally, all financial benefits are included in a taxpayer’s gross income (Code Section 61 defines gross income 
as all income from whatever source derived).  Fringe benefits are thus included as income unless they are 
specifically excluded under the Code, and Section 117(d) explicitly excludes qualified tuition reductions from an 
employee’s taxable income.  Treasury Regulations Section 1.132-1(f)(1) indicate that the 117(d) exclusion is 
considered to be a fringe benefit.  The regulation states that the requirements of Section 132 (which deals with 
taxable fringe benefits) do not apply to particular fringe benefits that are expressly provided for in other sections.  
The Regulation specifically mentions the Section 117(d) QTR as an example of a fringe benefit not subject to the 
Section 132 rules because it is provided for by another section.  A payment for services rendered, on the other hand, 
cannot be a fringe benefit.  Therefore, if an institution were to deduct tuition payments it makes for an employee’s 
children from the salary of the employee, this reduction will not constitute a fringe benefit, but taxable income to the 
employee.  Additionally, even if the employee were to receive a discounted rate of pay, this would not constitute a 
reduction of tuition, but just an adjustment of the taxpayer’s salary.  This distinction was discussed by the Tax Court 
in 1994 in Rasmussen v. Commissioner, T.C. Memo. 1994-311, in which the Court approved a QTR program, 
stating that “the amounts [of the tuition reductions] were not subtracted from the petitioners’ respective salaries.”  
This statement implies that had the amount been deducted from employees’ salaries, they would not have been 
permitted to exclude it from their income.  
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basis for their salary structure so that their QTR payments cannot be construed by the IRS as 
payments in lieu of salary.   
 

Example: Rebbe A and Rebbe B both teach fourth grade for Yeshiva Y.  If Rebbe A gets a 
$35,000 salary and no QTR (because he has no school-age children), whereas Rebbe B 
(who has four children enrolled in schools) gets a $25,000 salary and $10,000 in QTR 
payments to the schools his children attend, the QTR payments to Rebbe B are likely to 
be construed as taxable salary and not a tax-free fringe benefit.  But if the school had a 
written salary policy, that is uniformly adhered to in practice, that all teachers who have 
five years or more seniority (such as Rebbe A) are paid $35,000, whereas newer teachers 
(such as Rebbe B) get $25,000, then the QTR payments for Rebbe B’s children would be 
justifiable as a fringe benefit. 

 
  
5.  Can different rebbeim or teachers receive different amounts of benefits under a QTR 
program? 
 
QTR benefits must be made available on substantially the same terms to each member of a group 
of employees that is defined under a “reasonable classification” set up by the employer.9  A 
classification will be reasonable if established under objective business criteria that identify the 
category of employees who benefit under the plan. Reasonable classifications include specified 
job categories, nature of compensation (i.e. salaried or hourly), geographic location, seniority, 
full-time vs. part-time status, and job description.10   
 
Therefore, rebbeim or teachers who have greater seniority, or who teach a longer school day, can 
receive more QTR benefits than those with less seniority or those who are more part-time.  
  
Once a school establishes its classification of employees for QTR purposes, it has considerable 
discretion as to the details of the QTR benefits it provides to each class of employees.  For 
example, a school can establish a total dollar cap on QTR (e.g., we will pay up to $10,000 in 
tuition payments for the benefit of each full-time employee), a per child cap (e.g., we will pay up 
to $2,500 in tuition for every child of a full-time employee), a cap on the number of children or 
other dependents whose tuition will be paid, et cetera.  As long as employees within each 
classification are eligible for substantially the same benefits, the QTR program will not be 
discriminatory. 
 
6.  May an employer, as part of a QTR plan, also pay tuition at other educational 
institutions? 
 

                                                 
9 Code Section 117(d)(3). 
10 Treasury Regulations Section 1.410(b)-4.  See also PLR 200137041. 
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Yes.  An employer may extend its QTR program to include other educational institutions.  It 
should be noted, however, that this would likely cause the employer to incur additional costs, as 
it will need to pay full or partial tuition to the other institution.  One way this additional cost can 
be abated is if the institutions enter into a reciprocal agreement, in which each institution agrees 
to provide a discounted tuition to children of employees at the other institution. 
 
7.  Can a QTR program offer full tuition payments for a school’s employees? 
 
Yes.  While a QTR plan need not provide employees with full tuition assistance, the employer 
may provide a reduction ranging anywhere from 1 percent to 100 percent.11  
 
8.  What do the regulations mean when they say that a QTR program cannot be 
discriminatory? 
 
A QTR program cannot discriminate in favor of “highly-compensated employees” 12, owners or 
officers.13  This means that the organization must make available tuition reduction benefits to 

                                                 
11 Depending on the goals of the program, there are advantages and disadvantages to having a higher or lower 
reduction rate. A partial reduction program, if limited to the employer-institution, offers a significant potential 
monetary advantage to an institution.  This is because such a program would not only encourage employees and 
their families to enroll at the institution, but also pay partial tuition to the school.  Since the additional cost of extra 
students in a class is generally quite low, the employer-institution stands to gain from receipt of even partial tuition.  
If the benefit were extended to other institutions, the employer would not have to pay out as much as if it were 
providing full tuition. The benefit of a full reduction program, on the other hand, is that is would be more attractive 
to employees and prospective employees.   
 
12 “Highly compensated employee” (HCE) is defined in Code Section 414(q)(1) as an employee who either was a 
5% owner at any time during the tax year or the preceding year; or for the preceding year had compensation 
exceeding $85,000 (in 2001, but adjusted for inflation in later years) and, if the employer so elects, the employee 
was in the top 20% in compensation in the organization.  On the other hand, if the number of HCEs eligible for 
tuition reduction under the organization’s plan is substantially higher than the number of eligible non-HCEs, then 
the HCEs must include in income the entire value of the benefit received (Letter Ruling 9041085).  Even in these 
cases, however, the non-HCEs who receive a tuition reduction can still exclude the benefit from their own income, 
as this provision only applies to HCEs. 
 
13 The plan will need to satisfy one of two percentage tests set out in the Treasury Regulations at Section 1.410(b)-
4(c)(2) and (3).  However, even if these two tests are not satisfied, the IRS may still rule that a QTR plan is 
nondiscriminatory and therefore valid, if it believes that the number of eligible non-highly compensated employees 
is sufficient.  See PLR 9621033; PLR 9710022. 
 
The IRS illustrated the application of these provisions in PLR 9728017.  In this ruling, the Service considered a 
university’s QTR plan.  The plan covered all faculty and staff employees who had five years of full-time service and 
part-time staff with six or more years of service.  The IRS ruled that the plan satisfied the prohibition against 
discrimination in favor of highly compensated employees because the classification of the employees was based 
upon a combination of length of service, full-time employment and position.  More recently, the IRS considered the 
validity of a plan that covered a more limited class of employees in PLR 200137041.  This plan provided tuition 
reductions to eligible employees and their dependents for university degree-granting programs.  To be eligible for 
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other employees on “substantially the same basis” as it does to highly compensated employees, 
owners, and officers, assuming that the other employees are in the same classification.  In other 
words, the salary level of employees itself cannot be the basis for a classification.     
 
9.  What is the tax effect of a QTR for the employee?  Does the value of the QTR need to be 
recorded on the employee’s W-2 form? 
 
An employee who receives benefits under a QTR plan is not required to include any amount of 
the value of the QTR in his gross income.  The value of the benefit is not reported on the 
employee’s W-2, and no withholding or other taxes are paid on the QTR. 
 
This will be the case whether the employee himself or a member of his family derives the benefit 
of the QTR.   
 
10.  How should a school make tuition payments to other schools under a QTR program? 
 
The school, after classifying its employees into categories and establishing a policy as to what 
QTR benefits it will provide to those within each category, should simply make tuition payments 
payable directly to the educational institutions that its employees' children attend.  Of course, 
detailed records should be kept of these payments.   
 
11.  Can QTR’s be used to pay for graduate level education? 
 
A tuition reduction for graduate education can also be tax-free, but only under much more 
limited circumstances.  The recipient of the reduction must be a graduate student who performs 
teaching or research activities for that institution.  The QTR may only be for education furnished 
by the institution itself, not for any other school.  It also may not represent payment for services 
rendered by the student.14   
 
12.  Can a volunteer worker qualify for QTR benefits? 
 
Probably not.  This is because any fringe benefit, such as a tuition reduction, must be offered to 
an employee in addition to salary and not in lieu of salary.  Since a volunteer worker receives no 
salary, then any tuition benefit he or she receives will not be in addition to anything.  The result 
of this is that the tuition break that the volunteer is receiving will really be in compensation for 
services provided, and this sort of compensation is generally considered to be income. 
 

                                                                                                                                                             
this program, employees needed both to have completed five or more years of full-time service and also be active 
members of the employer-sponsored 401(a) or 403(b) retirement plans.  The IRS ruled that these restrictions did not 
cause the plan to be discriminatory. 
14 IRC §117(d)(5). 
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In such cases, then, a tuition reduction that a school provides to a volunteer worker should be 
considered taxable income to the volunteer.  The institution will thus need to include the 
volunteer on its payroll, provide him or her with a W-2, and make the appropriate withholding. 
 
13.  If a shul or other charitable organization runs a school in addition to engaging in other 
activities, may its employees who do not work for the school receive a qualified tuition 
reduction? 
 
No. The IRS has recently ruled15 that only actual school employees may benefit from a QTR.  
Other employees who work for the organization running the school cannot claim this tax benefit.  
This ruling will be relevant to congregations or other organizations that may run a school in 
addition to other activities.  For example, all employees of a school run by a shul could receive a 
QTR (including secretarial, managerial, custodial, and other employees), but employees whose 
work is solely for the shul’s office could not. While the organization is free to offer a tuition 
reduction to its other employees, the benefit would be a taxable fringe benefit for them. 
 
14.  Can a QTR program pay tuition for individuals not specified in the Internal Revenue 
Code as eligible for QTR benefits? 
 
A school can pay tuition for others not listed (under question 2 above) as eligible for QTR 
benefits, such as other family members, relatives, or friends of the employee, but the amount of 
such tuition will constitute taxable income to the employee.16  
 
 
 
 
 

                                                 
15 PLR 200149030. 
16 PLR 200137041. 

Page 51



1�
©�2011�Judah�I.�Kupfer�

For�Informational�Purposes�Only�
�

�����������������������������������������������������������

Qualified Tuition Reduction Plans:  
Fact & Fiction Regarding Using Pre-Tax Dollars for Your Child’s Education 

Judah I. Kupfer, Esq.�

Introduction

As an Orthodox Jewish parent with children attending a yeshiva or Bais Yaakov, what is your single 
greatest financial expense? Presumably, tuition. Most families find the ever increasing cost of tuition to 
be their single greatest financial burden. It doesn’t get any easier – as costs keep rising, so does tuition. To 
be fair, despite tuition hikes and various fundraising measures, yeshivos are suffering financially and 
literally struggle to survive.  

The financial reality has led many parents to seek out ways to pay their tuition obligations while at the 
same time alleviating their financial burden. One means of obtaining this end has been the possibility of 
saving on one’s tax liability by deducting tuition payments as charitable contributions – but this method 
has failed. Current law is clear that tuition payments, even for limudei kodesh studies alone, are not 
deductible.

Recognizing that rabbeim and teachers earn far less than what schools are able to pay, in attempt to assist 
their employees financially, many schools have adopted the practice of directing teacher compensation on 
a pre-tax basis toward the costs of tuition for their children, either at the same school by allowing children 
of employees to attend at a reduced rate, if not for free, or by writing checks directly to the institutions 
where such children attend. While there is a basis for this practice under current law, it is important to 
understand the confines of this doctrine, what is allowed and what is not.  

At the outset, it is important for the reader to understand a tax rule that is simple in nature, yet seemingly 
unknown to many. Generally, payments in any form including cash, property or other benefits, made to an 
individual as compensation for services rendered (whether the person is working in the capacity as 
employee or as an independent contractor) are taxable to the individual regardless of whether the cash, 
property or benefits are paid directly to the employee or are directed elsewhere by the employee. It is, 
thus, irrelevant whether the employee actually receives the benefit or if he directs it to benefit someone 
else and never actually sees or benefits from the payment – in either case, the baseline is that this 
constitutes taxable compensation to the employee.  

Given this rule, it should then be obvious that, generally, compensation earned by a teacher ought to be 
taxable to the teacher regardless of whether it goes directly to the teacher’s bank account or whether the 
teacher directs such monies toward her mortgage, her grocery bill or to another school to pay for her 
child’s tuition. In all cases, the general rule applies: such monies are taxable compensation to the 
employee.  

If you are a teacher, you may be wondering how you may not be paying tax on the part of your salary that 
your school provides directly to pay for your child’s tuition. The answer lies in whether your school is 
making such payments as part of, and pursuant to, a Qualified Tuition Reduction Plan. If you meet all of 

�
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the requirements set out by law, those payments may rightfully be tax-free. If not, prepare to write a 
larger check to Uncle Sam. This article seeks to clarify these requirements.  

What is Qualified Tuition Reduction? 

Let’s first identify what it is we are talking about. Section 117(d) of the Internal Revenue Code allows for 
Qualified Tuition Reduction, or QTR for short. It is a program a qualified educational institution, such as 
a school, may adopt in which it agrees to pay a specified sum toward the tuition at the same or another 
educational institution, incurred by certain relatives of a designated class of employees which will be tax-
free to the employees (for all federal, state and local taxes – including FICA) as a fringe benefit of 
employment. But, QTR may not be a payment in lieu of salary – it must be a fringe benefit of 
employment paid in addition to salary. That sounds like a mouthful – so let’s take each of these 
requirements in turn.  

Which institutions may have a QTR program? 

Most employers are not eligible to institute a QTR program. For example, commercial businesses are not 
eligible. Rather, to be able to offer a QTR plan, the employer must be an educational institution that (a) 
has as its primary function the presentation of formal instruction, (b) normally maintains a regular faculty 
and curriculum, and (c) normally has a regularly enrolled body of students in attendance at the place 
where its educational activities are carried on.  

Most yeshiva katanas, yeshiva gedolahs and day schools would meet this definition. Depending on how 
educational it is, a pre-school may also qualify. As for batai medrashim or kollelim, given the variety of 
structures these entities take on, each bais medrash and kollel interested in instituting a QTR plan should 
seek professional guidance to determine on an individual basis whether it meets this definition.  

It is conceivable that teachers may send their children to the same school in which they are employed or 
to different schools. If the child attends a school other than the one in which the teacher is employed, both 
schools must meet the definition for educational institution. The recipient school, i.e. the school that the 
child is attending, may be located inside the U.S. or overseas – so payments given to yeshivos and 
seminaries in Israel (i.e. child of the teacher is studying in yeshiva or seminary in Israel) should qualify so 
long as those institutions meet the above definition as being an educational institution. 

As an aside, it should be noted that if not for §117 of the Tax Code, allowing an employee’s child to 
attend the same school for free or at a reduced rate would be a taxable benefit to the employee. Thus, 
QTR’s applicability is equally in effect both when the employee’s child attends the same school or a 
different school.  

For whom may QTR be paid? 

The education the QTR is funding must generally be for undergraduate studies, which includes 
elementary, high school and college (undergraduate) level. Graduate level classes may also qualify in the 
limited circumstance where the person whose tuition is being paid attends the same institution and is 
performing teaching or research activities for that institution and the QTR tuition amount is not payment 
for services rendered by the student. 
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Who is Eligible to take part in a School’s QTR Program? 

Only an employee is eligible to take part in an employer’s QTR program. Thus, a volunteer worker will 
not qualify. The school may allow for any employee to take part in its program – it is not limited to 
teachers or any other kind of employee. However, the school need not make its program available to all 
employees but may limit its program to a specific class or classes of employees so long as such 
classification is reasonable and not “discriminatory.” Classification based on seniority, part-time vs. full-
time, salaried vs. hourly, type of job e.g. teachers vs. secretaries, geographic location e.g. all teachers in a 
certain branch of the school – are all examples of reasonable classifications. The classification, however, 
may not be based on salary alone. For example, the school can choose to only provide QTR benefits to 
full-time employees that have been with the school for three years. But it may not choose, for example, to 
only include teachers earning above a certain salary or teachers whose relatives are school board members 
or large contributors.  

The school can also choose to cap the maximum amount of benefits to allow per eligible employee. It 
may, for example, allow for the payment of full tuition or only a portion of tuition; it can pay for all 
children or only a certain number of children per employee; it can also cap the benefit at a certain dollar 
amount per employee. As long as employees within each classification are eligible for substantially the 
same benefits, the QTR program will not be unlawfully “discriminatory.”  

The school should be very clear as to who is eligible and the amount of the benefit for which such 
employees are eligible. The plan should be clearly written and made known to its employees. If schools 
find themselves making QTR payments to each other, the schools may find it helpful to create a 
reciprocal agreement with each other so that actual money may not need to change hands.  

May QTR be part of salary or must it be in addition to salary? 

The qualifications outlined thus far probably seem reasonable and even doable. The requirement that 
leads to the most errors is this next one. QTR is limited to payments made in addition to the employee’s 
salary, not part of the employee’s salary. In other words, part of the employee’s salary may not be 
diverted to pay for QTR – a base salary must be set and any QTR benefits offered must be in addition to 
that salary. For example, if the agreement with the employee is that he will be paid $40,000, any QTR 
benefit offered must be given to pay tuition in addition to the $40,000. Once the salary is set, should the 
school offer to pay the teacher $30,000 with the additional $10,000 going toward tuition, the entire 
$40,000 is taxable income to the teacher as that $10,000 is not being given pursuant to a QTR program 
but is instead ordinary compensation which is taxable.  

This requirement clearly reflects the IRS position as set forth in Publication 970: “You must include in 
your income any tuition reduction you receive that is payment for your services.” Additionally, after the 
IRS claimed QTR payments made in lieu of compensation constituted taxable income, a court agreed with 
the IRS finding the salary reduction to be taxable income basing its conclusion on the treasury 
regulations, which states: “Any amount deducted by an employer from the remuneration of an employee 
is considered to be a part of the employee’s remuneration and is considered to be paid to the employee as 
remuneration at the time the deduction is made.” Marquette University v. United States, 645 F. Supp. 
1007 (E.D. Wis. 1985). In addition to classifying the QTR payments as taxable income to the employee, 
the court in that case concluded that the college should have reported such amounts on the employee’s W-
2 as taxable wages and withheld taxes on the salary reductions.  
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Moreover, a noted tax lawyer who has published extensively on tax issues relating to religious and 
educational institutions writes the following: “…can the employee pay for [QTR] with pretax dollars 
through a salary reduction arrangement? The answer is no. Salary reductions can reduce taxable income 
only if specifically authorized by law. For example, federal law specifically authorizes the payments of 
contributions to a 403(b) plan (tax sheltered annuity) or to a cafeteria plan to be made through salary 
reductions. No authorization is given to pay for tuition expenses through salary reductions.” RICHARD R.
HAMMAR, 2010 CHURCH & CLERGY TAX GUIDE 212 (2010). Furthermore, in Rasmussen v. 
Commissioner, T.C. Memo. 1994-311, the Tax Court approved a QTR program stating that “the amounts 
[of the tuition reductions] were not subtracted from the petitioners’ respective salaries.” The implication 
is that had the amount been deducted from employees’ salaries, it would have been subject to income tax. 

The practice of establishing a set salary and subsequently reducing the salary based on the desired 
amounts of QTR payments requested by the teacher violates this qualification. Alternatively, setting 
salaries with QTR in mind e.g. teacher would receive $40,000, but because s/he requests $10,000 of QTR, 
his/her salary for the year will be reduced to $30,000, is also problematic. 

Certainly, employers possess the discretion to pay their employees different salaries. There is no 
requirement that all similarly situated teachers be paid the same amount. If, however, the disparity among 
the salaries of similarly situated teachers is apparent and the QTR benefit being received accounts for that 
discrepancy, it will be obvious to any auditor that the QTR benefit was, in fact, part of salary and, thus, 
should be taxable income. It is, therefore, incumbent on any school that maintains different salaries for its 
employees, to keep detailed records of its salary structure to be able to justify that any QTR benefit is not 
a payment in lieu of salary.  

Based on the foregoing, it should be clear that while the QTR benefit a school offers may not cost it much 
in terms of out-of-pocket expense when the child of an employee attends the same school for free or at a 
reduced rate, it will most certainly cost the school when the child attends a different school – as that will 
require the school to draft a check to the other institution; money it would otherwise not be required to 
pay if not for this additional benefit it is providing.  

One final note on this requirement: Although this appears to be the current status of the law and the IRS’ 
position, a more aggressive tax position in this area that favors teachers has been articulated and some 
institutions have followed that position. Each institution would, thus, be well advised to rely on the 
professional advice of its own professional in advancing its QTR benefit program. 

Are any taxes paid on QTR? 

The amounts properly paid as part of a QTR benefit (assuming all requirements are met) are exempt from 
federal, state and local income taxes as well as payroll taxes such as FICA. The amounts of QTR do not 
belong on a form W-2, as they are exempt from taxes and are not included in gross income. They will also 
not be considered “earned income” for purposes of the earned income and child tax credits.  

Payments to other institutions or the value of reductions in the same school’s tuition that do not fall 
within the requirements for QTR as set out, should be reported as taxable income, listed on the 
employee’s form W-2 and the employer should withhold taxes as required.  
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Conclusion

While a QTR program provides a significant benefit to school employees, it is important to keep in mind 
the various requirements necessary to qualify for this benefit. These rules are not new but may seem novel 
due to misinformation and a lack of understanding of the requirements. These requirements place a 
significant cost on the school providing the benefit – a benefit that goes a long way to any employee on 
the receiving end, but at the same time is, no doubt, an additional cost to the school providing it. It is 
incumbent upon each employer eligible to offer a QTR program to recognize the true nature of the QTR 
rules in consultation with its own tax professional and consider the financial costs prior to implementing a 
QTR plan.

***�
This�note�is�provided�for�general�information�and�educational�purposes.�Neither�its�distribution�to�any�party�nor�any�statement�or�
information�it�contains�is�intended�to�or�shall�be�construed�as�establishing�an�attorney�client�relationship�or�to�constitute�legal�advice.�
Readers�also�are�cautioned�that�the�information�in�this�note�may�not�apply�to�all�situations.�Consequently,�readers�must�not�rely�upon�this�
note�or�information�it�contains�as�a�substitute�for�competent�individualized�legal�advice�about�the�specific�circumstances�of�the�readers.�
Attorney�advertising,�prior�results�do�not�guarantee�a�similar�outcome.�
�
IRS�Circular�230�Disclosure:�To�ensure�compliance�with�requirements�imposed�by�the�IRS,�we�inform�you�that�any�U.S.�federal�tax�advice�
contained�in�this�document�is�not�intended�or�written�to�be�used,�and�cannot�be�used,�for�the�purpose�of�(i)�avoiding�penalties�under�the�
Internal�Revenue�Code,�or�(ii)�promoting,�marketing,�or�recommending�to�another�party�any�transaction�or�matter�that�is�contained�in�this�
document.
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Tax Feature / Judah I. Kupfer, Esq.

If there is one thing that people
know about taxes, it is that tax-
exempt organizations don’t pay

federal income tax. That seems simple
enough. After all, if they had to pay tax,
they wouldn’t be “tax-exempt,” right?
Well, not always. While it is true that
under most circumstances, tax-exempt
organizations will not be subject to a cor-
porate level income tax that their taxable
entity counterparts are required to pay,
there are times that they will be subject to
income tax, in this context known as the
Unrelated Business Income Tax, or
“UBIT” for short. 

Much to the dismay of business owners,
corporations and trusts pay income tax at
the corporate/trust level. To ensure that
tax-exempt organizations aren’t given an
unfair advantage, Congress added the
UBIT rules to force exempts to pay their
fair share when engaged in commercial
activity outside the scope of their exempt
purposes (as well as on earnings utilizing
borrowed funds). 

The laws surrounding UBIT are very
complex. This article is not meant to cover
all scenarios but is intended to provide an
overview and alert the reader to the poten-
tial UBIT issues. Competent tax counsel
should be consulted for further detailed
questions. In addition, IRS Publication
598 is a handy resource. In Part One,
below, we describe the general rules and
some application. In Part Two, published
next week, we will see some exceptions to
the general rules as well as additional
examples of how the rules play out in
everyday occurrences (so be sure to read
both parts). 

When Will an Organization Pay UBIT?
UBIT rules require a tax-exempt organ-

ization to pay income tax when the organ-
ization regularly carries on a trade or busi-
ness that is not substantially related to the
organization’s exempt purposes. Let’s dis-
cuss each of these elements separately. 

To be subject to UBIT, first, the organi-
zation has to carry on a trade or business.
This is pretty self-explanatory, but to be
sure, trade or business will usually involve
the sale of goods or services in exchange
for money or something else of value for
the purpose of making a profit. Next, the
trade or business must be regularly carried

on. This means it takes place frequently or
on a continual basis similar to the way the
activity would be carried on by a for-profit
business. Even a seasonal business can be
considered regularly carried on regardless
of the large gaps of time in between sales.
Third, the trade or business must not be
substantially related to the organization’s
exempt purposes. In other words, the
activity doesn’t contribute importantly to
accomplishing the organization’s exempt
purposes. What are its exempt purposes?
This gets a bit more complex, so let’s take a
step back and understand some back-
ground. 

At the time of formation, nonprofits file
a certificate (or articles) of incorporation
with the secretary of state in the state of
incorporation (trusts execute a trust docu-
ment). The founders of the organization
choose from a short list of permissible
purposes in which a nonprofit is permit-
ted to engage and includes them in the
certificate. Whereas a for-profit
business is generally incorporat-
ed with the ability to conduct
all lawful activity, non-
profits may only carry-
on certain activi-
ties and in

e x c h a n g e
receive certain bene-
fits when they are
recognized by the
IRS as tax-exempt.
(Note, a shul qualify-

ing for “church” sta-
tus is tax-exempt auto-
matically, but other non-
profits need to formally

apply for exemp-
tion.) These
benefits include

the ability to
receive tax

deductible contributions,
income tax exemption, a property tax

exemption, and preferred U.S. postal rates,
among others. 

The most common exempt purposes
are religious, charitable, educational, and
scientific. While the tax regulations defin-
ing the activities which fall within each of
these purposes are lengthy, suffice it to say
that a shul’s activities will likely fall within
religious, charitable and perhaps even
educational, and such purposes should
have been listed in its formation docu-
ments. The nonprofit may only engage in
activities that contribute importantly to
those exempt purposes it is authorized to
conduct — it becomes authorized by
including them in its certificate. While a
yeshivah’s main purpose is educational,
many of its activities will also fall within
religious and charitable. The activities of
most tzedakah organizations will fall with-
in “charitable,” but if they provide some
educational element such as educating the
public regarding issues of concern to the
broader public, those activities would fall
within “educational.” 

As an easy example, the charging of
tuition by a yeshivah is, no doubt, a regu-
larly carried on business. But it is related
to its exempt purpose, since parents are
paying for the education of their children,
education being the name of the game.
When business activity is related to the
exempt purpose, it may be carried on even
substantially, with the organization never
having to pay UBIT. Similarly, another
easy example is a shul charging its congre-
gants fees for membership and seats. It is a
regularly carried on business, but it is
related to its exempt purpose — admission
to the shul for tefillah, which falls squarely
within a shul’s religious purpose. From
these examples we see an interesting
point: there is no prohibition for a non-
profit to make money so long as it is doing
so by carrying on an activity related to its
exempt purposes. (Of course, the organi-
zation is restricted with what it may do
with that money; generally, it may only use
the money to pay reasonable compensa-
tion and necessary expenses. For more
details on these restrictions, see “Is Your

Organization Paying Reasonable
Compensation? How to Avoid Excess
Benefit Penalties,” Hamodia at B42, June
29, 2011 & at B36, July 6, 2011.)

In determining whether an activity is
related, we look to the activity itself and
not to where the profit from the activity
may go. So if an activity itself does not con-
tribute to the organization’s exempt pur-
poses, the act of applying the proceeds to
fund the organization’s exempt purposes
does not make the activity related. 

To illustrate, what if in an attempt to
raise funds, the yeshivah started a retail
clothing business located across the street
where it sold clothing to the general public
at market value. The retail sale of clothing
does not fall within any of the yeshivah’s
exempt purposes, and so it is an unrelated
regularly carried-on business activity. As
noted above, it will be unrelated regardless
of the fact that the proceeds go to benefit
the yeshivah’s core function of educating
students. Once we have a regularly carried
on trade or business that is unrelated, the
next question to ask is whether it is sub-
stantial or insubstantial compared to all
else the yeshivah does. If it is insubstan-
tial, the yeshivah would be required to pay
UBIT to the Internal Revenue Service.
This is a tax at the current tax rate for the
net profits the organization earns by run-
ning the unrelated business. If, however,
the yeshivah’s business really takes off and
becomes substantial as compared to the
rest of the activity the yeshivah as a whole
conducts, in addition to being required to
pay the UBIT, the yeshivah becomes at
risk for losing its tax-exempt status since it
would no longer be primarily engaged in
its tax-exempt purposes as required by
section 501(c)(3) of the Internal Revenue
Code, the source for its tax exemption. 

While weighing whether a trade or
business is substantial or insubstantial is
very subjective and depends on the specif-
ic details of the case at hand, one may want
to think of it in terms of which activity is
primary and which is secondary. Taking
the organization as a whole, the question

Does My Nonprofit Need to Pay Tax?
Understanding Unrelated Business Income Tax  Part I

Continued on page B43

While it is true that under most
circumstances, tax-exempt 
organizations will not be subject
to a corporate level income tax
that their taxable entity 
counterparts are required to pay,
there are times that they will be
subject to income tax.
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to ask is whether this is a yeshivah that
happens to have a small clothing business
or whether this is really a clothing busi-
ness that also has a yeshivah. This can be
measured by many factors including rev-
enue, size and extent of the various activi-
ties; because it varies based on the specific
case, it would be prudent to make this
determination in consultation with a tax
counsel. Although it never has been clear-
ly defined, many practitioners agree that
as a rule of thumb, an organization’s net
income generated from unrelated activity
should not exceed 20% of its overall net
income. 

In addition to paying the tax, an organi-
zation with $1,000 or more of gross

income from unrelated business is also
required to file a Form 990-T (by the 15th
day of the 5th month after the end of its tax
year). Note, this filing is required regard-
less of whether the organization is other-
wise required to file a Form 990 (so a shul
would not be exempt from this filing). If
the organization anticipates paying $500
or more of UBIT for the year, it is required
to pay the tax in quarterly estimated pay-
ments. 

Part TTwo NNext WWeek: This article will
continue and conclude with Part Two,
published next week, which will provide
exceptions to the general rules (so if you
only read Part One, you will not get the full
picture). We will also apply the rules to
common scenarios and practices includ-

ing: sales and rentals by gemachs, real
estate rentals, simchah halls, earning
interest and dividends, investments in
partnerships, LLCs and S-Corporations,
dinners, melaveh malkas and Chinese auc-
tions, journal ads, renting parking spaces,
sales of sefarim and esrogim, vending
machines and cafeterias, and the lease of
space for cell-phone towers/antennas. 

This article is provided for general information

and educational purposes. Neither its distribution

to any party nor any statement or information it

contains is intended to or shall be construed as

establishing an attorney-client relationship or to

constitute legal advice. Readers also are cau-

tioned that the information in this article may not

apply to all situations. Consequently, readers

must not rely upon this article or information it

contains as a substitute for competent individual-

ized legal advice about the specific circumstances

of the readers. Attorney advertising, prior results

do not guarantee a similar outcome.

IRS Circular 230 Disclosure: To ensure compli-

ance with requirements imposed by the IRS, we

inform you that any U.S. federal tax advice con-

tained in this document is not intended or written

to be used, and cannot be used, for the purpose of

(i) avoiding penalties under the Internal Revenue

Code, or (ii) promoting, marketing, or recom-

mending to another party any transaction or mat-

ter that is contained in this document. 

The author may be contacted via email at

ykupfer@agudathisrael.org. Questions and com-

ments are welcome. 
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Business News

Name That Company
Founded in 1899 in Pennsylvania 

as a mitten and glove company, today 
I’m a $10 billion enterprise and the 
world’s largest apparel company. You 

may have heard of some of my brands: 
Wrangler, The North Face, Lee, Vans, 
Nautica, 7 For All Mankind, Eagle Creek, 

Eastpak, Ella Moss, JanSport, John Varvatos, 
Kipling, lucy, Majestic, Red Kap, Reef, Riders and 
Splendid. I’m growing rapidly abroad. My name, 

now abbreviated, used to evoke a famous work 
by Thackeray. My stock has gained an average 

of more than 14 percent annually over the past 20 
years. Who am I?

Know the answer? Send it to us with Foolish Trivia on the top and 
you’ll be entered into a drawing for a nifty prize!

investment is a bet. Almost all 
 currencies have declined in value 
over time, due to inflation.

• On gold: They remain rather 
bearish on commodity investing in 
general, viewing it like this: You buy 
and hope that someone else is willing 
to pay more for it later. Take all the 
gold in the world, put it together in 
a cube. You can climb on it, fondle 
it, polish it — it isn’t going to do any-
thing.

Buffett recommends buying pro-
ductive assets (such as a business) 
instead of speculating in commodi-
ties. Munger quipped, “There’s 
something peculiar about buying 
an asset that will only go up if the 
world goes to hell.”

• On index funds: Buffett thinks 
most people would do well to buy 
broad-market index funds (such as 
those based on the S&P 500 or the 
total stock market) if they’re going 
to invest consistently over time.

• On taxes: Munger noted that 
hedge fund managers in Amer-
ica are getting lower tax rates 
than physics teachers. “That is 
demented.”

The Motley Fool Take

The Auto Bailouts 
Were Worth It

Ford is making money hand 
over fist and gaining around the 
world. Solidly profitable General 
Motors is the China sales king and 
is investing heavily in a new lineup 
of products. And Chrysler 
has just returned to prof-
itability with help from 
partner Fiat.

As key competitors Toyota and 
Honda reel from the effects of the 
Japan disaster as well as problems 
of their own making, each of the 
once-Big Three are thriving — 
despite a U.S. auto sales rate that 
remains well below pre-2008 
levels. So how do you feel about 
those auto bailouts now?

While Ford didn’t need the kind 
of aid that GM and Chrysler got, 
it nevertheless benefited from the 
bailouts. If its rivals had collapsed, 
many of Ford’s suppliers might 
have followed suit.

The bailouts helped make pos-
sible one of the great turnarounds 
in business history. They also kept 
hundreds of thousands of Ameri-
cans employed, preventing a bad 
recession from becoming some-
thing worse.

But will we ever be paid back? 
Yes — and maybe. Chrysler is 
aiming to pay off its loan soon. 
General Motors has technically 
paid its loan back in cash and 
stock, but a higher stock price is 
needed for Uncle Sam to break 
even.

What Is This Thing Called 
The Motley Fool?

In Elizabethan days, Fools were the only 
people who could get away with telling the 

truth to the King or Queen.
The Motley Fool tells the truth about 
investing, and hopes you’ll laugh all

the way to the bank.

The Motley Fool
®

To Educate, Amuse & Enrich

Ask the Fool

My Dumbest Investment

Ponzi Oil
Years ago, two friends in the oil 

business introduced me to a pos-
sible investment — in an oil partner-
ship. I’m a geologist, so I researched 
the wells and reports and was con-
fident it was going to be very profit-
able. I sold $48,000 worth of Exxon 
stock and bought in. After receiving 
a few sizable monthly checks, the 
cash flow began to diminish. The 
barrel counts were fairly consistent, 
but excuses were offered for the 
reduced payouts … until the receiver 
took over.

Yes, brother Ponzi 
had had his way with 
me. I had certificates 
of ownership issued by the state 
of North Dakota, but several oth-
ers had the same serial numbers 
on theirs! I received a compensa-
tion check from the Treasury for 
a whopping $25. Had I kept those 
Exxon shares, they’d be worth more 
than $380,000 today! — M.J., Los 
Angeles

The Fool Responds: Such ven-
tures are often very speculative. 
Though they look promising, there’s 
little you can count on. And if 
crooks are running the show, you’ll 
really be in trouble. Stocks may 
seem less exciting, but at least their 
financials tend to be audited.

Do you have an embarrassing lesson 
learned the hard way? Boil it down to 
100 words (or less) and send it to The 
 Motley Fool c/o My Dumbest Invest-

ment. Got one that worked? Submit to My Smartest 
Investment. If we print yours, you’ll win a Fool’s cap!

LAST WEEK’S TRIVIA ANSWER
You may not have heard of me, but I’ve been around since 1818 (almost 200 

years!) and I’m valued in the stock market at roughly $11 billion. I was founded in 
Amsterdam as an import/export trading company. Today, based in New York, I’m 
a food and agribusiness giant, employing some 32,000 employees in more than 
30 nations. I deal in oilseeds, grains, sugarcane, wheat, corn and fertilizers. I pro-
cess and transport them, serving the food service, farming and biofuel industries, 
among others. I make margarine in Europe, and process soybeans in China and 
oilseeds in Brazil. Who am I? (Answer: Bunge)

Write to Us! Send questions for Ask the Fool, Dumbest (or Smartest) 
Investments (up to 100 words), and your Trivia entries to The 
Motley Fool, Attn: Newspaper Feature, 2000 Duke St. 4th Fl., 
Alexandria, VA 22314. Sorry, we can’t provide individual financial 
advice.

Mutual Fund 
Basics

QHow do mutual funds 
work? — J.R., Pueblo, 

Colo.

AThey feature the 
pooled money of 

many investors that is 
managed by a company 
of professionals. Mutual 
funds make sense for most 
people, since few of us 
have the time or skills to 
choose investments care-
fully. Instead, we can tap 
the services of pros, who 
will increase our wealth 
for a modest fee. At least, 
that’s how it’s supposed 
to work.

There are many kinds of 
mutual funds. Some invest 
just in stocks,  others in 
bonds, and some in both. 
Some focus on large com-
panies,  others on small 
companies, and others on 
a mix. Some seek income 
through dividend- or inter-
est-paying securities, and 
others aggressively seek 
fast-growing firms. Some 
specialize in one industry 
(such as energy or bio-
technology) and others in 
a region (such as Africa or 
Latin America).

Unfortunately, many 
professionally managed 
mutual funds don’t do so 
well for their investors, due 
to hefty fees or manager 
problems, such as poor 
investment choices or a 
counter-productive focus 
on short-term results. To 
combat this, it makes a 
lot of sense to just opt 
for broad-market index 
funds, which tend to have 
very low fees and invest 
only in the stocks of major 
indexes, such as the S&P 
500. Over the long run, 
these have outperformed 
most managed, non-index 
funds.

Got a question for the Fool? 
Send it in — see Write to Us 

Fool’s School

The Buffett and 
Munger Show

In late April, around 40,000 Berk-
shire Hathaway shareholders flocked 
to Omaha to listen to Chairman War-
ren Buffett and his partner, Charlie 
Munger, answer their questions for 
five hours.

Here are some snippets from the 
annual meeting, paraphrased:

• On America’s future: The poten-
tial of America has not been used up, 
but the rest of the world is starting 
to catch on. Over the next 100 years, 
we’ll have 15, maybe 20, lousy years, 
but we’ll end up far ahead of where we 
are right now.

• On railroads: They should have a 
good year, as they’re becoming more 
competitive economically.

• On attractive sectors: Buffett and 
Munger would both invest consider-
able time learning more about tech-
nology companies if
they had many more years ahead
of them. Energy, too.

• On currencies: Currency-related 

Does My Nonprofit Need to Pay Tax?
Continued from page B42
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In Part One, published last week, we
learned that there are times a nonprofit is
required to pay income tax – namely, when
it regularly carries on trade or business that
is unrelated to the organization’s exempt
purposes. We noted that earning money
from activities that contribute importantly
to the organization’s exempt purposes will
not be subject to tax, even if conducted sub-
stantially. However, should the organiza-
tion earn money by regularly carrying on
business that is unrelated to its purposes, if
the activity is insubstantial to all else the
organization does, it is required to pay
unrelated business income tax (UBIT) to
the IRS. If, on the other hand, it is substan-
tial, in addition to paying the tax, the organ-
ization is at risk of losing its tax-exempt sta-
tus. We also noted that money earned
through unrelated business does not
become related simply by applying those
funds to activities that further the organiza-
tion’s exempt purposes. 

We continue with Part Two, below,
where we list several exceptions to the gen-
eral rule and provide additional examples
regarding how the rules of UBIT are applied
to real life scenarios. It can’t be overempha-
sized that these rules are complex and spe-
cific tax advice should be sought. 

Convenience Exception
There are several exceptions where

unrelated and regularly carried on business
activity will not be subject to UBIT. First,
where the business is performed primarily
for the convenience of its members, stu-
dents, patients, officers or employees, UBIT
will not apply. For example, a nonprofit
hospital’s cafeteria is obviously a regularly
carried-on business. However, because it is
there primarily for the convenience of the
patients, employees and guests, its net
income would not be subject to UBIT. To
the extent it is used by the general public
(i.e. those that have no connection to the
hospital), its net income generated by out-
siders would be subject to UBIT.
Additionally, if it did more than necessary
so that it can no longer be called a simple
convenience, such as if a hospital were to
open a five-star restaurant, the net income
attributable to anything more than neces-
sary for the convenience of its patients, staff
and visitors would be unrelated. A laundry
operated by a yeshivah is another example
of a business operated for the convenience
of its students and, thus, its net income
would not be subject to UBIT.  Additionally,
a yeshivah’s vending machines would fall
within the convenience exception. 

Items sold at a tax-exempt’s gift shop are
scrutinized on an item by item basis to
determine whether the sale of each item is
related to the exempt purposes of the
organization. The Metropolitan Museum of
Art (the “Met”), a tax-exempt organization,
provides for an interesting case study. The
Met has a gift shop and an on-line store,
each of which do a substantial amount of
sales, yet it infrequently pays UBIT. Items
possess an imprint of art images which is
seen as acting in furtherance of the muse-
ums educational purposes by making
works of art more familiar to a broader seg-
ment of the public and, thus, considered to
be related to the museum’s exempt purpos-
es. However, should souvenir items be sold
such as T-shirts or mugs featuring the New

York emblem or the Met logo, such items
are considered to not contribute impor-
tantly to the accomplishment of the muse-
um’s exempt purposes and would be subject
to UBIT. 

Sale of Donated Property
A second exception: UBIT doesn’t apply

to the sale of donated property. Thus, sales
by thrift shops or bake sales by a tax-exempt
organization when the sale goods were
donated would not be subject to UBIT. So,
for example, if a tax-exempt gemach were to
accept donations of wedding gowns and
subsequently sold them to needy individu-
als, the net proceeds from such sales would
not be subject to UBIT. (Note, if the gemach
sold or rented the gowns at substantially
below market/rental value to needy indi-
viduals, the proceeds from the gown
sales/rentals would likely be considered
related to the organization’s “charitable”
purposes and would not need this excep-
tion.) 

If a tax-exempt organization received
donated used cars and subsequently sold
them to earn money to be applied toward
the organization’s mission, while the sale of
the donated cars would be unrelated trade
or business, it would fall within this excep-
tion. Applying this rule to our retail clothing
store example from Part One, if the store
sold only donated items it received, it would
also fall within this exception. (It is impor-
tant to note that the organization’s sale of
donated property creates limitations to the
amount the donor may deduct from his
taxes.) 

Work Performed By Unpaid Volunteers
A third exception: work performed by

unpaid volunteers is not considered an
unrelated trade or business. Thus, in our
example above, if substantially all of the
work at the yeshivah’s clothing store were
accomplished through the work of unpaid
volunteers, it would fall within this excep-
tion. 

Passive Investments
A fourth exception is income derived

from passive investments such as divi-
dends, royalties, interest, and capital gains.
Thus, if a tax-exempt company invested in
publicly traded stock and received a divi-
dend or sold the stock and realize a capital
gain, such dividend/gain is not subject to
UBIT. Similarly, if the organization earned
interest on its bank account, the interest is
not subject to UBIT. 

Income derived from the rental of real
estate is considered passive and falls within

this exception so long as the organization
only rented out the space and did not pro-
vide personal services (but note, passive
income from the rental of personal proper-
ty is subject to UBIT). Thus, if an organiza-
tion derived income from renting hotel
rooms, rooms in boarding houses or tourist
homes, or space in parking lots or ware-
houses, this exception would not apply (and
the net income would be subject to UBIT)
because some element of personal service
was provided in addition to the space. 

So let’s say an organization operated a
parking lot for a fee (and assume it did not
fall into the convenience exception), this
activity would be considered unrelated. If,
however, the organization leased a sizeable
plot of empty space it owned to a company
for a fixed fee to operate a parking lot (and
the company handled everything and all the
organization provided were typical services
generally provided by a landlord), this
would be considered passive rental income
and would fall within this exception. If,
however, the rental fee paid to the organiza-
tion was tied to the success of the parking
company, this would be a joint venture
between the organization and the business.
The rule is that a joint venture, where the
rent or dividend is dependent on the suc-
cess of the venture, is not considered to be
passive. So if the amount paid by the rental
company was tied to the success of the busi-
ness, it would not fall within this exception
and would be subject to UBIT.  

Please keep in mind that even if one
exception is not available, another may
apply. To illustrate, if the parking lot were
operated primarily for the convenience of
the organization’s guests and employees, it
would fall within the convenience excep-
tion (or otherwise be considered related to
the purposes of the organization as it may
contribute importantly to the use of the
organization’s facilities). If, however, it
were used by members of the general public
who had no connection to the organization
and simply sought to use the parking facili-
ty, the net income generated by them would
be subject to UBIT.

To take a more relevant example, let’s
say an organization housed a hall used for
weddings or bar mitzvahs. This is clearly
unrelated and regularly carried-on busi-
ness activity. The question is whether it fits
within the rental income (passive invest-
ment) exception. The answer depends on
the circumstances. If the caterer was a
salaried employee of the organization, the
net income from the hall should be unrelat-
ed and not within this exception since the
organization is the one running the hall and

so the income would not be passive. If, how-
ever, the caterer was not an employee of the
organization but independent and paid a
fixed rental fee to the organization for use
of the hall, the net income would be consid-
ered passive, so long as the services provid-
ed by the organization were merely typical
landlord services such as repairs, normal
maintenance, heat and hot water, cleaning
of public entrances, exits, stairways and
lobbies, and the collection of trash. If, how-
ever, the organization provided such servic-
es as cleaning or laundry, it would not be
considered passive income. If the arrange-
ment was somewhere in the middle, for
instance if the caterer was independent but
paid the organization based on the amount
the hall is used, it would be a joint venture
and not within the exception. In either case,
if the hall was owned by a yeshivah that
rents it out for shiurim or other similar
events, such events would, in certain cir-
cumstances, be considered related to its
exempt purposes. 

To illustrate the passive investment
exception further, if the organization were a
partner in a partnership (or LLC) engaged
in unrelated business (even as a silent part-
ner) or if it owned S-Corp stock (any S-
Corp stock regardless of whether the busi-
ness of the S-Corp was related to the pur-
poses of the organization), it would have to
report the income from its partnership and
S-Corp holdings as unrelated taxable
income. If however, the organization (or
the partnership in which the organization
was a partner) owned stock in a corporation
and received a dividend, such dividend
would fall within this passive investment
exception. 

The tax regulations explicitly state that
the rental of space in a warehouse or stor-
age garage does not fit within the passive
investment exception and will be subject to
the general UBIT rules. They also make
clear that the income an organization gen-
erates by renting space on its building roof
to cell-phone carriers, by placing cell towers
or antennae, does not fall within the passive
investment exception as the rules treat it as
the rental of personal property, which we
have seen, does not get the benefit of this
exception. 

It is important to note that this passive
investment exception generally does not
apply to any income from a passive invest-
ment that was acquired through debt
financing, i.e. borrowed funds such as a
mortgage. So if the organization borrowed
in order to conduct unrelated passive
investments, the net income earned from
the investments would be subject to UBIT
in proportion to the debt on the property,
and if substantial, may risk the exempt sta-
tus of the organization. (These rules in par-
ticular are complex and tax counsel should
be consulted.) 

Low Cost Items
Some organizations send to potential

donors a low-cost item, such as a coffee mug
or key chain, sporting the organization’s
logo to help induce people to donate. Under
this exception, such a distribution will not
be seen as a sale (when the donor ends up
making a donation) if the donor did not
request the distribution, the distribution is
made without the express consent of the

Does My Nonprofit Need to Pay Tax?
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Continued on page B47
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Name That Company
Born in Grand Rapids, Mich., in 1912, I’m 

the world leader in office furnishings. My 
first patent, in 1914, was for a steel wastebasket 
(then-standard straw ones were fire hazards). 

Next came fireproof desks for a skyscraper. Gen. 
Douglas MacArthur and Japanese officials signed 

surrender documents ending World War II on one 
of my tables on the USS Missouri. I introduced Movable 

Walls in 1971. Today I sport three main brands -- Turnstone, 
Coalesse, and my namesake. One of my sub-brands, Nur-

ture, focuses on space and health-care environments. I rake 
in more than $2 billion annually. Who am I?

Know the answer? Send it to us with Foolish Trivia on the top and you’ll be entered 
into a drawing for a nifty prize!

The Motley Fool Take

CVS’ Coming Catalysts
CVS Caremark (NYSE: CVS) has 

been on a roll lately, despite its con-
troversial and thus far unsuccessful 
attempt to combine the pharmacy 
benefit management business of 
Caremark with its retail pharmacy 
business.

There are several catalysts that can 
turbocharge CVS’ stock in the coming 
years. For starters, pharmacy compa-
nies should see higher profit margins 
and increased profitability amid a wave 
of generic drug introductions between 
now and 2015.
The patents on most of the top-selling 
drugs in 2010, such as Lipitor and 
Plavix, are scheduled to expire over the 
next several years.

Not only will the drugs that CVS 
retails in the coming years be more 
profitable, but it will also sell more 
of them to an aging U.S. population. 
According to the Census Bureau, the 
number of U.S. residents age 65 and 
older is expected to more than dou-
ble by the middle of the next century, 
to 80 million.

CVS can use its expanding cus-
tomer base and higher-margin prod-
ucts to generate outstanding share-
holder returns over the next several 
years. While other companies will 
also benefit from these trends, CVS 
is cheaper than many on a number 
of metrics, such as P/E and price-to-
book value ratios.

Furthermore, CVS’ earnings have 
been held back by the lackluster per-
formance of its Caremark benefit man-
agement business. Any improvement 
there, or divestiture of the division, 
could propel CVS stock further.

What Is This Thing Called 
The Motley Fool?

In Elizabethan days, Fools were the only 
people who could get away with telling the 

truth to the King or Queen.
The Motley Fool tells the truth about 
investing, and hopes you’ll laugh all

the way to the bank.

The Motley Fool
®

To Educate, Amuse & Enrich

Ask the Fool

My Dumbest Investment

Phones and
Metal Mining

One of my worst investments has been 
in Qiao Xing Universal Resources. When I 
bought it a few years ago, it felt like a no-
brainer. It was a Chinese company making 
mobile phones, but I soon learned that it 
was expanding into mining for metals. That 
seemed strange, adding a business line com-
pletely different from making cell phones. At 
the time of my purchase, China was the hot-
stock nation, and I could see the popularity 
of mobile phones continuing to grow rapidly 
in the world. I was not able to see, though, 
how the phone market would become super 
competitive and that smartphones would 
become widespread. More research on my 
part might have made this clearer. — R.H., 
Arlington, Texas

The Fool Responds: It’s never enough for 
a company to be in an exciting business 
such as something technology-related, or 
operating in an exciting region, such as 
population-rich China.

You always need to evaluate a com-
pany’s health, competitive advantages, 
growth prospects and price. Some com-
panies with diverse business lines do well 
— look at GE — but you’re right to wonder 
about any shift in focus.

Do you have an embarrassing les-
son learned the hard way? Boil it down 
to 100 words (or less) and send it to 

The  Motley Fool c/o My Dumbest Investment. Got 
one that worked? Submit to My Smartest Invest-
ment. If we print yours, you’ll win a Fool’s cap!

LAST WEEK’S TRIVIA ANSWER
Founded in 1899 in Pennsylvania as a mitten and glove company, today I’m a 

$10 billion enterprise and the world’s largest apparel company. You may have 
heard of some of my brands: Wrangler, The North Face, Lee, Vans, Nautica, 7 For 
All Mankind, Eagle Creek, Eastpak, Ella Moss, JanSport, John Varvatos, Kipling, 
lucy, Majestic, Red Kap, Reef, Riders and Splendid. I’m growing rapidly abroad. 

My stock has gained an average of more than 14 percent annually over the past 
20 years. Who am I? (Answer: VF Corp.)

Write to Us! Send questions for Ask the Fool, Dumbest (or Smartest) 
Investments (up to 100 words), and your Trivia entries to The Motley Fool, 

Attn: Newspaper Feature, 2000 Duke St. 4th Fl., Alexandria, VA 
22314. Sorry, we can’t provide individual financial advice.

$400 Million 
Donuts?

QI read that Dunkin’ Donuts is 
planning a $400 million initial 

public offering (IPO). With close 
to 10,000 locations worldwide, 
shouldn’t the company be worth 
more than that? Starbucks has 
a market cap of more than $25 
 billion. — M.R., Denver

AWhen a company first issues 
shares to the public, it often 

sells off just a portion of itself,
in order to raise money. If Dunkin’ 
Donuts were selling all of itself, 
that would indeed reflect a total 
value of $400 million. But if it’s 
selling just 10 percent, then the 
implied value is $4 billion. Once 
the shares debut and are trading
in the market, their price will 
reflect how investors are valuing 
the company.

***

QWhich brokerages charge very 
low commissions to buy or sell 

stock? — N.C., Watertown, Wis.

ATrading commissions are as 
low as $8 to $10 per trade at 

E*TRADE, Fidelity, Charles Schwab 
and TD Ameritrade. It’s $7 at Scot-
trade and Firstrade, and you can 
find even lower rates elsewhere.

Look at more than commis-
sions, though. After all, if you buy 
or sell stocks only a few times 
a year, finding the lowest com-
mission rate won’t save you all 
that much and other brokerage 
features might be more valuable 
to you. Meanwhile, some broker-
ages have been charging quarterly 
account fees just for having an 
account with them. These are 
often waived if your account is 
large enough.

When shopping for a broker-
age, look at all the fees it charges 
and consider its conveniences 
(such as local branches, a wide 
variety of mutual funds or check-
writing  services) and how well it 
meets your needs.

Got a question for the Fool? Send it in 
— see Write to Us 

Fool’s School

Nuggets From Omaha
Here are some words of wisdom from superinves-

tors Warren Buffett and Charlie Munger from the 
recent Berkshire Hathaway annual meeting, para-
phrased:

• On housing: Buffett expects the housing market to 
improve this year. (It’s an important factor for him, as 
Berkshire Hathaway owns companies that sell furni-
ture, bricks, flooring and manufactured homes, and it 
owns a major real estate brokerage firm, as well.)

• On bailouts: It’s one thing to bail out an institution 
that has social value, but another thing to bail out its 
shareholders and managers. Said Buffett: “I think that 
any institution that requires bailing out by society 
should see its CEO and its spouse left dead broke.”

• On nuclear power: Buffet said: “I think nuclear 
power is an important part of the world’s equation 
in dealing with its problems. … I think it’s safe, and 
I don’t think it’s going anyplace in the United States 
because of [Japan].”

• On perspective: Don’t be looking to make a deal 
your best one ever. Market conditions and opportu-
nity costs will be different at different times. Don’t 
compare past and recent deals. Just focus on making 
a satisfactory deal, one that’s the best that you can do 
at the time.

• On what young people should study: Do anything 
you can do to improve your own skills — you never know 
when it’s going to pay off later on. The one diploma 
Buffett has hanging on his wall is from a Dale Carnegie 
course on public speaking. Communication skills are 
what he most recommends developing.

recipient, and the item is accompanied by a
request for a charitable contribution to the
organization along with a statement that
the recipient may keep the item regardless
of whether he or she makes a contribution.

Some Additional Examples
The tax regulations make it clear that

“income derived from the conduct of an
annual dance or similar fundraising event
for charity would not be income from trade
or business regularly carried on.” Thus,
should an organization host an annual din-
ner, melaveh malkah, Chinese auction or
similar event solely for fundraising purpos-
es, the net income derived therefrom (as
well as the income generated by journal
ads) should not be subject to UBIT as they
are not considered to be “regularly carried
on.” (Raffles conducted at more frequent
intervals may be subject to more stringent
rules.) 

If a yeshivah were to publish and sell
seforim with scholarly works of its rabbeim
and students, such works would be consid-

ered related to the yeshivah’s exempt pur-
poses. There would, thus, be no issue if the
yeshivah turned a profit on the sales, even if
conducted substantially, and no UBIT
would need to be paid. Similarly, if a yeshiv-
ah sold seforim to its students as needed for
their studies, such sales would be related
business activity. 

If a shul sold lulavim and esrogim before
Succos, such sales should be considered
related to its exempt “religious” purposes.
If, however, it sold matzah and wine before
Pesach, since such items are sold by com-
mercial retailers, such sales would be unre-
lated and subject to UBIT. To reiterate, the
fact that the proceeds from the sales are
used to support the exempt purposes of the
shul is irrelevant and would not make an
otherwise unrelated activity to be related. 

If an organization sold its mailing lists or
other data to an outside commercial entity,
such sales would be unrelated and subject
to UBIT. Similarly if the organization main-
tained a website or periodical, the advertis-
ing revenue it generated would generally be
unrelated and subject to UBIT. (An excep-

tion exists, though, for “qualified sponsor-
ships” — please seek addition guidance if
this may apply to your situation.) However,
advertising income generated by ads in a
student-run yearbook would be considered
related. 

State Requirements
Thus far we discussed requirements to

file and pay UBIT to the federal govern-
ment. States also have their own require-
ments. For example, organizations that are
subject to federal tax on unrelated business
income are taxable under Article 13 of the
New York State Tax Law, if they pursue
those unrelated business activities in New
York State. To report those taxes, the organ-
ization must file Form CT-13, Unrelated
Business Income Tax Return. The rules of
states vary and so specific state laws should
be consulted to determine your organiza-
tion’s state tax liability. 

Conclusion
To ensure that tax-exempt organiza-

tions aren’t given an unfair competitive
advantage over for-profit commercial enti-
ties, Congress added the UBIT rules to force
exempts to pay their fair share when

engaged in commercial activity outside the
scope of their exempt purposes. When that
activity is so substantial, however, organi-
zations are at risk of also losing their tax-
exempt status, since at that point, they no
longer operate primarily in furtherance of
their exempt purposes as required under
Section 501(c)(3). The rules surrounding
UBIT are complex. This article has outlined
some of the key concepts, but specific
advice should be sought from competent
tax counsel. 

Continued from page B46

Does My Nonprofit Need to Pay Tax?

This article is provided for general information and educa-
tional purposes. Neither its distribution to any party nor any
statement or information it contains is intended to or shall be
construed as establishing an attorney-client relationship or
to constitute legal advice. Readers also are cautioned that the
information in this article may not apply to all situations.
Consequently, readers must not rely upon this article or
information it contains as a substitute for competent individ-
ualized legal advice about the specific circumstances of the
readers. Attorney advertising, prior results do not guarantee
a similar outcome.
IRS Circular 230 Disclosure: To ensure compliance with
requirements imposed by the IRS, we inform you that any
U.S. federal tax advice contained in this document is not
intended or written to be used, and cannot be used, for the
purpose of (i) avoiding penalties under the Internal Revenue
Code, or (ii) promoting, marketing, or recommending to
another party any transaction or matter that is contained in
this document. 

The author may be contacted via email at
ykupfer@agudathisrael.org. Questions and 
comments are welcome. . 
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Legal Feature / By Judah I. Kupfer, Esq.

Is Your Organization Paying Reasonable Compensation?
A Guide to Avoid IRS Penalties (Part I)

As an executive
director or presi-
dent of a yeshiv-

ah, shul or tzedakah organiza-
tion, have you ever wondered
whether there are any restric-
tions on the amount you pay or
method you use for compen-
sating your employees? Your
accountant may have men-
tioned something called
“inurement” and that there are
some restrictions on nonprofit
compensation practices, but
you figure that since your
organization can’t afford to
pay that much, you have noth-
ing to worry about. Right?
Well, not exactly. 

Clearly some of the wealthi-
er nonprofits pay large
salaries. Indeed, not a week
goes by without reading about
a nonprofit executive earning
more than one would expect a
“nonprofit” to be paying, espe-
cially one that relies on tax-
deductible donations and gov-
ernment grants for support.
Such news stories are general-
ly critical of the generous com-
pensation packages being paid
and question the propriety of

this practice. While this may
be an issue at some of the larg-
er nonprofits, the average
organization struggles to meet
its payroll obligations, even for
the modest salaries it pays. 

Current law imposes
restrictions on the amount of
compensation a nonprofit
organization may pay its
employees. Moreover, even
providing modest compensa-

tion without following certain
procedures may violate tax
rules that can trigger a large
additional tax to be imposed
on the employee who receives
such compensation and the
organization managers who
approve the conduct. In
extreme cases, an organiza-
tion’s compensation practices
may result in the revocation of
its federal tax exemption. The
vigilant organization should
take note since many of these
rules are not necessarily intu-
itive and present a trap for the
unwary. This article seeks to
summarize these rules in a
concise and easy to understand
fashion. Much detail has been
omitted, thus, specific legal
advice should be obtained
prior to implementation. 

Private Inurement
The place to begin is with

what is often referred to as
“private inurement.” This
phrase comes from the
Internal Revenue Code which
requires from all §501(c)(3)
tax-exempt organizations that
“no part of net earnings of
which inures to the benefit of
any private shareholder or
individual.” An organization
violates the restriction on pri-
vate inurement when it gives
any benefit to an organization
insider other than in the form
of reasonable compensation.
Let’s explore what this means
in more detail. 

Who is an insider? The reg-
ulations state: “It is necessary
for an organization to establish
that it is not organized or oper-
ated for the benefit of private
interests such as designated
individuals, the creator or his
family, shareholders of the
organization, or persons con-
trolled, directly or indirectly,
by such private interests.” This
would include any individual
who has a special relationship

to the organization, people
that have influence or control
over the organization, and peo-
ple with check-writing ability
and financial control. 

The organization has to be
concerned with much more
than simply providing cash or
assets to these individuals.
Other benefits are also includ-
ed, such as extending to the
insider a below market loan,
purchasing an item from the
insider for more than fair-mar-
ket value or providing office or
living space for below market
rent. Each of these can consti-
tute private inurement unless
it is provided as part of the
employee’s compensation
package, the package is docu-
mented as compensation for
tax purposes and the package
as a whole is reasonable. 

That said, what is reason-
able? With respect to the rules
surrounding private inure-
ment, there is little guidance
regarding what constitutes
reasonableness. It is generally
a fact-specific analysis. This
has contributed to the Internal
Revenue Service ignoring
smaller violations of this rule.
Although the Code does not
permit any private inurement
and technically any amount of
inurement can lead to sanc-
tions, in practice, the IRS does-
n’t enforce violations of pri-
vate inurement unless they are
so egregious that the organiza-
tion is no longer acting “chari-
table” in the interest of the
public, but rather as a “piggy
bank” for some private individ-
uals. Only in those situations
will the one and only sanction
the IRS has available in inure-
ment situations be enforced —
the ultimate sanction — revo-
cation of the organization’s
tax-exempt status. 

The fact that in practice de
minimus violations are gener-
ally ignored has led to the

adoption of a set of detailed
rules called “excess benefit
transactions.” These rules are
also known as “intermediate
sanctions” since they provide
for penalties that are interme-
diate, i.e. short of revocation of
exemption. It is important to
note that these rules are an
additional layer added on top
of the original private inure-
ment rules. Revocation is, thus,
still a possibility and will be
imposed in the more extreme
cases. 

In part two, next week, the
details of excess benefit trans-
actions, a third set of rules
called private benefit and the
possibility of state penalties
will be explored. 

Judah I. Kupfer, Esq. is a staff

counsel at Agudath Israel of

America. He received his B.A. from

Touro College, J.D. from Brooklyn

Law School and LL.M. in taxation

from New York University School of

Law. To contact the author, please

email ykupfer@agudathisrael.org.

Questions and comments are wel-

come. With gratitude to Jacob I.

Friedman, Esq. of Proskauer Rose

LLP for his review and comments. 

This article is provided for general
information and educational purposes.
Neither its distribution to any party nor
any statement or information it contains
is intended to or shall be construed as
establishing an attorney-client relation-
ship or to constitute legal advice. Readers
also are cautioned that the information in
this article may not apply to all situations.
Consequently, readers must not rely upon
this article or information it contains as a
substitute for competent individualized
legal advice about the specific circum-
stances of the readers. Attorney advertis-
ing, prior results do not guarantee a simi-
lar outcome.

IRS Circular 230 Disclosure: To
ensure compliance with requirements
imposed by the IRS, we inform you that
any U.S. federal tax advice contained in
this document is not intended or written
to be used, and cannot be used, for the
purpose of (i) avoiding penalties under
the Internal Revenue Code, or (ii) pro-
moting, marketing, or recommending to
another party any transaction or matter
that is contained in this document.
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Is Your Organization Paying Reasonable Compensation?
A Guide to Avoid IRS Penalties (Part II)

Last week we intro-
duced restrictions
imposed by the IRS

on a tax-exempt organization’s
compensation practices. An
organization violates the restric-
tion on “private inurement”
when it gives any benefit to an
organization insider other than
in the form of reasonable com-
pensation (a loaded term dis-
cussed in detail in part one). The
fact that in practice de minimus
violations of private inurement
are generally ignored has led to
the adoption of a set of detailed
rules called “excess benefit
transactions.” These rules are
discussed below. As this article is
a continuation from part one, the
reader is strongly encouraged to
read part one before proceeding
further. 

What is an excess benefit
transaction (EBT)?

There is some overlap with
the rules for private inurement
but the rules differ in many
respects and, in general, the rules
of EBTs are much more detailed
and deliberate (as you will soon
come to realize). The tax Code
provides in §4958 that an EBT is
“any transaction in which an eco-
nomic benefit is provided by an
applicable tax-exempt organiza-
tion directly or indirectly to or
for the use of any disqualified
person if the value of the eco-
nomic benefit provided exceeds
the value of the consideration
(including the performance of
services) received for providing
such benefit.” The gist of this is
that if certain benefits are pro-
vided to a “disqualified person,”
unless they are given as reason-
able compensation and docu-
mented as such, sanctions will
result to the disqualified person
as well as to knowing and willful
managers of the organization.
There are many elements here,
so let’s take each one in turn. 

Which organizations are
included?

The first element in the rule is
that the benefit must come from
an “applicable tax-exempt
organization.” This includes
§501(c)(3) or (c)(4) organiza-
tions but not private founda-
tions. Shuls should note that
although “churches” (the IRS-
coined phrase for a shul) need
not formally apply for §501(c)(3)
status from the IRS, they are
deemed to be §501(c)(3) organi-
zations without the filing. Thus,
they are too considered applica-
ble tax-exempt organizations
and included within these provi-
sions. There is also no exemption
for religious organizations. 

Which persons are included?
The benefit has to be given to

a “disqualified person” (DQP).
This includes a broad range of
organization heads including
officers, directors, trustees, pres-
ident of the organization, CEO,
CFO, COO and their family
members (spouse, ancestors,
children, grandchildren, great-
grandchildren, siblings, and any
of these family members’ spous-
es). But titles are not important
— so long as the person is (or was
within the prior five years) in a
position to exercise substantial
influence over the organization,
the person is a DQP. 

Even in situations where the
person is not in charge of the
entire organization, but merely
manages a discrete segment or
activity of the organization, he
would be included. This would
include a basketball coach of a
university basketball team, a uni-
versity dean and a department
head at a nonprofit hospital. In
the yeshivah context, this can
include a Menahel and Rosh
Kollel, and in the shul context,
the Rabbi, president and board
members would be DQPs. There
may be some people who fall
within a gray area and so advice
should be sought to identify
whether one is a DQP. 

There are some important
exceptions — the following will
not be DQPs: Other §501(c)(3) or
(c)(4) organizations, so transac-
tions between organizations are
not covered by these rules; an
independent contractor who
simply collects a fee but doesn’t
have decision-making authority
over the organization — so trans-
actions with a building contrac-
tor, attorney, accountant or
investment advisor would gener-
ally not be covered; someone
who is negotiating to join the
organization for the first time
and agrees to a binding contract
with a fixed payment would fall
within the “initial contract
exception.” Additionally, an
employee who doesn’t otherwise
possess substantial control over
the organization, is not a family
member of one and earns overall
compensation (including bene-

fits) of $110,000 (which adjusts
for inflation) or less per year, is
deemed not to be a DQP. 

Next, what may be given and
not run afoul of these rules? The
answer is reasonable compensa-
tion. This leaves us with two
questions: what is reasonable and
what is compensation? So let’s
first deal with what is included in
compensation so that we can
later determine whether the
overall compensation package is
reasonable. 

What is included in the com-
pensation package?

Payments (and most econom-
ic benefits) coming from the
organization constitute compen-
sation so long as they are classi-
fied as such on the books of the
organization and for tax purpos-
es to the employee. If taxable,
this can be accomplished by
including the payment on the
employee’s form W-2. It is
important to note that if the
required substantiation is lack-
ing, even if the parties meant for
it to be compensation and even if
the overall compensation pack-
age including this unsubstantiat-
ed payment was in fact reason-
able, it will automatically be
deemed an EBT and the sanc-
tions will kick in (we will soon
describe what those sanctions
are). 

If payment comes from
another entity that is controlled
by the organization, that pay-
ment is included within the orga-
nization’s compensation pack-
age. Payments coming from third
parties, however, such as spon-
sorships, are not included in
compensation from the organi-
zation for these purposes.
(Please note that this discussion
does not speak to whether these
payments are subject to income
tax, which in most circum-
stances, they are.)  

Reasonable travel expenses
paid by the organization for the
DQP (which includes board
members) need not be consid-
ered compensation; however, if
the spouse’s travel expenses are
also covered, that would be com-
pensation to the DQP. It too

would need to be documented as
such to avoid being classified as
an EBT. 

Certain benefits can be disre-
garded such as those fringe bene-
fits excluded from income tax
under §132, reimbursed expens-
es, benefits provided to a volun-
teer that are otherwise available
to any member of the organiza-
tion, and benefits provided solely
as a member of a charitable class
that the organization intends to
benefit in furtherance of its
exempt purposes. 

Is the compensation package
reasonable?

Once we have determined
what is included in the DQP’s
compensation package, we can
then seek to determine whether
it is reasonable. Reasonableness
is determined by comparing the
compensation to what would
ordinarily be paid for like servic-
es by a like enterprise under like
circumstances. A comparison
must be drawn between the
DQP’s entire compensation
package with similarly situated
people. This is a facts–and–cir-
cumstances analysis and must be
determined on an individual
basis. 

One important note is that
there is no requirement that
nonprofit employees be paid less
than their for-profit counter-
parts. It is understood and
accepted that nonprofits require
talented employees and such
employees do not deserve less
simply because they work for a
nonprofit. Thus, in making this
determination, comparisons can
be made to similarly situated
individuals in both the nonprofit
as well as the for-profit sector. 

Given that facts and circum-
stances are iffy and people
appreciate reassurance and cer-
tainty (or as close to certainty as
they can get), there is a “safe har-
bor” that is provided, wherein if
the organization jumps through
certain hoops, the compensation
will be presumed to be reason-
able (but the IRS would then
have the burden to “rebut” the
presumption in order to find it
not reasonable). The safe harbor
first requires the terms of the
compensation package to be
approved in advance by a disin-
terested board of trustees/direc-
tors (where no more than 20% of
the board are comprised of
organization employees).
Second, the board must have
relied on comparability data
from other organizations, which
may be nonprofit as well as for-
profit organizations. Such data
should look to their job responsi-
bilities and level of supervision,
prior experience and education,
the location of the organization
and the availability of specialty in
the area. Consultants can be
hired to provide this information

easily. Even organizations with
gross receipts of less than $1 mil-
lion (these are considered
“small” organizations) should
obtain comparables from three
other organizations to be within
the safe harbor. Third, the board
must document the basis for its
determination. If the organiza-
tion’s board is not disinterested,
should state law permit, a com-
pensation committee may be
appointed to review reasonable-
ness to qualify for the presump-
tion. (In New York, this is per-
mitted only if the organization’s
by-laws permit it.) 

What are the additional taxes
due?

Assuming we have an applica-
ble tax-exempt organization that
gives an excess benefit to a DQP
— what now? The DQP will have
to pay a 25% tax on the excess
benefit. That amount goes up to
200% unless the DQP returns
the benefit to the organization
and “undoes” the transaction
within a specified time period.
Organization managers who
knew about the excess benefit
and willfully permitted the
organization to engage in it are
also subject to a tax of 10%
(capped at $20,000 for any single
transaction) and if more than
one manager is responsible, each
may be jointly liable for the tax.
Managers may escape liability if
they had “reasonable cause,”
which usually means that they
relied on a legal opinion; in these
circumstances, the opinion
would likely have to opine on the
process the organization con-
ducted in concluding that the
compensation was reasonable or
otherwise qualified for the safe
harbor. The extra tax is to be paid
to the IRS and the organization
must file IRS Form 4720,
Schedule I (see instructions to
the form for details regarding
how and when to file). Should the
organization delay or fail to file
and pay this tax, penalties and
interest will be imposed. 

Director and officer (D&O)
insurance may cover the tax;
however, whatever is paid out as
the tax must be considered addi-
tional compensation to the DQP.
In addition, the organization
must disclose in its annual form
990 filing the names of each DQP
who received an excess benefit
during the year. 

Private Benefit
Let’s say the organization

squanders money on paying an
outside contractor an exorbitant
fee. We have already seen that an
outside contractor will generally
not be a DQP (either because it
does not have decision-making
authority or because it qualifies
for the “initial contract excep-
tion”), so this will not be an EBT.
Nor will it constitute private
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inurement as the contractor is not an
organization insider. So is there any possi-
ble sanction? The answer, unfortunately,
is yes. There is yet a third layer of restric-
tions called “private benefit transaction.”
This includes everyone, insiders as well as
outsiders. Like private inurement, the
only sanction is the ultimate sanction, rev-
ocation of the organization’s exempt sta-
tus, but unlike private inurement, will
only kick in if the violation was substantial
(though, as mentioned, in practice, nei-
ther of them are generally enforced unless
extreme). 

State Penalties
In addition to the IRS acting as regula-

tor of charities, each state’s Attorney
General also investigates violations com-
mitted by nonprofits (in New York, this is
done by the Charities Bureau of the NYS
Attorney General). It is therefore impor-
tant to keep in mind that should an organ-
ization engage in the kinds of transactions
described above, even should it escape the
technical IRS rules and avoid IRS sanc-
tions, the state AG may launch its own
investigation for possible breaches of the
organization’s board/managers’ duties of
care and loyalty. 

Conclusion
Although there is much talk about non-

profit salaries that seem excessive, the
propriety of this practice rests on whether
they are indeed reasonable under the cir-
cumstances. Reasonableness is a fact-spe-
cific determination based on all of the spe-
cific facts and circumstances. To aid the
organization, should it follow certain pro-
cedures, it may qualify within a rebuttable
presumption of reasonableness. In any

case, nonprofits may only pay reasonable
compensation that is documented as
such with proper substantiation. Thus,
even if clearly reasonable, the organiza-
tion must be certain to properly docu-
ment its compensation. 

The rules surrounding benefits and
compensation provided by exempt
organizations are numerous and compli-
cated and lend themselves to mistakes.
This article merely seeks to alert the
reader to the applicable issues. Specific
legal advice should be obtained to help
guide your organization. 

Judah I. Kupfer, Esq. is a staff counsel at

Agudath Israel of America. He received his

B.A. from Touro College, J.D. from Brooklyn

Law School and LL.M. in taxation from New

York University School of Law. To contact the

author, please email

ykupfer@agudathisrael.org. Questions and

comments are welcome. With gratitude to

Jacob I. Friedman, Esq. of Proskauer Rose LLP

for his review and comments. 
This article is provided for general information

and educational purposes. Neither its distribution to
any party nor any statement or information it con-
tains is intended to or shall be construed as estab-
lishing an attorney-client relationship or to consti-
tute legal advice. Readers also are cautioned that the
information in this article may not apply to all situa-
tions. Consequently, readers must not rely upon this
article or information it contains as a substitute for
competent individualized legal advice about the spe-
cific circumstances of the readers. Attorney adver-
tising, prior results do not guarantee a similar out-
come.

IRS Circular 230 Disclosure: To ensure compli-
ance with requirements imposed by the IRS, we
inform you that any U.S. federal tax advice contained
in this document is not intended or written to be
used, and cannot be used, for the purpose of (i)
avoiding penalties under the Internal Revenue
Code, or (ii) promoting, marketing, or recommend-
ing to another party any transaction or matter that is
contained in this document.

A Guide to Avoid IRS Penalties
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Introduction
As the leader of a nonprofit organization

and a concerned member of society, Joseph
takes it upon himself to stay in tune with
the issues of the day and the latest legisla-
tion that may affect his organization as well
as his broader community.  When there is a
bill introduced in the city council, state leg-
islature or in Congress that may be of con-
cern, he speaks to his elected officials, urg-
ing them not to pass the particular bill into
law. Joseph also pushes his members to
contact their legislators and convey to them
their concerns. Whether or not he knows it,
each of Joseph’s actions constitutes lobby-
ing activity on behalf of his organization. 

Advocacy is an integral part of democra-
cy and a hallmark of the American system.
It is expected that people will and should
stand up for what they believe in and advo-
cate regarding issues of importance to
them. However, when such advocacy is con-
ducted by exempt organizations, federal
law imposes certain restrictions to the
amount of advocacy the organization may
carry on. It is important for an organization
to understand those limits so that it may
confidently advocate without running afoul
of these rules and risk loss of federal tax
exemption. 

Current law permits exempt organiza-
tions to engage in some lobbying activity
but prohibits “substantial” lobbying. To
determine what is substantial, organiza-
tions are subject to a “balancing test” that
considers various factors and activities of
the organization. Alternatively, most
organizations have the option of electing
out of the balancing test and instead choos-
ing to be subject to a dollar limit to the
amount the organization may spend on lob-
bying activities. Each of these sets of rules is
summarized below. As this article is intend-
ed to merely alert the reader to the issues
involved, it is important for organizations
to seek legal advice for their particular cir-
cumstances and to learn the additional
detail that was omitted from this article. 

What is the restriction? 
Under §501(c)(3), exempt organizations

are restricted from engaging in substantial
lobbying. In the words of the Tax Code: “no
substantial part of [a §501(c)(3)’s] activities
is carrying on propaganda, or otherwise
attempting to influence legislation.” It is
important to note that the restriction per-
mitting no engagement whatsoever in
political campaign activity is completely
distinct and separate and one should not
confuse the two.  

What kinds of contact constitute lobby-
ing?

There are two types of lobbying: direct
lobbying and grassroots lobbying. Direct
lobbying is accomplished when an exempt
organization directly contacts legislators or
their staffs to propose, support or oppose
legislation. This is the type that people
would ordinarily assume to be lobbying.
The second type of lobbying, grassroots lob-
bying, is accomplished when an organiza-
tion urges the public to contact the legisla-
tors or their staffs. Thus, conversations
with members or the general public may be
lobbying as well. To violate the rule against
substantial lobbying, an organization

would need to conduct activities aimed
towards influencing legislation and those
activities must be substantial. Let’s take a
closer look at each of these elements. 

What is “influencing legislation”?
We must first define what is included in

“influencing legislation,” so that we may
later seek to determine whether it is sub-
stantial. Influencing legislation requires an
understanding of the term “legislation.”
Legislation, for these purposes, is any
action by Congress, a state legislature, local
governing bodies (such as a city council or
township) in an initiative, constitutional
amendment or similar action. When the
general public votes in a referendum, advo-
cating to the public is also considered lob-
bying. However, actions by administrative
agencies or the Executive Branch are not
included. In a similar vein, an attempt to
influence the confirmation of appointed
judges is lobbying, but influencing the out-
come of an election of judges would not be
lobbying (but may be considered political
campaign activity, a separate restriction on
exempt organizations). 

Organizations often speak to their mem-
bers regarding issues of common interest.
Such discussions would not constitute
grassroots lobbying unless the organization
in some form urged its members (and/or
the general public) to contact their legisla-
tors to support, propose or oppose legisla-
tion. By the same token, organizations
often conduct studies and research and
share it with their legislators. Sharing such
studies is not lobbying so long as the studies
are conducted in a nonpartisan manner and
the purpose was not to support or oppose a
position. Organizations may also advocate
social change or take a position on broad
public issues without it being considered
lobbying. 

What is “substantial”?
The default rule for all §501(c)(3) organ-

izations is a “balancing test” – to be safe, all
lobbying conducted by an organization
must be insubstantial relative to whatever
else the organization does. Factors that are
considered include: the percentage of the
organization’s budget or employee time
spent on lobbying, the continuous or inter-
mittent nature of the lobbying involve-
ment, the nature of the organization and its
aims, the controversial nature of the orga-
nization’s position and its visibility.
Essentially all of the organization’s activi-
ties are considered and weighed against the
lobbying activity in terms of time, cost,
exposure and the nature of the activity. In
any instance where various factors are bal-
anced, the outcome would be less than
clear; thus, an organization would be well
advised to stay far enough away from the
line so as not to risk crossing it. To add cer-
tainty and predictability, §501(h) is an
option that allows organizations to elect an
alternate test for “substantiality,” which
will be discussed below. 

What if the organization fails the “bal-
ancing test”?

Should the organization fail the balanc-
ing test and be deemed to have engaged in
substantial lobbying, the Internal Revenue
Service will revoke the organization’s feder-

al tax exemption. In addition, most organi-
zations (other than a private foundation, a
shul that qualifies as a “church” for tax pur-
poses, and those that make a §501(h) elec-
tion) will also be subject to an excise tax in
the amount of 5% of all lobbying expendi-
tures (i.e., 5% of the amount it spent on lob-
bying activity) in the year in which the
organization loses its exemption. An addi-
tional 5% is imposed on managers of the
organization that knew of the conduct and
willfully allowed it to go on, unless such
managers had “reasonable cause,” such as
if they had relied on the well reasoned
opinion of an attorney confirming that the
conduct was permissible. 

§501(h) Election
Whereas the balancing test looks to all

facts and circumstances to determine
whether the lobbying was substantial, the
organization that makes the §501(h) elec-
tion on form 5768 is given a ceiling dollar
amount that it may spend on lobbying. It is
available to all public charities except
“churches.” The election may be made
midyear and such expenditures must be
reported in the organization’s annual form
990 on schedule C. Additionally, lobbying
expenditures must be reported on form
4720 for the current year and the prior
three years. 

The organization would be required to
separately keep track of its direct and
grassroots lobbying, as different limits
apply to each. Should the organization
exceed either of the limits, a tax will be
imposed and the organization risks loss of
tax exemption if it exceeds its yearly ceiling
by a specified percentage over a specified
number of years. 

Certain organizations should consider
making an election: one that has a highly
visible lobbying program, an organization
that wants to do much lobbying for a short
period of time, one that has a strong web
presence (since this test looks to expense
and the cost associated with posting infor-
mation on a web page is likely minimal),
one that has many volunteers, and an
organization that has a smaller budget.
There are many rules and restrictions asso-
ciated with a §501(h) election; thus, an
organization considering this option must
seek specific legal guidance. 

§501(c)(4) Organizations
Organizations that wish to lobby may

form a separate sister organization organ-
ized as a §501(c)(4) “social welfare” organi-
zation. §501(c)(4) organizations may con-
duct unlimited lobbying. These organiza-
tions operate to promote the common good
of the people in the community and their
net earnings are devoted to charitable, edu-
cational or recreational purposes. They are
entitled to most of the benefits of (c)(3)
organizations with the notable exception
that donations made to them are not
deductible from income tax. The (c)(3) may
control the (c)(4), they may share office
space, and share a board of trustees, but
they must be separate legal entities,
expenses from each must be kept separate
and monies of each may not be commin-
gled. Most importantly, tax deductible con-
tributions given to the (c)(3) may not be
used by the (c)(4). 

Conclusion
Lobbying activity includes more than

one would expect. Urging constituents to
contact their elected official may also con-
stitute lobbying. Exempt organizations
may conduct insubstantial lobbying.
Determining what is substantial is not sim-
ple under the default balancing test and
thus, many organizations may opt to make
the §501(h) election, imposing a ceiling on
the dollar amount to be spent on influenc-
ing legislation. It is important to reiterate
that these rules are complicated and much
detail has been omitted and so, it is impor-
tant for the organization to seek legal guid-
ance from its own professional. 

Restrictions on Lobbying by Exempt Organizations:
How Much Advocacy Is Too Much?

This article is provided for general information
and educational purposes. Neither its distribution to
any party nor any statement or information it con-
tains is intended to or shall be construed as estab-
lishing an attorney-client relationship or to consti-
tute legal advice. Readers also are cautioned that the
information in this article may not apply to all situa-
tions. Consequently, readers must not rely upon this
article or information it contains as a substitute for
competent individualized legal advice about the spe-
cific circumstances of the readers. Attorney advertis-
ing, prior results do not guarantee a similar out-
come.

IRS Circular 230 Disclosure: To ensure compli-
ance with requirements imposed by the IRS, we
inform you that any U.S. federal tax advice contained
in this document is not intended or written to be used,
and cannot be used, for the purpose of (i) avoiding
penalties under the Internal Revenue Code, or (ii)
promoting, marketing, or recommending to another
party any transaction or matter that is contained in
this document.

Judah I. Kupfer, Esq. is a staff counsel at Agudath Israel
of America. He received his B.A. from Touro College, J.D.
from Brooklyn Law School and LL.M. in taxation from
New York University School of Law. To contact the
author, please email ykupfer@agudathisrael.org.
Questions and comments are welcome. With gratitude to
Jacob I. Friedman, Esq. of Proskauer Rose LLP for his
review and comments. 
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Legal Feature / By Judah I. Kupfer, Esq.

With the election sea-
son underway, many
organization and

shul leaders find themselves asking what
their organizations may do on behalf of
candidates for public office. Can my
organization endorse a candidate? Can we
host a fundraiser? Can we mail (or email)
letters encouraging constituents or par-
ents to vote for a particular candidate?
Can we invite candidates to speak at our
congregation or at our organization’s din-
ner? What may I or my board do in our
individual capacity? 

Unlike lobbying (i.e. attempts to influ-
ence legislation) which §501(c)(3) tax-
exempt organizations may conduct insub-
stantially, these organizations are
absolutely prohibited from conducting
any intervention in political campaigns.
An organization that violates this prohibi-
tion may be subject to an excise tax and, in
more extreme cases, may also lose its tax-
exempt status. With the penalties great
and a heightened environment of scrutiny
that surrounds nonprofits, it is important
to understand what involvement, if any,
organizations may play in the campaign
and electoral process. 

The objective of this article is by no
means meant to deter one from involving
himself in the political process. To the
contrary, one should get involved, learn
about the issues and seek to elect the best
possible candidate. The purpose of this
article is to clarify what actions tax-
exempt organizations and those involved
with such organizations may take with
respect to candidates for public office so
not to run afoul of these important IRS
rules. Indeed, many activities are thought
to be prohibited simply due to ignorance
of the applicable rules or lack of accurate
information. This article seeks to educate
nonprofit administration and their board
members as to what is and is not permissi-
ble. 

What’s Included?
Section §501(c)(3) of the Internal

Revenue Code prohibits tax-exempt
organizations from participating in, or
otherwise intervening in (including the
publishing or distributing of statements),
any political campaign on behalf of or in
opposition to any candidate for public
office. To run afoul of this rule, certain ele-
ments are needed: You need a candidate
and you need intervention. So who is a can-
didate for public office and what activities
constitute intervention into a political
campaign? 

A candidate for public office is any indi-
vidual offering him or herself for national,
state or local elective public office. This
includes an individual who declares his
intent to run, an incumbent who is likely
to announce his candidacy to run, and
elective judgeships. Elections need not be
contested nor need they involve political
parties. But mere speculation regarding
whether a prominent public figure will
run for office doesn’t make one a candi-
date for these purposes. So, for example,
speculation about whether Sarah Palin,
Chris Christie, Donald Trump or Michael

Bloomberg may jump into the 2012 presi-
dential race doesn’t necessarily make
them candidates. 

Now that we understand who a candi-
date is, we need to know what constitutes
intervention in a political campaign on
behalf of such a candidate. This is a com-
plex question, and there are a number of
possible activities to explore. We will
divide these activities into categories,
modeled after the situations listed in IRS
Revenue Ruling 2007-41 with slight varia-
tion (and many sentences are copied ver-
batim without quotations). These cate-
gories and accompanying examples
should provide a good basis for the gov-
erning law; but there are many gray areas
in which organizations would be well
advised to seek the advice of counsel prior
to engaging in the activity. 

Voter Education, Voter Registration and
Get Out the Vote Drives

§501(c)(3) organizations are permitted
to conduct certain voter education activi-
ties including the presentation of public
forums and the publication of voter educa-
tion guides if they are carried out in a non-
partisan manner. They may also encour-
age people to participate in the electoral
process through voter registration and
get-out-the-vote drives, conducted in a
non-partisan manner. If, however, such
voter education or registration activities
are conducted in a biased manner that
favors (or opposes) one or more candi-
dates, such activity is prohibited. 

The definition for “nonpartisan” has
never been clearly defined, but at the very

least, an organization may not expressly
advocate for or against particular candi-
dates or parties. Let’s see a couple of exam-
ples of what is considered to be partisan.
(General note: The organizations referred
to throughout this article are §501(c)(3)
organizations. Also note that a shul is con-
sidered to be a §501(c)(3) organization
regardless of whether it has ever formally
applied to the IRS seeking tax-exempt sta-
tus.)

An organization sets up a booth for citi-
zens to register to vote. The signs and ban-
ners in and around the booth give only the
name of the organization, the date of the
next upcoming statewide election, and
notice of the opportunity to register. No
reference to any candidate or political
party is made by the volunteers staffing
the booth or in the materials available at
the booth, other than the official voter reg-
istration forms which allow registrants to
select a party affiliation. The organization
is not engaged in political campaign inter-
vention when it operates this voter regis-
tration booth since it was done in a non-
partisan fashion. 

In this next example, Organization C, a
tax-exempt organization that educates the
public on environmental issues, has inter-
vened in a political campaign. Candidate G
is running for the state legislature and an
important element of his platform is chal-
lenging the environmental policies of the
incumbent. Shortly before the election, C
sets up a telephone bank to call registered
voters in the district in which Candidate G
is seeking election. In the phone conversa-
tions, C’s representative tells the voter

about the importance of environmental
issues and asks questions about the voter’s
views on these issues. If the voter appears
to agree with the incumbent’s position, C’s
representative thanks the voter and ends
the call. If the voter appears to agree with
Candidate G’s position, C’s representative
reminds the voter about the upcoming
election, stresses the importance of voting
in the election and offers to provide trans-
portation to the polls. C is engaged in
political campaign intervention when it
conducts this get-out-the-vote drive.

In short, an organization may encour-
age people to vote and help them register
to vote but may not tell the potential voter
for whom to vote. Thus, a yeshivah or shul
that encourages its parents or congrega-
tion to vote for a particular candidate
would be in violation of this rule. 

Individual Activity by Organization
Leaders

We now know that the organization
may not intervene into a political cam-
paign. But one of the most frequently
asked questions in this area involves what
organization leaders may do in their indi-
vidual capacity. The political campaign
intervention prohibition is not intended
to restrict free expression on political
matters by leaders of organizations speak-
ing for themselves as individuals. Nor are
leaders prohibited from speaking about
important issues of public policy.
However, for their organizations to
remain tax exempt under §501(c)(3), lead-
ers cannot make partisan comments in
official organization publications or at
official functions of the organization. The
organization may also not spend its funds
in favor of or in opposition to a candidate,
for instance through direct grants,
employee time, or free use of office space.
Let’s see a few examples: 

President A is the chief executive offi-
cer of Organization J and is well-known in
the community. With the permission of
five prominent community leaders,
including President A, who have personal-
ly endorsed Candidate T, Candidate T
publishes a full page ad in the local news-
paper listing the names of the five leaders.
President A is identified in the ad as the
CEO of Organization J. The ad states,
“Titles and affiliations of each individual
are provided for identification purposes
only.” The ad is paid for by Candidate T’s
campaign committee. Because the ad was
not paid for by Organization J, the ad is not
otherwise in an official publication of
Organization J, and the endorsement is
made by President A in a personal capaci-
ty, the ad does not constitute campaign
intervention by Organization J.

In another example, B is the executive
director of Beis Medrash K. K publishes a
monthly alumni newsletter that is distrib-
uted to all alumni of the beis medrash. In
each issue, B has a column titled “My
Views.” The month before the election, B
states in the “My Views” column, “It is my
personal opinion that Candidate U should
be re-elected.” For that one issue, B even
pays from his personal funds the portion
of the cost of the newsletter attributable to
the “My Views” column. Even though B
paid part of the cost of the newsletter, the

Nonprofit Intervention in Political Campaigns: 
How Involved May Your Organization Be? (Part I)

Continued on page B35

Page 70



18 TAMMUZ 5771  JULY 20, 2011 HAMODIA   B35Business

Business News

Name That Company
Based in New York City, I’m the world’s largest bookseller, with 705 stores in 50

states. I also manage 636 college bookstores. I list more than 2 million titles in my
NOOK store, and I’m America’s second-largest magazine seller, offering about 5,500
magazines and almost 1,000 newspapers. Each year, my cafes serve 60 million drinks.

Altogether, I sell roughly 300 million books annually, less than 5 percent of them best-
sellers. I host close to 100,000 community events each year. I’ve won awards for my cus-

tomer service and my commitment to equality. Who am I?

Know the answer? Send it to us with Foolish Trivia on the top and you’ll be entered into a draw-
ing for a nifty prize!

Fool’s School

Probate 101
Most of us have heard

the word “probate,” but
many people don’t under-
stand what it really is. It’s
important for you to
understand it, though, to
help in your estate plan-
ning.

Probate is the legal
process of administer-
ing an estate once
someone dies. The
process includes several
parts. First, it must be
determined that the will is
valid. If you don’t have a
will, the probate court will
have the remaining assets
distributed according to
the rules of the state.

Assuming that there’s a
valid will, the probate
process will include mak-
ing an inventory of the
deceased’s property and
appraising its value. It will
see that debts are repaid
and taxes paid. What’s left
will be distributed to
inheritors, according to
the terms of the will, with
title and ownership being
formally transferred.

If this sounds like a
complicated hassle, it

often is. It can be
costly, too, involving
lots of paperwork and
fees to lawyers, accoun-
tants, appraisers and
executors, as well as
court costs. All that
money would otherwise
have gone to
 beneficiaries.

Probate can eat up 5
percent to 10 percent
of the value of the
estate. So with an
estate worth $200,000,

probate might take
$10,000 to $20,000, a siz-
able chunk. Also, prop-
erty remains in a kind of
limbo while in probate
— and that can last
months or even years.
And finally, the probate
process is public, so any-
one who wants to know
your business will likely
be able to find out.

That said, probate
does have some advan-
tages. For example, it
tends to be a methodi-
cal and unbiased sys-
tem, since a judge over-
sees it. Still, for most
people, its downside
overshadows the upside,
so it’s best avoided.
And, it can be avoided
(such as via a living
trust, for example), if
you learn more about it

and take some action.

What Is This Thing Called 
In Elizabethan days, Fools were the

only people who could get away with
telling the truth to the King or

Queen. The Motley Fool tells the
truth about  investing, and hopes

you’ll laugh all the way to the bank.

The Motley Fool®

To Educate, Amuse & Enrich

Ask the Fool

Indexes Galore

QWhat are the other major
stock indexes, besides the

Standard & Poor’s 500? — M.J.,
Flagstaff, Ariz.

A The most famous index is the
Dow Jones Industrial Aver-

age (“the Dow”), which includes
30 American giants, such as
ExxonMobil, General Electric,
Home Depot and Verizon. The
S&P 500 also focuses on large
companies, including 500 of Amer-
ica’s leading corporations. Its com-
ponents account for 75 percent of
the total market value of the U.S.
stock market. These two indexes
are often viewed as proxies for the
overall U.S. economy.

Then there’s the Russell 3000
Index, which includes 3,000 of the
largest U.S. companies based on
market capitalization (current
share price multiplied by number
of shares outstanding). These
3,000 constitute about 98 percent
of the U.S. market’s value. For a
measure of small-cap companies,
look to the Russell 2000. It’s com-
posed of the 2,000 smallest com-
panies in the Russell 3000.

The Dow Jones Wilshire 5000 is
just about the broadest index of
American companies, including
almost every publicly traded com-
pany. For broad international cover-
age, the  Vanguard Total Interna-
tional Stock index represents about
98 percent of the non-U.S. world
stock market.

There are indexes for lots of
broad or narrow international
regions. Other indexes address
sectors such as utilities, semicon-
ductors, pharmaceuticals, the
internet, and shoe horns. (Just
kidding about shoe horns.) 

***

QWhat are “convertibles” in
investing? — C.G., Grand

Rapids, Mich.

A Convertibles are bonds,
promissory notes or preferred

stock that can be converted
(according to specified terms) into
regular common stock by their
owner. They’ve been described as
investments with built-in stock
options. They’re best suited only
for advanced investors.

Got a question for the Fool? Send it
in — see Write to Us 

My Dumbest Investment

A Bad Swap
My dumbest investment decision

was selling my shares of Coca-Cola
in order to buy shares of Fannie
Mae, Freddie Mac and Lehman
Brothers. Sigh. — H.U., online

The Fool Responds: That was cer-
tainly a regrettable move.
All investors, including the
best, make occasional mis-
takes. Still, you might have
avoided this one had you
considered a few things.
For starters, if you were parking
much of your money in those three
stocks, you were putting a lot of faith
in just one sector, financial services.
That’s not very diversified. Some
well-regarded mutual fund managers
got whacked by that mistake, too.

Next, you might have looked at
what was going on in the U.S. with
mortgages. It was no secret that
many people were buying homes
they could barely afford, and that
lenders were making it extra-easy to
get a mortgage. While many people
jumped on the wagon to profit from
this, assuming that housing prices
would keep rising, others correctly
suspected that it would end badly.

The beauty of Coca-Cola is its
dependability. People will always
be thirsty, and most can afford a
simple drink.

Do you have an embarrassing les-
son learned the hard way? Boil it
down to 100 words (or less) and

send it to The  Motley Fool c/o My Dumbest
Investment. Got one that worked? Submit to
My Smartest Investment. If we print yours,
you’ll win a Fool’s cap!

Write to Us! Send
questions for Ask
the Fool, Dumbest
(or Smartest) Invest-
ments (up to 100 words), and
your Trivia entries to The
Motley Fool, Attn: Newspaper
Feature, 2000 Duke St. 4th
Fl., Alexandria, VA 22314.
Sorry, we can’t provide indi-
vidual financial advice.

The Motley Fool Take

Enter EnerNOC
Meet EnerNOC (Nasdaq: ENOC). A

market leader in the demand
response industry, it uses technology
to monitor, coordinate and reduce its
customers’ electricity usage. (Cus-
tomers include large factories, depart-
ment stores, warehouses, malls, etc.)
When electricity demand is high,
EnerNOC can reduce its customers’
usage, saving utilities from having to
power up extra plants at high costs.
For that, EnerNOC is paid by utilities
and grid operators, passing along a
portion of that cash to its customers.

Over the past three years, Ener-
NOC’s revenue has averaged 66 per-
cent annual growth, and 2010 was its
first profitable year. As more utilities
deregulate and EnerNOC expands,
expect further growth.

EnerNOC has a solid balance
sheet, with more than $100 million
to invest in its own operations as
well as to buy competitors and
increase market share.

Better still, its stock has fallen
recently, partly due to a rate dis-
pute, the departure of its chief oper-
ating officer and an earnings disap-
pointment. This has given long-term
investors an opportunity to buy at
a good price.

EnerNOC’s business model seems a
win-win for utilities and large con-
sumers. But new competitors are
arriving, including Honeywell and
Constellation Energy. Both have
deep pockets and could change the
competitive landscape.

Take a closer look at EnerNOC. (It’s
a “Motley Fool Rule Breakers” selec-
tion, and the Fool owns shares of it.)

newsletter is an official publication of the
Beis Medrash K — since the endorsement
appeared in an official publication of the
beis medrash, it constitutes campaign
intervention by Beis Medrash K.

To take a further example, Rabbi C is
the rabbi of a shul and is well-known in the
community. Three weeks before the elec-
tion, he attends a press conference at
Candidate V’s campaign headquarters and
states that Candidate V should be re-elect-
ed. Rabbi C does not say he is speaking on
behalf of his shul. His endorsement is
reported on the front page of the local
newspaper and he is identified in the arti-
cle as the rabbi of his shul. Because Rabbi

C did not make the endorsement at an offi-
cial shul function, in an official shul publi-
cation or otherwise use the shul’s assets,
and he did not state that he was speaking
as a representative of his shul, his actions
do not constitute campaign intervention
by his shul.

A final example: Chairman D is the
chairman of the Board of Directors of M, a
§501(c)(3) tzedakah organization. During
a regular meeting of M shortly before the
election, Chairman D spoke on a number
of issues, including the importance of vot-
ing in the upcoming election, and conclud-
ed by stating, “It is important that you all
do your duty in the election and vote for
Candidate W.” Because Chairman D’s

remarks indicating support for Candidate
W were made during an official organiza-
tion meeting, they constitute political
campaign intervention by M.

Part Two Next Week
This article will continue next week

(part two in a four part series) with further
examples of campaign intervention
including the issue of candidate appear-
ances at nonprofit events. 
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In part one, published last week, we
introduced the rule that a nonprofit
organization is absolutely prohibited from
intervening into a political campaign on
behalf of a candidate for public office. We
explored who would be considered a can-
didate and some examples of activities
that would (and wouldn’t) constitute cam-
paign intervention. Part one explored
issues of voter registration, voter educa-
tion, “get-out-the-vote” drives and that
which one associated closely with a non-
profit may do in his or her individual
capacity. Part two, below, continues with
examples of what is permitted when seek-
ing to have a candidate appear at a non-
profit organization’s event. As this article
is the second of a four-part series, the
reader is strongly encouraged to first read
part one before reading further.

Candidate Appearances
Depending on the facts and circum-

stances, an organization may invite politi-
cal candidates to speak at its events.
Political candidates may be invited in their
capacity as candidates, or in their individ-
ual capacity, i.e. not as a candidate.
Candidates may also appear without an
invitation at organization events that are
open to the public. When a candidate is
invited to speak at an organization event
in his or her capacity as a political candi-
date, the organization would not have par-
ticipated or intervened in a political cam-
paign so long as the organization provided
to political candidates seeking the same
office an equal opportunity to participate,
the organization didn’t indicate any sup-
port for or opposition to the candidate
(including candidate introductions and
communications concerning the candi-
date’s attendance), and no political
fundraising occurred.

In determining whether candidates are
given an equal opportunity to participate,
the nature of the event to which each can-
didate is invited will be considered, in
addition to the manner of the presenta-
tion. For example, an organization that
invites one candidate to speak at its well-
attended annual dinner, but invites the
opposing candidate to speak at a sparsely-
attended general meeting, will likely have
violated the political campaign prohibi-
tion, even if the manner of presentation
for both speakers is otherwise neutral.

When an organization invites several
candidates for the same office to speak at a
public forum, the forum doesn’t result in
political campaign intervention if: the
questions for the candidates are prepared
and presented by an independent nonpar-
tisan panel; the topics discussed by the
candidates cover a broad range of issues
that the candidates would address if elect-
ed to the office sought and are of interest
to the public; each candidate is given an
equal opportunity to present his or her
view on each of the issues discussed; the
candidates are not asked to agree or dis-
agree with positions, agendas, platforms
or statements of the organization; and a
moderator doesn’t comment on the ques-
tions or otherwise imply approval or dis-
approval of the candidates. Let’s see a few
examples of how this comes up. 

President E is the president of an
organization. In the month prior to the

election, President E invites the three
local Congressional candidates to address
the members of his organization, one each
at a regular meeting held on three succes-
sive weeks. Each candidate is given an
equal opportunity to address and field
questions on a wide variety of topics from
the members. The organization’s publicity
announcing the dates for each of the can-
didate’s speeches and President E’s intro-
duction of each candidate include no com-
ments on their qualifications or any indi-

cation of a preference for any candidate.
The organization’s actions do not consti-
tute political campaign intervention.

Let’s say, however, there were four can-
didates in the race rather than three, and
one of the candidates declines the invita-
tions to speak. In the publicity announc-
ing the dates for each of the candidate’s
speeches, the organization includes a
statement that the order of the speakers
was determined at random and the fourth
candidate declined the organization’s invi-

tation to speak. President E makes the
same statement in his opening remarks at
each of the meetings where one of the can-
didates is speaking. In this case, the orga-
nization’s actions do not constitute politi-
cal campaign intervention.

In another example, Rabbi F is the
Rabbi of Shul O. The Motzoei Shabbos
before the November election, Rabbi F
invites Senate Candidate X to speak to the
congregation at their annual Melaveh
Malkah. During his remarks, Candidate X
states, “I am asking not only for your votes,
but for your enthusiasm and dedication,
for your willingness to go the extra mile to
get a very large turnout on Tuesday.”
Rabbi F invites no other candidate to
address the congregation during the
Senatorial campaign. Because these activ-
ities take place during an official shul
function, they are attributed to Shul O. By
selectively providing shul facilities to
allow Candidate X to speak in support of
his campaign, Shul O’s actions constitute
political campaign intervention.

Candidate Appearances Where
Speaking or Participating as a 
Non-Candidate

Candidates may also appear or speak at
organization events in a non-candidate
capacity. For instance, a political candi-
date may be a public figure who is invited
to speak because he or she: currently
holds, or formerly held, public office, is
considered an expert in a nonpolitical
field, or is a celebrity or has led a distin-
guished military, legal or public service
career. A candidate may choose to attend

an event that is open to the public, such as
a lecture or dinner. The candidate’s pres-
ence at an organization-sponsored event
does not, by itself, cause the organization
to be engaged in political campaign inter-
vention. 

However, if the candidate is publicly
recognized by the organization, or if the
candidate is invited to speak, the candi-
date’s appearance doesn’t result in politi-
cal campaign intervention if: the individ-
ual is chosen to speak solely for reasons
other than his candidacy for public office;
the individual speaks only in a non-candi-
date capacity; neither the individual nor
any representative of the organization
makes any mention of his candidacy or the
election; no campaign activity occurs in
connection with the candidate’s atten-
dance; the organization maintains a non-
partisan atmosphere on the premises or at
the event where the candidate is present;
and the organization clearly indicates the
capacity in which the candidate is appear-
ing and does not mention the individual’s
political candidacy or the upcoming elec-
tion in the communications announcing
the candidate’s attendance at the event.
Let’s see some examples. 

Shul P is located in New York. President
G is the president of P and customarily
acknowledges the presence of any public
officials present during davening. During a
Congressional race, Senator Y who is
Jewish as well as a candidate, attends the
davening at Shul P. President G acknowl-
edges Y’s presence in his customary man-
ner, saying, “We are happy to have joining
us this Shabbos Senator Y.” President G
makes no reference in his welcome to the
Senator’s candidacy or the election. Shul P
has not engaged in political campaign
intervention as a result of President G’s
actions.

To take another example, Chairman H
is the chairman of the Board of Hospital Q,
a §501(c)(3) organization. Hospital Q is
building a new wing. Chairman H invites
Congressman Z, the representative for the
district containing Hospital Q, to attend
the groundbreaking ceremony for the new
wing.

Congressman Z is running for reelec-
tion at the time. Chairman H makes no
reference in her introduction to
Congressman Z’s candidacy or the elec-
tion. Congressman Z also makes no refer-
ence to his candidacy or the election and
does not do any political campaign
fundraising while at Hospital Q. Hospital
Q has not intervened in a political cam-
paign.

Another example: Yeshivah X publishes
an alumni newsletter on a regular basis.
Individual alumni are invited to send in
updates about themselves which are
printed in each edition of the newsletter.
After receiving an update letter from
Alumnus Q, X prints the following:
“Alumnus Q, class of 1989, is running for a
congressional seat in New York.” The
newsletter does not contain any reference
to this election or to Alumnus Q’s candida-
cy other than this statement of fact.
Yeshivah X has not intervened in a politi-
cal campaign.

One last example: Mayor G attends a
concert performed by Symphony S, a
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An organization that invites
one candidate to speak at its
well-attended annual dinner,
but invites the opposing candi-
date to speak at a sparsely
attended general meeting, will
likely have violated the politi-
cal campaign prohibition.
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NEW YORK (Reuters) – Almost two-
thirds of U.S. shoppers plan to
spend the same or less this back-
to-school season as last year, a
survey showed, in an early sign
that retailers may not obtain a
huge boost from the second-
biggest selling season of the year.

About 65 percent of parents
surveyed by America’s Research
Group said they did not plan to
spend more during the key season
that typically runs from late July
into early September, as students
gear up for the upcoming school
year.

The question was one of sever-
al asked exclusively for Reuters as
part of a larger America’s
Research Group survey.

While many retailers have
already started advertising weeks
ahead of school year’s start, about
43 percent of parents said they
plan to shop only a week or two
before schools open, hoping to
find better deals later in the sea-
son. Less than 7 percent of par-
ents plan to shop two months
before school.

“Because of where the econo-

my is, they are kind of waiting till
the very end to do more of their
shopping, hoping that the deals
will be even better,” said Britt
Beemer, president of America’s
Research Group. Consumer
spending accounts for almost 70
percent of the U.S. economy.

“Nothing has changed from
last year,” he said. “About the same
number of people are still unem-
ployed, the same number of peo-
ple are underemployed and
nobody is getting any real raises.”

Also, many school districts
with strained budgets are loading
more of their purchases, including
basic items such as paper towels
and hand sanitizers, onto parents.

About 74 percent of parents
plan to shop at discount chains
and department stores rather
than specialty stores dedicated to
clothing or office supplies as they
try harder to make their budgets
work amid high prices for food,
fuel and apparel. 

“People have kind of fallen into
this economic mindset of sur-
vival,” Beemer said. “They are
coping with less money.”

The trend does not bode well
for office-supply stores such as
Office Depot Inc, OfficeMax Inc
and Staples Inc, or teen apparel
chains, traditionally seen as desti-
nations for back-to-school shop-
ping.

Parents are also finding cre-
ative ways to spend less during the
key season, Beemer said. For
instance, he expects at least half of
American parents to walk into
stores with detailed shopping lists
this year, unlike years past when
only about 40 percent of them
carried lists.

“The reason why they got a list
this year is parents are not taking
their kids back-to-school shop-
ping with them as they did last
year,” Beemer said. “When par-
ents take their kids with them,
they always spend more.”

About 19 percent of shoppers
plan to buy more store brands,
while others said they will shop
online or even make do with last
year’s items.

The survey was conducted July
6-12 and has an error factor of plus
or minus 3.8 percent.

Americans to Stay Thrifty This
Back-to-School Season

§501(c)(3) organization, in City
Park. The concert is free and open
to the public. Mayor G is a candi-
date for reelection, and the con-
cert takes place after the primary
and before the general election.
During the concert, the chairman
of S’s board addresses the crowd
and says, “I am pleased to see
Mayor G here tonight. Without
his support, these free concerts in
City Park would not be possible.
We will need his help if we want
these concerts to continue next
year so please support Mayor G in
November as he has supported
us.” As a result of these remarks,
Symphony S has engaged in polit-
ical campaign intervention.

Part Three Next Week
This article will continue

next week (part three in a four-
part series) with further exam-
ples of campaign intervention
dealing specifically with when a
position taken by an organiza-
tion is permitted issue advocacy
or prohibited campaign inter-
vention. 
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becoming more popular, the top-
selling vehicles in America
remain gas-hungry trucks. Even
with gas prices remaining high,
studies have shown that many car
buyers still prefer size and horse-
power to saving money at the
pump.

“You get into trouble when
consumers want to buy one thing
and what the fuel efficiency stan-
dard said is to make another
thing,” said Jeremy Anwyl, chief
executive of Edmunds.

The White House declined to
comment on the current negotia-
tions, which include the car com-
panies, the State of California and
other stakeholders, saying only

that they are “constructive.”
The most ambitious proposal

on the table calls for the American
car and truck fleet to average 56
miles per gallon by 2025. While
the industry has not publicly
offered a counterproposal, it
seeks fuel-efficiency standards in
the low to mid-40s, according to
sources close to the talks, who
requested anonymity because
they are not authorized to discuss
the negotiations publicly.

Automakers would also like
the bar set lower for light trucks, a
category that includes minivans
and SUVs. The standards that
both sides agreed to in 2009
would increase average fuel effi-
ciency for cars to about 34 miles
per gallon by 2016.

“Ultimately, this may come
down to politics,” said Roland
Hwang, transportation program
director for the Natural

Resources Defense Council. “I
think everyone understands that
higher fuel-economy standards
are hugely popular with the public
at a time of higher gasoline
prices.”

The industry says sharply
higher standards would lead to
layoffs, price increases of up to
$10,000 per vehicle, diminished
safety and the demise of some
vehicle lines.

A study by the University of
Michigan Transportation
Research Institute, on the other
hand, concluded that car makers’
profits would rise as a result of
developing and producing inno-
vative new vehicles. That would
suggest jobs would not necessarily
be lost. And savings on gasoline
would offset higher car purchase
prices, according to the
Environmental Protection
Administration.

Continued from page B42

Auto
Industry
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In part two, published last week, we
described how a candidate for public office
may appear at a nonprofit organization’s
event without the organization being seen
as impermissibly intervening in a political
campaign. Part three, below, continues
with further examples of campaign inter-
vention dealing specifically with when a
position taken by an organization is per-
mitted issue advocacy or prohibited cam-
paign intervention. As this article is the
third of a four-part series, the reader is
strongly encouraged to read parts one and
two before proceeding further.

Issue Advocacy vs. Political Campaign
Intervention

§501(c)(3) organizations may take posi-
tions on public policy issues, including
issues that divide candidates in an election
for public office. However, organizations
must avoid any issue advocacy that func-
tions as political campaign intervention.
Even if a statement does not expressly tell
an audience to vote for or against a specif-
ic candidate, an organization delivering
the statement is at risk of violating the
political campaign intervention prohibi-
tion if there is any message favoring or
opposing a candidate. A statement may be
seen as indentifying a candidate not only
by stating the candidate’s name but also by
other means such as showing a picture of
the candidate, referring to political party
affiliations or other distinctive features of
a candidate’s platform or biography. All
the facts and circumstances need to be
considered to determine if the advocacy is
political campaign intervention.

Key factors in determining whether a
communication results in political cam-
paign intervention include the following:
Whether the statement identifies one or
more candidates for a given public office;
whether the statement expresses approval
or disapproval for one or more candidates’
positions and/or actions; whether the
statement is delivered close in time to the
election; whether the statement makes
reference to voting or an election; whether
the issue addressed in the communication
has been raised as an issue distinguishing
candidates for a given office; whether the
communication is part of an ongoing
series of communications by the organiza-
tion on the same issue that are made inde-
pendent of the timing of any election; and
whether the timing of the communication
and identification of the candidate are
related to a non-electoral event such as a
scheduled vote on specific legislation by
an officeholder who also happens to be a
candidate for public office.

A communication is particularly at risk
of political campaign intervention when it
makes reference to candidates or voting 
in a specific upcoming election.
Nevertheless, the communication must
still be considered in context before arriv-
ing at any conclusions. Let’s see some
examples. 

Yeshivah O prepares and finances a full
page newspaper advertisement that is
published in several large circulation
newspapers in New Jersey shortly before
an election in which Senator C is a candi-
date for nomination in a party primary.
Senator C represents New Jersey in the
United States Senate. The advertisement
states that S. 24, a pending bill in the

United States Senate, would provide addi-
tional opportunities for New Jersey resi-
dents to attend yeshivah, but Senator C
has opposed similar measures in the past.
The advertisement ends with the state-
ment “Call or write Senator C to tell him to
vote for S. 24.” Educational issues have not
been raised as an issue distinguishing
Senator C from any opponent. S. 24 is
scheduled for a vote in the United States
Senate before the election, soon after the
date that the advertisement is published
in the newspapers. 

Even though the advertisement
appears shortly before the election and
identifies Senator C’s position on the issue
as contrary to O’s position, Yeshivah O has
not violated the political campaign inter-
vention prohibition because the adver-
tisement does not mention the election or
the candidacy of Senator C, education
issues have not been raised as distinguish-
ing Senator C from any opponent, and the
timing of the advertisement and the iden-
tification of Senator C are directly related
to the specifically identified legislation
Yeshivah O is supporting and appears
immediately before the United States
Senate is scheduled to vote on that partic-
ular legislation. The candidate identified,
Senator C, is an officeholder who is in a
position to vote on the legislation. (Please
note that this example raises lobbying
issues, and the rules for nonprofit lobby-
ing should be consulted. For more infor-
mation, see “Restrictions on Lobbying by
Exempt Organizations: How Much
Advocacy Is Too Much?” Hamodia, June 7,
2011, at B34.) 

Another example: Organization R, a
§501(c)(3) organization that educates the
public about the need for improved public
education, prepares and finances a radio

advertisement urging an increase in state
funding for public education in California,
which requires a legislative appropriation.
Governor E is the governor of California.
The radio advertisement is first broadcast
on several radio stations in California
beginning shortly before an election in
which Governor E is a candidate for re-
election. The advertisement is not part of
an ongoing series of substantially similar
advocacy communications by
Organization R on the same issue. The
advertisement cites numerous statistics
indicating that public education in
California is underfunded. While the
advertisement does not say anything
about Governor E’s position on funding
for public education, it ends with “Tell
Governor E what you think about our
under-funded schools.” In public appear-
ances and campaign literature, Governor
E’s opponent has made funding of public
education an issue in the campaign by
focusing on Governor E’s veto of an
income tax increase the previous year to
increase funding of public education. At
the time the advertisement is broadcast,
no legislative vote or other major legisla-
tive activity is scheduled in the California
legislature on state funding of public edu-
cation. 

Organization R has violated the politi-
cal campaign prohibition because the
advertisement identifies Governor E,
appears shortly before an election in
which Governor E is a candidate, is not
part of an ongoing series of substantially
similar advocacy communications by
Organization R on the same issue, is not
timed to coincide with a non election
event such as a legislative vote or other
major legislative action on that issue, and
takes a position on an issue that the oppo-

nent has used to distinguish himself from
Governor E.

One final example on this topic:
Candidate A and Candidate B are candi-
dates for the state senate in District W of
Ohio. The issue of Ohio funding for a new
mass transit project in District W is a
prominent issue in the campaign. Both
candidates have spoken out on the issue.
Candidate A supports funding the new
mass transit project. Candidate B opposes
the project and supports Ohio funding for
highway improvements instead. P is the
executive director of C, a §501(c)(3) organ-
ization that promotes community devel-
opment in District W. At C’s annual
fundraising dinner in District W, which
takes place in the month before the elec-
tion in Ohio, P gives a lengthy speech
about community development issues
including the transportation issues. P does
not mention the name of any candidate or
any political party. However, at the conclu-
sion of the speech, P makes the following
statement, “For those of you who care
about quality of life in District W and the
growing traffic congestion, there is a very
important choice coming up next month.
We need new mass transit. More highway
funding will not make a difference. You
have the power to relieve the congestion
and improve your quality of life in District
W. Use that power when you go to the polls
and cast your vote in the election for your
state senator.” C has violated the political
campaign intervention as a result of P’s
remarks at C’s official function shortly
before the election, in which P referred to
the upcoming election after stating a posi-
tion on an issue that is a prominent issue
in a campaign that distinguishes the can-
didates.

Conclusion Next Week
This article will conclude next week

with additional examples of campaign
intervention in the context of standard
business activity such as selling or renting
of mailing lists, the leasing of office space
and the maintenance of web sites. Part
four will also provide for an option of a sis-
ter §501(c)(4) organization to campaign
and will describe the potential penalties
an organization that impermissibly cam-
paigns may as a result incur. 
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In prior weeks, we described how a tax-
exempt organization is absolutely prohib-
ited from intervening into a political cam-
paign on behalf of a candidate for public
office. We described what kinds of actions
may be considered campaign interven-
tion, discussing such topics as voter edu-
cation and registration, candidate appear-
ances at nonprofit events and issue advo-
cacy. This week, we conclude with some
additional common practices such as sell-
ing or renting mailing lists, leasing office
space, and maintaining web sites and dis-
cuss whether they may pose an issue for
nonprofits. As this article is the final part
in a four-part series, it is recommended
that the reader see the prior parts before
proceeding further. 

Business Activity
Selling or renting mailing lists, the leas-

ing of office space or the acceptance of
paid political advertising by an organiza-
tion may constitute invention in a political
campaign. In this context, some of the fac-
tors to be considered include whether the
good, service or facility is available to can-
didates in the same election on an equal
basis; whether the good, service, or facility
is available only to candidates and not to
the general public; whether the fees
charged to candidates are at the organiza-
tion’s customary and usual rates; and
whether the activity is an ongoing activity
of the organization or whether it is con-
ducted only for a particular candidate.
Let’s see a couple of examples. 

Yeshivah owns an historic building in
Manhattan that has a large hall suitable
for hosting dinners and receptions. For
several years, Yeshivah has made the hall
available for rent to members of the pub-
lic. Standard fees are set for renting the
hall based on the number of people in
attendance, and a number of different
organizations have rented the hall in the
past. Yeshivah rents the hall on a first
come, first served basis. Candidate P rents
Yeshivah’s social hall for a fundraising din-
ner. Candidate P’s campaign pays the stan-
dard fee to Yeshivah for the hall rental.
Yeshivah is not involved in political cam-
paign intervention as a result of renting
the hall to Candidate P for use as the site of
a campaign fundraising dinner.

And now for an example that goes the
other way: Yeshivah maintains a mailing
list of all of its alumni and contributors.
Yeshivah has never rented its mailing list
to a third party. Yeshivah is approached by
the campaign committee of Candidate Q,
who supports increased funding for
Yeshivos. Candidate Q’s campaign com-
mittee offers to rent Yeshivah’s mailing list
for a fee that is comparable to fees charged
by other similar organizations. Yeshivah
rents its mailing list to Candidate Q’s cam-
paign committee. Yeshivah declines simi-
lar requests from campaign committees of
other candidates. Yeshivah has intervened
in a political campaign.

Web Sites
§501(c)(3) organizations use web sites

to disseminate statements and informa-
tion. They also routinely link their web
sites to web sites maintained by other
organizations as a way of providing addi-
tional information that the organizations
believe is useful or relevant to the public.

If an organization posts something on its
web site that favors or opposes a candidate
for public office, the organization will be
treated the same as if it distributed printed
material, oral statements or broadcasts
that favored or opposed a candidate. 

An organization has control over
whether it establishes a link to another
site. When an organization establishes a
link to another web site, the organization
is responsible for the consequences of
establishing and maintaining that link,
even if the organization does not have con-
trol over the content of the linked site.
Because the linked content may change
over time, an organization should monitor
the linked content and adjust the links
accordingly. 

Links to candidate-related material, by
themselves, do not necessarily constitute
political campaign intervention. All the
facts and circumstances must be taken
into account when assessing whether a
link produces that result. The facts and
circumstances to be considered include:
the context for the link on the organiza-
tion’s web site, whether all candidates are
represented, any exempt purpose served
by offering the link, and the directness of
the links between the organization’s web
site and the web page that contains mate-
rial favoring or opposing a candidate for
public office. Let’s see a few examples. 

Tzedaka Organization M maintains a
web site and posts an unbiased, nonparti-
san voter guide. For each candidate cov-
ered in the voter guide, M includes a link to
that candidate’s official campaign web site.
The links to the candidate web sites are
presented on a consistent neutral basis for

each candidate, with text saying “For more
information on Candidate X, you may con-
sult [URL].” M has not intervened in a
political campaign because the links are
provided for the exempt purpose of edu-
cating voters and are presented in a neu-
tral, unbiased manner that includes all
candidates for a particular office.

Another example: A shul maintains a
web site that includes such information as
times of davening, details of community
outreach programs, divrei Torah and activ-
ities of members of its congregation. B, a
member of the congregation, is running
for a seat on the city council. Shortly
before the election, the shul posts the fol-
lowing message on its web site, “Lend your
support to B, your fellow congregant, in
Tuesday’s election for city council.” The
shul has intervened in a political campaign
on behalf of B.

§501(c)(4) Organizations
Organizations that wish to intervene in

political campaigns may form a separate
sister organization organized as a
§501(c)(4) “social welfare” organization.
§501(c)(4) organizations may conduct
political campaign activity so long as they
are primarily engaged in activities that
further social welfare. These organiza-
tions operate to promote the common
good of the people in the community and
their net earnings are devoted to charita-
ble, educational or recreational purposes.
They are entitled to most of the benefits of
(c)(3) organizations with the notable
exception that donations made to them
are not deductible from income tax. The
(c)(3) may control the (c)(4), they may

share office space, share a board of
trustees, but they must be separate legal
entities, expenses from each must be kept
separate and monies of each may not be
commingled. Most importantly, tax
deductible contributions given to the
(c)(3) may not be used by the (c)(4). 

What Are the Penalties?
Although tax-exempt organizations are

prohibited from engaging in any amount
of political campaign activity, and even a
small amount can technically result in loss
of federal tax exemption, historically,
smaller violations have been ignored. This
has led to the adoption and imposition of
excise taxes which can be imposed in addi-
tion to, or in lieu of, revocation of tax
exemption. The organization is subject to
an excise tax equal to 10% of the amount it
spent on the political campaign. Knowing
and willful managers of the organization
may also be subject to a tax of 2.5% of the
expenditure, except if they had “reason-
able cause,” usually in the form of a well-
reasoned legal opinion that such activity
was permitted. If the expenditure is not
corrected within a specified time period
by having the candidate return the funds
to the organization and establishing safe-
guards to prevent reoccurrence, the tax to
the organization increases to 100% to the
organization and 50% to the organiza-
tion’s managers. Loss of tax exemption is
always available and is likely to be
imposed in more egregious cases. 

Conclusion
The Jewish community revolves

around its shuls, yeshivos, chessed and
tzedakah organizations. At the same time,
it deeply cares about having the right
elected officials in office — those who will
be sympathetic to its specific needs and
help the community continue to flourish.
It is, thus, necessary to understand what
involvement non-profit institutions may
play in the political campaign process to
ensure that they stay within the bounds
set by Congress and enforced by the IRS.
This article has detailed some of the most
common issues and scenarios in this area
but it is certainly no substitute for individ-
ualized legal advice for your specific situa-
tions. 
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Ellen P. Aprill

Religious freedom has its price.

MANY TAX LAWYERS ARE ASKED TO SERVE on 
the governing bodies of  their religious congregations. Yet 
religious congregations are subject to some unique rules 
that tax lawyers are unlikely to have encountered. This 
article discusses the issues that I have most often been 
asked, or should have been asked, in the many years that 
I have been giving pro bono advice to religious congrega-
tions of  my own religious tradition, locally, regionally, and 
nationally. The issues discussed are: a) requirements for 
setting compensation, b) lobbying and political activities, 
c) substantiation of  charitable contributions, d) charitable 
fundraising, e) payroll taxes and withholding for clergy, f) 
parsonage and housing allowances, and g) discretionary 
funds. The discussion of  applicable rules is designed to be 
accessible to lay leaders and congregational staff, whether 
volunteer or professional. Different groups of  leaders and 
volunteers have interest in different topics; each topic is 
designed to stand alone, and thus there is some overlap in 
coverage. Moreover, to be as inclusive as possible of  our 
country’s many different religious traditions, I have used 
the terms “religious congregation” and “clergy,” although 
the Internal Revenue Code uses the terms “church” and 
“minister” of  the gospel, which it has interpreted broad-
ly. See, e.g. IRC §§170(b)(1)(A)(i), 508(c)(1)(A), 7611, 107, 
1402(c)(4),3121(b)(8(A). (All section references are to the 
Internal Revenue Code unless otherwise indicated.) 

Ellen P. Aprill
is the John E. Anderson Professor of Tax Law, 
Loyola Law School, and Past President, Temple 
Israel of  Hollywood.

An Overview Of Tax Issues For 
Religious Congregations 
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OVERVIEW •  Religious congregations are exempt 

from income tax, but nonetheless must comply with 

many tax laws. They must also comply with other 

applicable federal and state laws, particularly state 

corporate laws applicable to nonprofit religious or-

ganizations and state property and sales tax laws. 

Exempt Status 

Exemption And Reporting 

 Religious congregations are not required to 

file an application with the IRS to be exempt un-

der section 501(c)(3), but many do file Form 1023, 

application for exemption, to be on the published 

IRS list of  section 501(c)(3) charities eligible to re-

ceive tax-deductible contributions. §508(c)(1)(A); 

Publication 78, Cumulative List of  Organizations De-

scribed in Section 170(c) of  the Internal Revenue Code 

of  1986, available at http://www.irs.gov/charities/

article/0,,id=96136,00.html. Religious congrega-

tions do not need to file the annual federal infor-

mation returns (Form 990) required of  other kinds 

of  charities. §6033(a)(3)(A)(i). State filing laws, how-

ever, may differ.

Intermediate Sanctions

 The law designed to reduce the risk of  revo-

cation of  exempt status does not exempt religious 

congregations and requires that, in setting com-

pensation for clergy and others, particular care be 

taken in obtaining comparables and in recording 

the basis for the compensation package. §4958. See 

below.

Political Activities And Lobbying

 Religious congregations cannot intervene in 

elections and are limited in the amount of  lobbying 

they can do. §501(c)(3). See  below.

Contributions, Fundraising

Dues And Fees 
 Religious congregations must acknowledge con-
tributions of  $250 or more (including dues); and 
they must inform members of  the value of  goods 
or services (other than intangible religious benefits) 
received in exchange for contributions. §170(f)(8). 
Difficult issues arise in connection with religious 
education and with donation of  automobiles. See 

below.

Fundraising 
 Various fundraising activities, such as advertis-
ing in tribute books or newsletters and sale of  scrip, 
must be done carefully so as not to subject religious 
congregations to the federal tax on unrelated busi-
ness income. See generally §§511-514. That is, ex-
empt organizations—including religious congre-
gations—are not taxed on income related to their 
exempt purposes, but are subject to income tax on 
income from unrelated activities. Being subject to 
unrelated business tax will not jeopardize exempt 
status, unless such unrelated activities come to 
dominate the organization. Fundraising activities 
may also be subject to state and local regulation. 
See below.

 Many congregations have begun to encour-
age their members to consider sophisticated estate 
planning techniques, such as charitable lead trusts 
or charitable remainder trusts, to benefit the con-
gregation. Such plans must comply with all appli-
cable tax rules, and members should consult their 
own tax advisors to understand the consequences. 

Issues For Clergy And Other Staff

Income Tax Withholding, Social Security, 
Medicare
 Clergy are subject to a unique set of  tax rules 
regarding their compensation. Those regularly em-
ployed by a congregation are almost always consid-
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ered to be employees, but withholding of  income 
tax is not required and they are subject to self-
employment rather than employee payroll taxes. 
§§3401(a)(9),1402(a)(8),1402(c)(4),and 3121(b)(8(A). 
Their compensation should be reported on Form 
W-2, with no social security or Medicare tax with-
held, not on Form 1099. See below.

Parsonage Or Housing Allowance
 Clergy may exclude from income for purpos-
es of  the income tax the fair rental value of  their 
housing, if  certain requirements, including formal 
action by the religious congregation’s board, are 
met. §107; Treas. Reg. §1.107-1. The amount of  
this housing allowance, along with clergy salary, is, 
however, subject to self-employment tax.  §1402(a)
(8). See below.

Discretionary Funds
 An official statement of  the religious congre-
gation about the purpose and use of  discretionary 
funds will help protect clergy from any assertion 
that these funds represent additional income to 
them. See below.

Other Employee Issues
 For both clergy and non-clergy employees, 
some benefits are subject to income tax and pay-
roll taxes and some are not. In many cases, the tax 
consequences of  benefits, such as medical benefits 
and tuition discounts, will depend on how they are 
structured and to whom they are offered. For non-
clergy employees, failure to comply with withhold-
ing and payroll tax laws risks the particularly strin-
gent penalties on those who had the responsibility 
to deposit these funds. See §6672. 

SUMMARY OF “INTERMEDIATE SANC-
TION” PROVISIONS APPLICABLE TO 
TAX-EXEMPT ORGANIZATIONS • The tax 
law makes it especially important to obtain compa-
rable data in setting compensation. Some years ago 

Congress passed legislation, known as intermediate 
sanctions, requiring that nonprofit organizations 
pay reasonable compensation. §4958, Teas. Reg. 
§53.4958-4. Violation of  these rules can lead to im-
position of  sizeable excise taxes on senior staff  and 
organization managers (which include directors or 
trustees) of  the organization. §§4958(a)-(b), (f)(2); 
Treas. Reg. §53.4958-1(d)(2).

 The IRS has issued regulations regarding 
this legislation. Treas. Reg. §53.4958-1 through 
§53.4958-8. These regulations give a presumption 
of  reasonableness for compensation (and other 
transactions, such as sales and contracts) if  and 
only if  the organization follows very specific proce-
dures. Treas. Reg. §53.4958-6. The procedures in-
clude the organization obtaining and relying upon 
appropriate data as to comparability for compensa-
tion of  those who have substantial influence over 
the organization and who receive total economic 
benefits above a specified amount ($110,000 for 
2009 and 2010). IRS Notice 2009-94. 
 These procedures also require that the orga-
nization concurrently record the compensation 
package, the basis for the compensation package 
(including the comparables), and those who voted 
on the compensation package. Under the regula-
tions, even small organizations (defined as those 
with gross receipts under $1 million) must obtain 
three comparables to have the benefit of  the pre-
sumption or reasonable compensation.
 This law does not exempt religious organiza-
tions, although the regulations state that the IRS 
will comply with the Church Audit Act. Treas. Reg. 
§53.4958-8(b). Under the Church Audit Act, the 
IRS could seek to impose these taxes only if  it has a 
reasonable belief  that such taxes are due and vari-
ous notice requirements have been met. See gener-

ally §7611. The IRS has proposed but not finalized 
regulations under the Church Audit Act.
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RULES REGARDING LOBBYING AND PO-
LITICAL ACTIVITIES BY SECTION 501(C)
(3) ORGANIZATIONS • The Internal Revenue 
Code distinguishes political campaigns from at-
tempts to influence legislation. §501(c)(3).
  All section 501(c)(3) organizations, includ-
ing religious congregations, are prohibited, at 
risk of  losing exemption, from participating in 
political campaigns. In general, political cam-
paigns are defined for this purpose as campaigns 
by candidates for elective office. Id. (This prohibi-
tion was first introduced by Lyndon Johnson as 
an amendment in 1954. See Charities, Churches, and 

Politics, available at http://www.irs.gov/newsroom/
article/0,,id=161131,00.html.) In Branch Ministries 

v. Rossotti, 211 F.3d 137 (D.C. Cir 2000), a federal 
appellate court upheld revocation of  a church’s ex-
emption for running anti-Clinton newspaper ads. 
(The church had claimed, among other arguments, 
that the political campaign prohibition violates the 
First Amendment.) 
 Tax-exempt charities, including religious con-
gregations, cannot endorse or oppose any candi-
date, directly or indirectly. They also cannot con-
tribute any money or resources to any candidate’s 
campaign or political party or rank candidates, 
even if  the ranking is the result of  neutral process. 
See Rev. Rul. 2007-41; The Association of  the Bar of  the 

City of  New York v. CIR, 858 F.2d 876 (1988), cert. de-

nied, 490 U.S. 1030 (1989); IRS Tax Guide for Churches 

and Religious Organizations, available at http://www.
irs.gov/pub/irs-pdf/p1828.pdf. Avoid statements 
from the pulpit, at any official function, or in any 
official publication—including activities of  any 
social action committee—that name candidates 
or that comment on their positions, because such 
statements are likely to be treated as being the posi-
tion of  the organization. Id. 
 Not all activities involving campaigns for elec-
tive office are considered prohibited political ac-
tivity. Charities can register voters, conduct can-
didate debates, distribute general voter education 

information, or run get-out-the vote operation 
on election day—but only if  these activities are 
conducted in a nonpartisan manner. See FS 2006-
17, available at http://www.irs.gov/newsroom/
article/0,,id=154712,00.html. A debate will not 
be considered nonpartisan unless all qualified can-
didates are invited to attend. See Rev. Rul. 86-95, 
1986-2 C.B. 73. 
 In addition, clergy or other senior staff  can on 
their own behalf  and on their own time take a pub-
lic position on a candidate or sign an endorsement 
letter published in a newspaper. See Rev. Rul. 2007-
41, 2007-1 C.B. 1421; IRS Tax Guide for Churches and 

Religious Organizations. If  the clergy’s affiliation with 
the religious congregation is shown, however, ac-
companying language (such as “Affiliation for iden-
tification purposes only”) should clearly disclaim 
the congregation’s involvement. Id. 
 Although any involvement in a political cam-
paign for elective office is prohibited, religious 
congregations, like other charities, can participate 
in lobbying to a limited degree. §501(c)(3). For tax 
purposes, lobbying is distinguished from interven-
ing in electoral politics. Id. Lobbying is defined as 
an attempt to influence legislation, either directly 
through legislators or indirectly through grass roots 
campaigns which ask citizens to contact their leg-
islators. See Treas. Reg. §1.501(c)(3)-1(c)(3). (Taking 
such positions on initiatives or propositions is con-
sidered lobbying, not political campaign activity. 
See Treas. Reg. §56.4911-2(b)(1)(iii).) 
 Under the Code, lobbying by charitable orga-
nizations is permitted to a limited extent; it cannot 
be a substantial part of  the organization’s activi-
ties. §501(c)(3); Treas. Reg. §1.501(c)(3)-1(c)(3). The 
meaning of  substantial is not clear, but it is clear 
that it means more than dollars spent. See Has-

well v. U.S., 500 F.2d 1133 (Ct.Cl. 1974), cert.denied, 

419 U.S. 1107 (1975). (Organizations other than 
churches can choose to have their lobbying activi-
ties subject to specified dollar limits, but this option 
is not available to churches. §501(h), (h)(5)(A).) The 
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Supreme Court has upheld the constitutionality of  
the lobbying limits, although the case did not in-
volve a religious organization. Regan v. Taxation with 

Representation, 461 U.S. 540 (1983).

SUBSTANTIATION AND QUID PRO QUO 
REQUIREMENTS • To deduct contributions 
of  cash or by check of  less than $250, the donor 
must have a bank record or a written communi-
cation from the religious congregation (including 
electronic mail correspondence) showing the con-
gregation’s name, the date of  the contribution, and 
the amount of  the contribution. §170(f)(17). Offer-
ing envelopes are no longer sufficient to substanti-
ate donations; religious congregations may wish to 
start providing periodic summaries of  cash contri-
butions to their members.
  If  charitable contributions total $250 or more, 
however, donors must substantiate the contribu-
tion with a contemporaneous acknowledgment. 
§170(f)(8). Substantiation requirements for deduct-
ible contributions of  $250 or more may be satis-
fied for several such contributions with one or more 
contemporaneous acknowledgments. Treas. Reg. 
§1.170A-13(f)(1). Since each payment is considered 
separately, contributions of  less than $250 are not 
subject to these heightened substantiation require-
ment, even if  they exceed $250 in the aggregate. 
Id. 
 The acknowledgment must provide (1) the 
amount of  cash paid and a description of  any prop-
erty transferred, (2) a statement of  whether goods or 
services were provided for consideration, in whole 
or part, for such cash or property, (3) a description 
and good faith estimate of  the value of  any goods 
or services so provided, and (4) a statement by or-
ganizations providing intangible religious benefits 
that they do so. Treas. Reg. §1.170A-13(f)(2). 
 The written acknowledgment is contempora-
neous if  the taxpayer obtains it on or before the 
earlier of  the taxpayer’s filing date for the original 
return for the taxable year in which the contribu-

tion was made or the due date, including exten-
sions, for such return. Treas. Reg. §1.170A-13(f)(3). 
 Goods or services are provided for consider-
ation if  the “the taxpayer receives or expects to re-
ceive goods or services in exchange for payment.” 
Treas. Reg. §1.170A-13(f)(6). 
 Goods and services received in connection with 
fundraising may be disregarded and thus need not 
be acknowledged if  either they have value of  not 
more than two percent of  the amount contributed, 
up to a maximum (for 2010) of  $96, or if  the goods 
received are only token items with the charity’s 
name and logo or low-cost items worth no more 
than $9.60 when the taxpayer makes at least a min-
imum payment of  $48. Treas. Reg. §1.170A-13(f)
(8); Rev. Proc. 2009-50. (These numbers are adjust-
ed for inflation annually.) 
 Newsletters of  less than commercial quality and 
low-cost items provided for free without advance 
orders also are deemed to have insubstantial value. 
Rev. Proc. 90-12, 1990-1 C.B. 471.
 The charitable contribution consequences of  
quid pro quo contributions—contributions that are 
partly a charitable contribution and partly consid-
eration for return benefits in the form of  services 
or goods—that exceed $75 must be disclosed; that 
is, the amount above the fair market of  goods and 
services received that is deductible as a charitable 
contribution. §6115; Treas. Reg. §1.6115-1(a)(1). 
Failure to satisfy these rules subjects the charity to 
penalties of  $10 per contribution, with a maximum 
of  $5,000 per event or mailing. §6714.
 The burden is on the taxpayer to show that all 
or part of  a payment to a charitable organization 
is a contribution or gift. Treas. Reg. §1.170A-1(h)
(1). A charitable deduction is not allowed for a pay-
ment to charity for goods or services (other than for 
intangible religious benefits) unless (a) the amount 
exceeds the fair market of  the goods or services 
and (b) the taxpayer intends to make a payment 
in excess of  such fair market value. Treas. Reg. 
§1.170A-1(h)(2). In determining this excess, if  any, 
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the taxpayer may rely on the value of  the goods 
and services as provided by the donee organization, 
unless the taxpayer knows the donee’s stated value 
or good faith estimate of  value is unreasonable. 
Treas. Reg.§1.170A-1(h)(4). 
 Dues paid to a religious congregation for mem-
bership are deductible; what is received in return 
for dues is deemed to be an entirely intangible reli-
gious benefit.
 Recent decisions by the Ninth Circuit Court of  
Appeals, involving suits by a family named Sklar 
against the IRS Commissioner, concluded that the 
part of  the payments by parents to a Jewish reli-
gious day school for religious education are NOT 
deductible as charitable contributions. Sklar v. CIR, 
549 F.3d 1252 (9th Cir. 2008), cert. denied, 130 S.Ct. 
53 (2009) Sklar v. CIR, 282 F.3d 610 (9th Cir. 2002). 
There is no IRS or judicial authority permitting de-
duction for costs of  religious education; these costs 
are seen as payment for education, not a contribu-
tion that results in an intangible religious benefit. 
 In the case of  donations of  automobiles, new 
rules generally limit any deduction above $500 
to the amount for which the charity sells the car. 
§170(f)(12).
 An organization may use any reasonable meth-
odology in making a good faith estimate of  the 
value of  goods and services it provides. Treas. Reg. 
§1.170A-13(f)(7). For goods or services that are not 
generally available in a commercial market, the 
good faith estimate may use goods or services that 
are similar or comparable even if  they do not have 
the unique qualities of  those offered by the organi-
zation. Treas. Reg. §1.6115-1(a)(2). 
 Acknowledgment for unreimbursed out-of-
pocket expenses is satisfied if  the taxpayer has 
records of  the expenditures and obtains a timely 
statement from the organization describing the 
services provided by the taxpayer and whether the 
organization provided any goods or services in con-
sideration for them. Treas. Reg. §1.170A-13(f)(10). 

LAWS REGARDING CHARITABLE FUND-
RAISING • Charitable fundraising, including that 
conducted by religious organizations, is subject to 
federal, state, and local laws. 
 Charitable contributions are deductible for 
income tax purposes only to the extent that they 
exceed the fair market value of  what is received. 

Treas. Reg. §1.170A-1(h)(2). NOTE: The deduct-
ible contribution must be reduced by the fair mar-
ket value of  what is received, not the cost to the 
congregation. Thus, having the goods or services 
donated to a religious congregation does not pre-
vent reduction of  the deductible amount. 
 Additional federal disclosure laws apply to pay-
ments above $75 that involve both a charitable do-
nation and a receipt of  goods or services. §6115. 
Any fundraising event that costs more than $75 
and involves the provision of  a meal, such as a din-
ner dance or the typical “rubber chicken” dinner, 
will be subject to these rules. In such cases, the re-
duction in deductible contribution needs to be dis-
closed on the solicitation/invitation or receipt for 
the event. Id. A sample disclosure would look like 
this:
 The estimated value of  each ticket for the [name of  

event] [dinner/lunch/gala] is [$XX ]. Only the amount of  

your contribution in excess of  the value received in exchange 

for your contribution is tax deductible. 

  Auctions require particular care. See Treas. 
Reg.§1.170A-1(h)(5), Example 2. Fair market value 
of  what is received needs to be established. In many 
cases, the amount paid is below fair market value 
and thus there is no charitable contribution deduc-
tion. In other cases, the amount bid will be the only 
indication of  fair market value. Also, in a few states, 
such as California, the religious congregation must 
charge—and pay—sales tax on auction items. 
 Raffles and lotteries require particular care and 
state laws, including state gambling law, must be 
consulted. Under federal law, if  someone wins $600 
or more gambling (and gambling includes raffles), 
the religious congregation must issue a form W-2G, 
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the form for reporting gambling winnings, and if  
winnings amount to more than $5,000, the congre-
gation must withhold. §3402(q).
 Sales of  advertising, scrip, magazines, candy, 
etc. will be exempt from tax on unrelated income if  
they meet some of  the special exceptions to that tax. 
The most likely exceptions are (1) having substan-
tially all the work conducted solely by volunteers 
or (2) having the sales activities not be regularly 
carried on—that is, sales activities conducted only 
a few weeks a year are not subject to tax. §§512, 
513(a)(1). 
 Religious organizations need to determine 
whether they are subject to state and local solicita-
tion or disclosure requirements. 
 Passive income received by religious congrega-
tions in the form of  dividends, interest, rent for real 
property, and royalties is not subject to income tax. 
§512(b)(1), (2). It is important, however, that the 
rent be charged for space, not for services. Also, 
if  anywhere between 10 and 50 percent of  rent 
received is attributable to personal property, the 
amount attributable to rental of  personal property 
is taxable. §512(b)(3). If  more than 50 percent of  
the rent received is for personal property, all of  the 
rental income received is taxable. Id. Thus, religious 
congregations that rent out not only social halls but 
also tables and chairs, etc. for non-religious pur-
poses need to take great care. Also, debt-financed 
income, even if  passive, will generally be subject to 
income tax. §514. 

PAYROLL TAXES AND WITHHOLDING 
FOR CLERGY •  Although clergy who work regu-
larly part or full-time are, with only rare exceptions, 
employees of  their religious congregations, they are 
subject to a special set of  rules when it comes to 
income tax withholding and liability for social se-
curity and Medicare taxes. (Note that while there 
is a limit to the amount of  wages to which social 
security taxes apply, there is no longer any limit on 
the taxes for Medicare.)

 Income tax withholding is not required for 
clergy, although they may elect to have income tax 
withheld. §3401(a)(9).
 There are special rules in the Code requiring 
that clergy be treated as self-employed for purpose 
of  social security and Medicare taxes (but please 
note, only for this purpose). §§1402(a)(8),1402(c)(4), 
3121(b)(8(A); Social Security and Other Information for 

Members of  the Clergy and Religious Workers, IRS Publi-
cation 517, available at http://www.irs.gov/pub/irs-
pdf/p517.pdf. That is, they are subject to self-em-
ployment tax, under SECA (the Self-Employment 
Contribution Act), rather than taxed as employ-
ees under FICA (Federal Insurance Contribution 
Act) on the amounts they are paid. In essence, this 
means that they are liable for both halves of  this 
tax, where in the case of  employees, the employee 
pays half  and the employer pays half.
 For clergy, because they are treated as self-
employed, the social security tax is 12.4 percent 
of  wages up to $106,800 in 2009 and 2010. Social 
Security Administration Notice 2009-80. Medicare 
tax is 2.9 percent of  all wages. (For clergy, these tax-
es apply to net self-employment earnings; that is, 
based on an algebraic formula, one-half  of  the tax 
is deducted on their personal tax return in calculat-
ing the amount on which they pay self-employment 
tax.)
  Although parsonage/housing allowances are 
excluded from income tax, they do constitute wag-
es for purposes of  social security and Medicare tax. 
§1402(a)(8). That is, clergy are subject to SECA 
(meaning they must pay both halves of  the payroll 
tax) on all the wages they receive as clergy—both 
their salary and their parsonage/housing allow-
ance. 
 In the vast, vast majority of  situations, religious 
congregations should report the income of  clergy 
who work regularly for the religious congregation 
on Form W-2, NOT Form 1099. That is, the law 
treating clergy as self-employed for purposes of  
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Medicare and Social Security does NOT make 
them independent contractors rather than employ-
ees for purposes of  reporting income. The amount 
of  income reported is reduced by the amount of  
parsonage/housing allowance properly claimed by 
the clergyperson, although it can be listed in the 
“other” box on the W-2. If  the congregation has 
withheld amounts to help clergy satisfy payroll tax 
obligations, such amounts are reported as addition-
al income tax withheld and not as social security or 
Medicare tax withheld. 
 If  religious congregations reimburse their cler-
gy for half  of  the payroll taxes, as some do, this 
reimbursement must be reported as additional in-
come and is itself  subject to payroll taxes (subject 
to the rules that permit certain income tax and 
payroll tax deductions for people subject to self-
employment tax.) 
  Clergy employed by religious congregations 
remain employees for other purposes of  the Code 
and for state law purposes. Thus, for example, they 
may deduct miscellaneous itemized deductions, 
including unreimbursed employee expense, only 
to the extent these exceed two percent of  adjusted 
gross income. As employees, they are also eligible 
for employee fringe benefits, such as cafeteria plans, 
medical plans, etc. and for coverage as employees 
under the congregation’s insurance plans. 
 Erroneously treating clergy as self-employed in-
dependent contractors poses several kinds of  risks 
and disadvantages for the clergy. Many tax-free 
fringe benefits, such as cafeteria plans, are available 
only to employees. Audit risk is much lower for em-
ployees. If  clergy are audited, the IRS in almost 
all cases will reclassify them as employees and the 
clergy/taxpayer is then likely to be liable for taxes, 
interest, and penalties for deductions improperly 
taken on Schedule C instead of  as unreimbursed 
employee expenses. Generally, health plans and in-
surance contracts cover only employees. 

OVERVIEW OF RULES REGARDING 
CLERGY’S PARSONAGE OR HOUSING 
AL LOWANCE  • Clergy are defined by the tax 
law as those who are ordained, commissioned, or 
licensed. Treas. Reg. §1.1402(c)-5. Clergy who are 
hired to fill administrative or other positions and 
who do not function as clergy or teachers of  theol-
ogy are not entitled to parsonage/housing allow-
ances. (A case challenging the constitutionality of  
the parsonage/housing allowance on First Amend-
ment establishment clause grounds is currently be-
ing heard in California. Freedom from Religion Founda-

tion, Inc. v. Geithner, No. 09-2894 (E.D. CA).) The 
IRS requires that clergy be hired to function as 
clergy on a substantial basis to be entitled to par-
sonage or housing allowances. 
  Clergy who function as such in the congrega-
tion are entitled to exclude from income the lowest 
of  the following three numbers: (1) the portion of  
their income designated in advance by their em-
ployer as a housing/parsonage allowance; (2) the 
amount the clergy in fact used to pay for housing-re-
lated expenses; (3) the fair rental value of  the home 
(furnished) plus utilities. §107; Treas. Reg. §1.107-1. 
Thus, particularly in the year a clergy person buys 
a house and pays a down payment, all actual hous-
ing expenses may not be excludible from income. 
Legislation passed in May 2002 and now codified 
in section 107 makes clear that housing allowances 
are limited to fair market rental value. 
 For any amounts to be excluded, there must 
be a housing/parsonage allowance adopted (1) by 
official action and (2) in advance of  the time the 
amounts to be excluded are earned by services. 
Treas. Reg. §1.107-1(b). Applicable IRS regula-
tions list the following as examples of  official ac-
tion: employment contract, board minutes, board 
resolution, and congregational budget. Id.

 Some congregations follow the practice of  hav-
ing the clergyperson estimate, before the year be-
gins, the housing expenses for the coming year and 
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use that estimate as the basis of  a board resolution. 
Such practice is perfectly acceptable. 
 As noted, it is also permissible to set the allow-
ance in the clergy’s employment contract, since the 
contract is in writing, approved by the board and 
adopted before the amounts are earned. 
 Amounts that come within the parsonage al-
lowance include: down payment, mortgage pay-
ments on loan to purchase or improve home (both 
principal and interest); real estate taxes, property 
insurance; utilities (electricity, gas, water, trash 
pickup, local telephone charges); furnishings and 
appliances (purchase and repair); structural repairs 
and remodeling; yard maintenance and improve-
ments; maintenance items (household cleaners, 
light bulbs, pest control), subject, however, to the limits 

described above.

 The amount of  the parsonage allowance re-
duces the amount reported as compensation on 
the clergyperson’s W-2 (or Form 1099, in those 
rare cases where the clergyperson is operating as 
an independent contractor), so it is important that 
the amounts be supplied by the clergy to the con-
gregation in time to prepare the required form. It 
is recommended that the congregation have the 
clergyperson substantiate the amount claimed as a 
parsonage allowance.
 In general, clergy do not need to work full-time 
to be eligible for the parsonage allowance. (Under 
the facts of  the revenue ruling recognizing a Jewish 
cantor as a minister of  the gospel for purposes of  
section 107, the cantor was employed full-time by 
the congregation. Rev. Rul. 78-301.) 
 Remember that anyone receiving the parson-
age allowance must be treated as self-employed for 
purposes of  social security and Medicare (payroll) 
taxes. They are subject to SECA, not FICA.
 Clergy are permitted both to exclude hous-
ing from income and to deduct mortgage interest. 
§265(a)(6).

CLERGY DISCRETIONARY FUNDS • Re-
ligious congregations must exercise oversight of  
discretionary funds to protect both the clergy and 
the members who contribute. Clergy discretionary 
funds raise two different kinds of  issues: income to 
clergy and deductibility for donors. 
 To avoid the former, the clergy cannot use the 
funds for personal purposes. (If  they can, all mon-
ies in their discretionary fund could be deemed tax-
able income to them.) Examples of  inappropriate 
personal purposes include such uses as profession-
al dues, fees to attend conferences, tickets for the 
clergy or their family to attend events and dinners, 
gifts to others from the clergy, and satisfaction of  
personal pledges by the clergy. 
 To accomplish the latter, the clergy must be act-
ing as an agent of  the religious congregation. That 
is, the funds do no come from the clergy person-
ally; they come from the congregation through the 
discretionary fund. Clergy act as agents of  the con-
gregation. The money is the property of  the con-
gregation, and the congregation’s governing board 
must retain oversight over the funds to ensure that 
they are spent for religious, educational, and chari-
table (i.e. tax-deductible) purposes. Charitable for 
these purposes means relief  of  the poor, distressed, 
and needy. The IRS defines “needy” for these pur-
poses to include not only financial impoverishment 
but also “a person who is temporarily not self-suffi-
cient as a result of  a sudden and severe personal or 
family crisis.”  Treas. Reg. §1.170A-4A(b)(2)(ii)(D). 
(Moreover, these funds cannot be used for political 
purposes, that is, they cannot be used for partici-
pating in an election campaign, at risk of  losing the 
religious congregation’s exemption.)
  The bank account for the discretionary fund 
should be an account of  the congregation, albeit 
one for which the clergy has signing authority.  A 
sample resolution to accomplish these goals might 
look like this:
 The clergy act as agents of  this congregation in disburs-

ing funds from their discretionary funds. These funds remain 
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the property of  the congregation. The clergy of  the congre-

gation are authorized to use the monies contributed to their 

discretionary funds for needs and projects consistent with the 

religious, educational, and charitable purposes of  the con-

gregation. No monies from these discretionary funds shall be 

used or distributed for personal purposes of  the clergy or their 

family. The purposes for which discretionary funds have been 

used shall be reviewed annually by the then-President and 

or any delegates appointed by the then-President, including, 

should the President so choose, outside auditors. 

 Oversight by the congregation should not vio-
late the purpose of  these funds—which is to allow 
the clergy to decide how to use these funds through 
exercise of  their discretion within the broad per-
mitted categories. Use of  discretionary funds need 
not require prior approval, but all distributions 
must be reviewed for consistency with permitted 

uses. Thus, even use of  discretionary funds for par-
ticular individuals must satisfy charitable purposes 
and be subject to review, but review should not 
violate confidentiality or expose any recipients of  
funds to embarrassment. The necessary oversight 
must be done with care and sensitivity. It can be ac-
complished by having the clergy report by category 
on the kind of  uses to which they had put the funds 
and the amounts expended in each category, along 
with more detailed review annually of  each distri-
bution by one or two officers or outside auditors 
who are under an obligation to keep details about 
any individual recipient confidential. The purpose 
of  such review is not to second guess or direct the 
clergy’s use of  the funds, but only to ensure that 
each use of  the fund is within the permitted pur-
poses. 

Purchase the online version of  this article at www.ali-aba.org.

Page 88



HAMODIAC6 7 TISHREI 5771 Community SEPTEMBER 15, 2010

Special Feature / Judah I. Kupfer, Esq.

Introduction
Moshe is a member of a new

Choshen Mishpat kollel. As a mem-
ber, he is required to attend at set
times for learning with his
chavrusa at a specific beis
medrash, study a specific curricu-
lum, be present at an in-depth
lecture given by the Rosh Kollel
twice a week, and score high on
occasional written exams that
test his knowledge of the intri-
cate subject matter. At times, the
kollel also requires Moshe to tutor
young children with their
Chumash studies, provide occa-
sional shiurim to students of an
outreach kiruv program that the
kollel supports, and, twice a year,
spend Shabbos in an out-of-town
community to present a lecture
on a topic of halachah. Moshe is
provided with a monthly pay-
check of $600. Moshe uses this
money to pay for his family’s per-
sonal living expenses. Also, prior
to each Sukkos and Pesach, the
kollel provides Moshe with an
additional $400 to help defray the
costs of his added holiday expens-
es. How does Moshe report his
income? Is any or all of it tax-
able?

As our generation has seen a
surge of Torah learning, many
now find themselves in Moshe’s
situation and are unsure of the
tax ramifications of their kollel
pay. With the increase of govern-
ment scrutiny and the penalties
for infractions being so high, it is
incumbent on each kollel and stu-
dent alike to get it right.

The taxability of payments
provided by a kollel to its mem-
bers/students (which we will
refer to simply as “Kollel Pay”)
has generated much confusion
and varying views.The reason for
the confusion is chiefly due to the
mistaken assumption that all kol-
lelim are the same. In reality,
though, different kollelim operate
in different manners and the tax-
ability of Kollel Pay can thus vary
broadly, depending on the partic-
ular circumstances of the kollel.
In assessing the taxability of
Kollel Pay, it is therefore neces-
sary to analyze each kollel inde-
pendently, in light of its customs,
requirements, rules and regula-
tions.

Outlined below are four broad
classifications of how to catego-
rize Kollel Pay. As each kollel’s
obligations are diverse and fact-
specific, the reader is cautioned
to seek specific guidance from a
tax professional in applying the
principles articulated below. The
rules outlined below only apply
to kollel members who are U.S.
citizens — different rules apply
to international students.

It is also important to note at
the outset that should Kollel Pay
be provided for segregated tasks,
assignments, projects or services,
it is possible for different por-
tions of Kollel Pay to fit within
different categories, resulting in
part taxable and part non-taxable
even when being paid to the
same student. Later, we’ll revisit
Moshe’s situation and seek to

apply these principles to his cir-
cumstances.

Non-Taxable Fellowship
The first category is a non-tax-

able fellowship. However, such a
classification will likely not apply
to most kollelim. This category
would include payments to the
student used only for tuition and
required fees, books, supplies, or
equipment. Non-taxable fellow-
ships are not taxable income to
the student, are not subject to
FICA (also known as “payroll
taxes,” which are made up of
taxes for Social Security and
Medicare equal to 15.3% of the
taxpayer’s salary — generally, the
employer is required to pay half,
i.e. 7.65%, and the employee pays
the other half), and there is no
requirement for the kollel to with-
hold or report these payments to
either the student or the Internal
Revenue Service (IRS).

A fellowship is tax free only if
the student is a “candidate for a
degree” at an “eligible educa-
tional institution,” (each defined
below) and if the student uses the
fellowship to pay “qualified edu-
cation expenses” such as
required fees, books, supplies or
equipment. Payments used to
cover room, board, travel or any
other living expenses would not
be included. To the extent that a
fellowship does not fit within
these rules, it is considered a tax-
able fellowship.

A student is a “candidate for a
degree” if (a) he attends a pri-
mary or secondary school or is
pursuing a degree at a college or
university, or (b) he attends an
accredited (by a national recog-
nized accreditation agency) edu-
cational institution that is author-
ized to provide (i) a program that
is acceptable for full credit
toward a bachelor’s or higher
degree, or (ii) a program of train-
ing to prepare students for gain-
ful employment in a recognized
occupation.

An “eligible educational insti-
tution” is one that maintains a
regular faculty and curriculum
and normally has a regularly
enrolled body of students in
attendance at the place where it
carries on its educational activi-
ties.

Since Kollel Pay is most often
used for personal living expenses,
it will generally not fall within
this category. Additionally, while
some kollelim may qualify as “eli-
gible educational institutions,”
most kollel students are not “can-
didates for a degree.”

Taxable Fellowship
The next category is a taxable

fellowship. This category, typical-
ly known as a stipend and used as
a living allowance, includes pay-
ments to the student other than
those defined as non-taxable fel-
lowships.There is no requirement
that the recipient perform any
services for the benefit of the kol-
lel as a condition of receiving the
payment and these payments are
often made as an incentive for

students to attend the kollel. It is
important to emphasize that if
the student is being paid for serv-
ices, such payment is not a fel-
lowship at all but rather a taxable
compensation for services, the
third category below.

A fellowship recipient is an
individual who receives a taxable
and/or non-taxable fellowship,
and whose activities may include:
Engaging in research programs or
participating in training to fur-
ther his individual educational
development; conducting inde-
pendent research and determin-
ing what research activities he
will be conducting; or providing
help to a Rosh Kollel, provided
that the activities are principally

related to the recipient’s progress
rather than to the needs of the
kollel.

To the extent, however, that a
program requires teaching or
research activities to be per-
formed by the recipient and
these activities are performed for
the benefit of the kollel, or if the
recipient is performing other
services for the kollel in exchange
for a payment, the payment
should be characterized as a pay-
ment involving services (the third
category, below) and is not a fel-
lowship.

Although taxable fellowships
are taxable income to the stu-
dent, the kollel is not required to
report them to the student or the
IRS, nor is the kollel required to
withhold tax on them. These
funds are also not subject to
FICA. Students are responsible
for reporting these payments and
remitting any tax due, which can
include estimated tax filings. It is
important, however, to keep in
mind that low income earners
may not have an obligation to pay
any federal income taxes. Given
the total taxable amount earned
by the student (and if married,
the student’s spouse as well), stu-
dents must determine with their
tax advisor whether they have a
federal income tax obligation
and, if so, whether it should be
paid quarterly (as estimated
taxes) to the IRS or with the fil-
ing of their personal income tax
return.

Taxable Payments Involving
Services

The third category involves
taxable payments for services.
This category is defined as pay-
ments made with respect to
teaching, research and/or other
activities performed for the bene-
fit of the kollel, including activi-
ties for the kollel that may be
associated with the student’s

course of study and educational
experience. This would include a
student’s teaching responsibili-
ties, tutoring and other activities
where the primary purpose is to
benefit the kollel or an objective
of the kollel. If, however, as part of
their program of training, all kol-
lel students are required to per-
form part-time teaching with the
primary purpose to benefit the
student, such responsibilities
should not be deemed part-time
employment for which they are
receiving taxable compensation.

Compensation is taxable to
the recipients, and the kollel is
required to withhold federal and
state taxes and report such pay-
ments to the IRS (the kollel
should issue a form W-2 to the stu-
dent). The kollel is also required
to contribute to half of the stu-
dent’s FICA obligation and with-
hold the other half from the stu-
dent’s pay.

Please note, the student may
be able to qualify to have a por-
tion (or all) of his taxable com-
pensation (i.e. any Kollel Pay that
is taxable compensation for serv-
ices) pre-designated as a parson-
age housing allowance that would
be exempt from federal income
tax (and, in most states, state and
local income tax as well).The pre-
designated amount would have to
actually be used that year for the
student’s “housing expenses.”
The student would still be
required to pay Social Security
and Medicare taxes (both parts of
his FICA obligation, see next
paragraph) on the entire part of
his Kollel Pay that fits within this
category (both the parsonage and
non-parsonage amounts).To qual-
ify for parsonage, the student
must be classified as a “minister”
whose job it is to conduct “minis-
terial services.”

By being classified as a minis-
ter, the student would also be
subject to certain other rules
applicable to ministers with
respect to their ministerial servic-
es, including: (a) an exemption
from FICA — thus, the kollel
would not be required to with-
hold nor pay into FICA on behalf
of the student; however, the stu-
dent would be required to pay
both parts of the FICA obligation
on his own (also known as
“SECA” or “self-employment
taxes”) in quarterly estimated
payments; (b) the kollel would be
exempt from federal income tax
withholding on the non-parson-
age amount, yet the student
would be required to report and
pay estimated federal income tax
on his own on the non-parsonage
amount.

As an aside, since parsonage is
only available as payment for
“ministerial services,” Kollel Pay
classified as a fellowship would
likely not be eligible to be pre-
designated as a parsonage hous-
ing allowance since a fellowship,
by definition, does not constitute
payment for services. If only part
of a student’s Kollel Pay is pay-
ment for ministerial services,
while another part is provided as

a fellowship, only the portion of
pay categorized as payment for
services may be eligible to be
allocated as parsonage, assuming
all the other requirements for
receiving parsonage are met and
that such service is ministerial in
nature.

Those interested in designat-
ing part of their kollel pay as par-
sonage should seek specific guid-
ance to ensure the proper appli-
cation of the parsonage rules.

Charitable Grant to a “Needy”
Individual

In very limited circumstances,
Kollel Pay may be classified as
charitable grants to needy indi-
viduals — essentially, a charita-
ble tax-free gift. The IRS defines
a needy person as someone who
lacks the basic necessities of life
— food, clothing, shelter, medical
help or transportation —because
of poverty or temporary distress.
A person may have short-term
needs in one or more of these
areas even if he or she has
resources (such as insurance or
inheritances) that will be avail-
able in the long run.

If a kollel student fits within
the definition of “needy,” he may
be eligible to receive a charitable
gift. Such funds would be tax free
to the recipient. The kollel would
not be required to report such
gifts to the student or issue forms
1099 or W-2, but would be
required to maintain adequate
records and case histories to

show: (i) The name and address of
each recipient of aid; (ii) The
amount distributed to each; (iii)
The purpose for which the aid
was given; (iv) The manner in
which the recipient was selected;
and (v) The relationship, if any,
between the recipient and (a)
members, officers, or trustees of
the kollel, or (b) a grantor or sub-
stantial contributor to the kollel
or a member of the family of
either. Before making such distri-
butions, the kollel should also
ensure that it is authorized to
make such grants to needy indi-
viduals in its organizational docu-
ments. Should the kollel file a
year-end form 990, such informa-
tion must also be disclosed on it
within Schedule I.

Some tax experts are doubtful
about the availability of this cate-
gory to kollel students if the kollel
students are required to perform
any kind of service in order to
receive the funds. Even if a kollel
simply requires its students to be
in attendance, such a require-
ment may be problematic to this
classification. Additionally, if the
funds are provided on a regular
basis (e.g. weekly, monthly), there
is a concern that the distributions

The Taxability of Kollel Pay: 
Tax and Withholding Obligations of a Kollel and Its Members

It should be noted
that it is possible for
different portions of
Kollel Pay to fit within
different categories

The IRS defines a
needy person as one
who lacks the basic
necessities of life
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look like compensation (which is
taxable) as opposed to a scenario
where funds are provided only at
certain times of the year, e.g.,
before a Yom Tov, which would
seem more akin to a non-taxable
charitable gift. Furthermore, if
any part of the Kollel Pay provid-
ed to a particular student is
deemed compensation, an
employer/employee relationship
is thereby created between the
kollel and the student. When that
occurs, there is a presumption
that any and all economic benefit
provided by the employer to the
employee is compensation and
may not be considered a tax-free
gift.

Tying It All Together
With a background of the law

in hand, we can now return to
Moshe’s scenario. At the outset,
we can probably rule out any part
of Moshe’s pay being classified as
a non-taxable fellowship because
the pay is being used for his per-
sonal living expenses — not for
tuition or other required fees or
equipment. Additionally,
although the kollel may be consid-
ered an educational institution
(we don’t know enough  about the
kollel to say for certain), Moshe is
likely not a candidate for a
degree. So, we now need to take
each of Moshe’s responsibilities
and examine them one by one.

First, Moshe is required to be
in attendance at designated
times, at a designated place, to
study a set curriculum and attend
bi-weekly shiurim given by the
Rosh Kollel. These activities are
consistent with taxable fellow-
ship functions as Moshe is not
acting to benefit the kollel in any
way or performing any services.
Thus, part of Moshe’s Kollel Pay
may be designated as a fellow-
ship to assist him in his learning
activities. For that portion of pay,
the kollel would not be required
to withhold federal income tax or
FICA, but Moshe on his own
would be required to pay federal,
state and local income tax on this
amount.

Second, the kollel requires
Moshe to tutor children and lec-
ture occasionally at the kollel-sup-
ported kiruv program. These
activities represent services for
which Moshe is being compensat-
ed. Thus, the part of his monthly
pay representative of these serv-
ices must be considered as tax-
able compensation. For this part
of his income, the kollel is
required to withhold federal
income tax and FICA.

Should Moshe qualify as a
“minister” (e.g. he has semichah
or a certificate from his yeshivah
detailing his qualifications to
teach limudei kodesh), to the
extent that his services qualify as
“ministerial” in nature (e.g.
learning Chumash with children
and providing Torah lectures at a
kiruv program), the kollel may
pre-designate by “official action”
as a housing allowance the part of
Moshe’s salary being paid to him
in exchange for performing min-
isterial service. In such an
instance, the kollel would not be
required to withhold on this por-
tion of Kollel Pay but Moshe
would have to pay quarterly esti-
mated SECA payments. To the
extent that the pre-designated
amount is actually used that year
for housing expenses, it would
not be subject to federal income

tax and in most cases, state and
local income tax as well.

Third, Moshe is required to
spend Shabbos at an out-of-town
community and present a shiur
while there. As all members of
Moshe’s kollel possess this respon-
sibility and it would appear that
the objective is to provide the kol-
lel students with practical hands-
on training to teach and act in a
rabbinic capacity, such teaching
responsibility would likely fall
within the taxable fellowship cat-
egory. Readers should be cau-
tioned that the distinction
between whether part-time serv-
ices should be considered taxable
compensation or a fellowship is
often nuanced and dependent on
the specific circumstances; a tax
professional should be consulted
in making that decision.

Last, Moshe is paid a sum of
$400 at certain times of the year
to help defray holiday expenses.
If Moshe were a “needy” individ-
ual (we don’t know whether he
has other sources of income, sav-
ings or investments to say
whether he is indeed needy) who
was not receiving any taxable
compensation for services from
the kollel, he may be able to clas-
sify these payments as a tax-free
gift. However, since Moshe is
receiving taxable compensation
in exchange for services rendered
(i.e. the part-time teaching), the
IRS would consider any “gift”
given from employer (the kollel)
to employee (Moshe) as taxable.

This example should make
clear that different kinds of activ-
ities will trigger different tax and
withholding obligations — even
when provided to the same kollel
student.

When does Kollel Pay qualify as
income for the Earned Income
Credit and Child Tax Credit?

Should a student receive
Kollel Pay as part of taxable pay-
ment involving services, such pay
should be considered “earned
income” for purposes of the
earned income and child tax
credits, so long as it is reported on
a form W-2 and taxes are paid, as
required. If a parsonage housing
allowance is allocated, such
amount would be considered
“earned income” for purposes of
the earned income credit, assum-
ing self-employment tax is paid
(as required), since earned
income includes “the amount of
the taxpayer’s net earnings from
self-employment.” However, pay-
ments designated as parsonage
would not be considered “taxable
income” to qualify for the child
tax credit.

Kollel Pay classified as a fel-
lowship, whether taxable or non-
taxable, is not considered earned
income for purposes of the
earned income and child tax
credits and the receipt of a tax-
able fellowship may also nega-
tively affect one’s eligibility for
these credits (consult your
accountant for further details).
Similarly, a tax-free gift is not
considered earned income for
purposes of these credits.

Kollel Pay classified as pay-
ment for services (even if parson-
age is designated) or as a fellow-
ship (taxable or non-taxable)
should likely be declared as a
source of income for purposes of
other government programs/ben-
efits, but the specific details of
programs vary and must be con-

sidered individually in each state.

Reporting Fellowships
Whether you must report your

fellowship depends on whether
you must file a return and
whether any part of your fellow-
ship is taxable.

If your only income is a com-
pletely tax-free fellowship (and
assuming you and your spouse
don’t have any other taxable
sources of income), you do not
have to file a tax return and no
reporting is necessary. If all or
part of your fellowship is taxable
or if you or your spouse earns
other taxable income, you are
required to file a tax return and
report the taxable amount,
whether or not you received a
form W-2.

For information on whether
you must file a return, see IRS
Publication 501, Exemptions,
Standard Deduction, and Filing
Information, or your income tax
form instructions. For additional
information regarding reporting,
see IRS Publication 970.

Conclusion
The taxability of Kollel Pay is

dependent on the specifics of
each kollel’s customs and prac-
tices. It may fall within one of
four broad categories outlined in
this article. However, professional
guidance should be sought to
ensure the proper application of
these principles to the specifics
of your kollel and particular cir-
cumstances.

*  *  *
This note is provided for gen-

eral information and educa-
tional purposes. Neither its dis-
tribution to any party nor any
statement or information it
contains is intended to or shall
be construed as establishing an
attorney-client relationship or
to constitute legal advice.
Readers also are cautioned
that the information in this
note may not apply to all situa-
tions. Consequently, readers
must not rely upon this note or
information it contains as a
substitute for competent indi-
vidualized legal advice about
the specific circumstances of
the readers. Attorney advertis-
ing, prior results do not guaran-
tee a similar outcome.

IRS Circular 230 Disclosure:
To ensure compliance with
requirements imposed by the
IRS, we inform you that any
U.S. federal tax advice con-
tained in this document is not
intended or written to be used,
and cannot be used, for the
purpose of (i) avoiding penal-
ties under the Internal
Revenue Code, or (ii) promot-
ing, marketing, or recommend-
ing to another party any trans-
action or matter that is con-
tained in this document.

Judah I. Kupfer, Esq. is a staff coun-
sel at Agudath Israel of America. He
previously practiced as an associate
at the law firm of Allen & Overy
LLP in New York. Mr. Kupfer is a
summa cum laude graduate of
Touro College, a magna cum laude
graduate of Brooklyn Law School
and an LL.M. taxation candidate at
New York University School of Law.
To contact the author, please email
ykupfer@agudathisrae l .org .
Questions and comments are wel-
come.
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Operating Under the Church Umbrella 

Introduction
Most of the schools in the American Association of Christian Schools ("AACS") 

operate under the umbrella of a local church ministry. Under current federal law, 
churches are considered to be tax-exempt organizations under Section 501(c)(3) of the 
Internal Revenue Code, without the necessity of applying to the Internal Revenue Service 
("IRS") for tax-exempt status. Schools that operate under the umbrella of a church 
ministry enjoy the same tax-exempt status as their sponsoring churches. 

Some AACS schools, however, do not have a local church sponsor. Those 
independent schools that do not operate under the umbrella of a local church ministry 
must file a formal application with the IRS seeking tax-exempt recognition. The IRS 
routinely grants these applications on the grounds that the independent school is a 
religious or educational organization that qualifies for tax-exempt recognition under 
Section 501(c)(3) of the tax code. 

Because religious schools can obtain tax-exempt recognition, we are sometimes 
asked whether a school that operates under a larger church ministry should ever consider 
obtaining its own, separate tax-exempt status. In this Legal Report, we will discuss three 
different scenarios in which a school may want to consider the idea of obtaining tax-
exempt recognition apart from its sponsoring church. 

Discussion
A. What does it mean to be a "tax-exempt organization"? 

Generally speaking, a tax-exempt organization is an entity that is not required to 
pay federal income taxes. The tax code includes many different categories of tax-exempt 
organizations, but churches and Christian schools fall under the group listed in Section 
501(c)(3) of the code, i.e., charitable, educational or religious organizations. Churches 
enjoy automatic recognition as tax-exempt organizations under the tax code. For that 
reason, churches are not required to file a formal application with the IRS seeking tax-
exempt recognition. While churches are automatically recognized as tax-exempt 
organizations under Section 501(c)(3) of the code, schools that desire their own tax-
exempt recognition must go through a formal application process with the IRS. 

Those entities that come within the definition of tax-exempt organizations listed 
in Section 501(c)(3) have another distinct advantage. That advantage is that most gifts or 
donations to 501(c)(3) organizations are tax-deductible for the donor. This advantage 
encourages individuals and corporate donors to make contributions to churches, religious 
schools, and other charitable organizations. 

B. What situations might occur that would cause a Christian school to consider 
obtaining its own tax-exempt recognition from the IRS? 

As noted above, a religious school that operates as a ministry of a local church 
enjoys the same tax-exempt status as the church. For that reason, a church school is not 
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required to seek separate tax-exempt recognition from the IRS. Nevertheless, situations 
may arise in which the church school either desires - or is asked - to seek its own, 
separate tax-exempt recognition. We will address three of those situations below. Please 
note, however, that this list is not exhaustive, and your ministry may encounter different 
scenarios in which the issue of separate tax-exempt recognition for the school should be 
considered.

1. A corporate donor wants to make a large contribution to the school, but does not want 
the gift to go to - or through - the church. 

A church school could encounter a situation in which a corporation (or an 
individual) desires to make a donation to the school, but, for a variety of reasons, wants 
the donation to go directly to the school and not through the church. Two different 
problems can arise in this situation. First, the donor might refuse to make the donation to 
the church school because the school does not have its own "determination letter" from 
the IRS. And second, the donor might refuse to make the donation to the school because 
all gifts to the school must go through the church. As is discussed below, neither of these 
problems would arise if the school has obtained its own separate, tax-exempt recognition 
from the IRS. 

Problem #1 - The school has no "determination letter." 
When an organization files a formal application with the IRS seeking tax-exempt 

recognition, the IRS sends a letter to that organization in which the IRS makes a 
"determination" as to whether the organization has met the necessary requirements to 
become a tax-exempt organization. This letter is known as a "determination letter," and 
the information in this letter will tell a corporate donor whether the organization is 
entitled to receive tax-deductible donations. Many corporations, foundations, and wealthy 
individuals will not make a donation to an organization without first reviewing the 
organization's "determination letter." 

As noted above, because churches are automatically recognized as tax-exempt 
entities under the tax code, they are not required to file an application with the IRS 
seeking tax-exempt recognition. This means that most churches - and most church 
schools - do not have a "determination letter." In fact, a church will never receive a 
"determination letter" unless it goes through the formal process of filing an application 
with the IRS, and receives written recognition as a tax-exempt entity. 

For most corporate and other sophisticated donors, it is not enough to say, "but we 
are tax-exempt just like the church." To the contrary, most such donors - and their 
professional advisors - must see a "determination letter" prior to writing a check. In the 
vast majority of situations, when the school operates as a ministry of the local church, it 
will not have the "determination letter" that the corporation, foundation, or individual 
requires before making a donation to the school. 
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Problem #2 - All gifts to the school must go through the church.  
In many church organizations, a gift to an individual ministry of the church must 

be "made out" to the church, and it must go through the church. One reason for this is that 
the only entity that is officially recognized by the IRS as a tax-exempt organization is the 
church. In other words, if the school operates as a ministry of the church, then it is not 
recognized as a separate tax-exempt entity, and the donor cannot send the gift directly to 
the school. Accordingly, the gift must go through the church. 

This situation causes a problem for certain corporate donors. While corporate 
policy may allow donations to go to schools for educational purposes, that same policy 
may prohibit gifts to churches. Therefore, if the school says that the gift must go through 
the church, the corporate donor may find another place to make the donation. (Similarly, 
other donors may question whether the gift will be used strictly for the school ministry if 
it must go through the church account.) 

As a result of the two problems discussed above, a school may be passed over for 
a large corporate donation unless it obtains its own, separate tax-exempt recognition. In 
particular, if a school is recognized as a tax-exempt organization, then it will have a 
"determination letter" that can be presented to the potential corporate donor. In addition, 
as a separate organization, the school can receive gifts without the necessity of those gifts 
passing through the church account. 

2. Certain state tax benefits' may be available only to a school that has obtained an IRS 
"determination letter." 

Some states, although not all, grant certain sales, property, or other tax 
exemptions only to organizations that have applied for and received an IRS 
"determination letter." For example, the state of Georgia exempts school purchases from 
sales tax only if the school is exempt from state and federal income tax under Section 
501(c)(3). The current policy of the Georgia Department of Revenue is that a school is 
exempt under Section 501(c)(3) - and entitled to sales tax exemption - only if it produces 
an IRS "determination letter." (This is the current policy in Georgia even though in the 
past some church schools have been able to prove their tax-exempt status without the 
benefit of a "determination letter.") 

As you can see from this example, obtaining separate tax-exempt recognition for 
the school may pay for itself many times over in sales or property tax exemptions. You 
may want to consult your own state law to determine whether your school could take 
advantage of certain tax exemptions if the school obtained its own, separate 
"determination letter." 

3. A church wants to decrease its liability exposure -- and its insurance premiums. 
Unless you are a trial lawyer, you probably do not enjoy thinking about lawsuits - 

especially those involving your ministry. Yet, as you know, churches and schools are 
sued on a regular basis, under a number of different legal theories. A second reason to 
consider separate incorporation for the school - which will require applying for tax-
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exempt recognition - is to reduce the liability exposure and insurance premiums for the 
church.

In many ministries, the Christian school is covered under the same insurance 
policy as the church. If the amount of coverage under the church's insurance policy is 
insufficient to cover a particular judgment against the school, then the injured party may 
look to the church property to collect any amounts owed to him or her. 

Having a school covered by the same policy as the church increases the potential 
exposure for the church. In particular, hundreds of individuals may be involved with the 
school for several hours a day, several days a week, while the same is not true for the 
church. Moreover, the school, in all likelihood, has many more activities going on each 
week involving school vans, athletic events, and other potential liability factors. 

In sum, the school presents a higher liability risk than the church. Insurance 
companies take this into account and adjust premiums accordingly. One way to reduce 
both the liability risk to the church and the amount of insurance premiums paid by the 
church is to incorporate the school separately and let the school carry its own insurance 
policy. Under most situations, if the school is incorporated separately from the church, 
then the church property should not be at risk if the school incurs a judgment that is in 
excess of its own insurance coverage. 

As stated above, since incorporation creates a new school entity that is not a 
church, the school must apply to the IRS for tax-exempt recognition. Please note, 
however, that with carefully-drafted language in the school's incorporation documents, 
the church can retain ultimate control over the separately-incorporated school ministry. 

C. What should our ministry do if we have questions about these issues?
If you believe that your Christian school should consider separate, tax-exempt 

recognition, you may want to contact Tim Townsend of the law firm Townsend McKee 
in Alpharetta, Georgia. Mr. Townsend is a Christian lawyer who specializes in non-profit 
work, and he has assisted many other churches and Christian schools with this and a 
variety of other matters. Mr. Townsend's contact information is as follows: Timothy W. 
Townsend; Townsend McKee, P.C.; 1000 Mansell Exchange West, Suite 180; 
Alpharetta, Georgia 30022; (770) 640-1640. 

Conclusion
Most AACS schools operate under the umbrella of a larger church ministry. This 

arrangement works well for a variety of reasons. Nevertheless, your ministry may 
encounter situations in which you want to explore the idea of allowing the school to seek 
its own separate, tax-exempt recognition. Of course, this will be a ministry-by-ministry 
decision, and your ministry may decide that the school should always remain under the 
church umbrella regardless of factors that support separate, tax-exempt recognition for 
the school. 
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Governance and Related Topics - 501(c)(3) Organizations 

The Internal Revenue Service believes that a well-governed charity is more likely to 
obey the tax laws, safeguard charitable assets, and serve charitable interests than one 
with poor or lax governance.  A charity that has clearly articulated purposes that 
describe its mission, a knowledgeable and committed governing body and management 
team, and sound management practices is more likely to operate effectively and 
consistent with tax law requirements.  And while the tax law generally does not mandate 
particular management structures, operational policies, or administrative practices, it is 
important that each charity be thoughtful about the governance practices that are most 
appropriate for that charity in assuring sound operations and compliance with the tax 
law.  As a measure of our interest in this area, we ask about an organization’s 
governance, both when it applies for tax-exempt status and then annually as part of the 
information return that many charities are required to file with the Internal Revenue 
Service.

Some of the policies and practices we commend for your consideration are divided into 
the topics below.  Although the discussion that follows is generally directed to public 
charities, private foundations and other exempt organizations should also consider 
these topics.  Depending on an organization’s specific situation, some of the 
recommended policies and practices will be more appropriate than others.  References 
to Form 990, Return of Organization Exempt From Income Tax, are to the 2008 Form 
990.

Mission

Organizational Documents

Governing Body

Governance and Management Policies

Financial Statements and Form 990 Reporting

Transparency and Accountability
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1. Mission

The Internal Revenue Service encourages charities to establish and review regularly the 
organization’s mission.  A clearly articulated mission, adopted by the board of directors, 
serves to explain and popularize the charity’s purpose and guide its work.  It also 
addresses why the charity exists, what it hopes to accomplish, and what activities it will 
undertake, where, and for whom.   Organizations required to file Form 990 may 
describe their mission in Part I, Line 1 and  are required to describe their mission in Part 
III, Line 1. 

Back to list

2.  Organizational Documents

Regardless of whether a charity is a trust, corporation, unincorporated association, or 
other type of organization, it must have organizational documents that provide the 
framework for its governance and management.  State law often prescribes the type of 
organizational document and its content.  The organizational document of a trust is 
usually the trust agreement or declaration of trust, and of a corporation, its articles of 
incorporation.  State law may also require corporations to adopt bylaws.  The Internal 
Revenue Service requires the submission of organizational documents and bylaws, if 
adopted, with an application for exemption under section 501(c)(3), and will review 
these documents to ensure that the applicant is organized exclusively for exempt 
purposes and that the applicant’s proposed or actual activities are consistent with those 
documents.   Organizations required to file Form 990 will find that Part VI, Section A, 
Line 4 requires organizations to report significant changes to their organizational 
documents since the prior Form 990 was filed. 

Back to list

3.  Governing Body

The Internal Revenue Service encourages an active and engaged board believing that it 
is important to the success of a charity and to its compliance with applicable tax law 
requirements.  Governing boards should be composed of persons who are informed 
and active in overseeing a charity’s operations and finances. If a governing board 
tolerates a climate of secrecy or neglect, we are concerned that charitable assets are 
more likely to be diverted to benefit the private interests of insiders at the expense of 
public and charitable interests.  Successful governing boards include individuals who 
not only are knowledgeable and engaged, but selected with the organization’s needs in 
mind (e.g. accounting, finance, compensation, and ethics).

Attention should also be paid to the size of the board ensuring that it is the appropriate 
size to effectively make sure that the organization obeys tax laws, safeguards its 
charitable assets, and furthers its charitable purposes.  Very small or very large 
governing boards may not adequately serve the needs of the organization.  Small 
boards run the risk of not representing a sufficiently broad public interest and of lacking 
the required skills and other resources required to effectively govern the organization.  
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On the other hand, very large boards may have a more difficult time getting down to 
business and making decisions. If an organization’s governing board is large, the 
organization may want to establish an executive committee with delegated 
responsibilities or advisory committees.   

Irrespective of size, a governing board should include independent members and 
should not be dominated by employees or others who are not, by their very nature, 
independent individuals because of family or business relationships.  The Internal 
Revenue Service reviews the board composition of charities to determine whether the 
board represents a broad public interest, and to identify the potential for insider 
transactions that could result in misuse of charitable assets.  The Internal Revenue 
Service also reviews whether an organization has independent members, stockholders, 
or other persons with the authority to elect members of the board or approve or reject 
board decisions, and whether the organization has delegated control or key 
management authority to a management company or other persons.  Organizations that 
file Form 990 will find that Part VI, Section A, Lines 1, 2 ,3, and 7 ask questions about 
the governing body.

If an organization has local chapters, branches, or affiliates, the Internal Revenue 
Service encourages it to have procedures and policies in place to ensure that the 
activities and operations of such subordinates are consistent with those of the parent 
organization.   Organizations that file Form 990 will find that Part VI, Section A, Line 9 
asks about such procedures and policies.   

Back to list

4.  Governance and Management Policies

Although the Internal Revenue Code does not require charities to have governance and 
management policies, the Internal Revenue Service will review an organization’s 
application for exemption and annual information returns to determine whether the 
organization has implemented policies relating to executive compensation, conflicts of 
interest, investments, fundraising, documenting governance decisions, document 
retention and destruction, and whistleblower claims.

A.  Executive compensation.  A charity may not pay more than reasonable 
compensation for services rendered.  Although the Internal Revenue Code does not 
require charities to follow a particular process in determining the amount of 
compensation to pay, the compensation of officers, directors, trustees, key employees, 
and others in a position to exercise substantial influence over the affairs of the charity 
should be determined by persons who are knowledgeable in compensation matters and 
who have no financial interest in the determination.  Organizations that file Form 990 will 
find that Part VI, Section B, Line 15 asks whether the process used to determine the 
compensation of an organization’s top management official and other officers and key 
employees included a review and approval by independent persons, comparability data, 
and contemporaneous substantiation of the deliberation and decision.  In addition, Form 
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990, Part VII and Form 990, Schedule J, solicit compensation information for certain 
officers, directors, trustees, key employees and highest compensated employees.   

The Internal Revenue Service encourages a charity to rely on the rebuttable
presumption test of section 4958 of the Internal Revenue Code and Treasury 
Regulation section 53.4958-6 when determining compensation of its executives.  Under 
this test, compensation payments are presumed to be reasonable if the compensation 
arrangement is approved in advance by an authorized body composed entirely of 
individuals who do not have a conflict of interest with respect to the arrangement, the 
authorized body obtained and relied upon appropriate data as to comparability prior to 
making its determination, and the authorized body adequately documented the basis for 
its determination concurrently with making the determination.

Comparability data generally involves looking to compensation levels paid by similarly 
situated organizations for functionally comparable positions.  One method is to obtain 
compensation surveys or studies from outside compensation consultants for this 
purpose.  The Internal Revenue Service will look to the independence of any 
compensation consultant used, and the quality of any study, survey, or other data, used 
to establish executive compensation.  Once that test is met,  the Internal Revenue 
Service may rebut the presumption that an amount of compensation is reasonable only 
if it develops sufficient contrary evidence to rebut the probative value of the 
comparability data relied upon by the authorized governing body.

The Internal Revenue Service has observed significant errors or omissions in the 
reporting of executive compensation on the IRS Form 990 and other information returns 
(e.g., Form W-2 and employment tax returns).  Organizations should take steps to 
ensure accurate and complete compensation reporting on these forms, and to also 
ensure that appropriate income and employment taxes are withheld and deposited with 
the Internal Revenue Service.  Executive compensation continues to be a focus point in 
our examination program. 

B.  Conflicts of interest.  The directors of a charity owe it a duty of loyalty.  The 
duty of loyalty requires a director to act in the interest of the charity rather than in the 
personal interest of the director or some other person or organization.  In particular, the 
duty of loyalty requires a director to avoid conflicts of interest that are detrimental to the 
charity.  Many charities have adopted a written conflict of interest policy to address 
potential conflicts of interest involving their directors, trustees, officers, and other 
employees. 

The Internal Revenue Service encourages a charity’s board of directors to adopt and 
regularly evaluate a written conflict of interest policy that requires directors and staff to 
act solely in the interests of the charity without regard for personal interests; includes 
written procedures for determining whether a relationship, financial interest, or business 
affiliation results in a conflict of interest; and prescribes a course of action in the event a 
conflict of interest is identified. 
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The Internal Revenue Service encourages organizations to require its directors, 
trustees, officers and others covered by the policy to disclose, in writing, on a periodic 
basis any known financial interest that the individual, or a member of the individual’s 
family, has in any business entity that transacts business with the charity.  The 
organization should regularly and consistently monitor and enforce compliance with the 
conflict of interest policy.  Instructions to Form 1023 contain a sample conflict of interest 
policy.  Organizations are urged to tailor the sample policy to their own particular 
situations and needs, with the help of competent counsel if necessary.  Organizations 
that file Form 990 will find that Part VI, Section B, Line 12 asks whether an organization 
has a written conflict of interest policy, and whether it regularly and consistently 
monitors and enforces compliance with the policy.

  C.  Investments.  The governing body or certain other persons may be required 
either by state law or by the organizational documents to oversee or approve major 
investments made by the organization.  Increasingly, charities are investing in joint 
ventures, for-profit entities, and complicated and sophisticated financial products or 
investments that require financial and investment expertise and, in some cases, the 
advice of outside investment advisors.

The Internal Revenue Service encourages charities that make such investments to 
adopt written policies and procedures requiring the charity to evaluate its participation in 
these investments and to take steps to safeguard the organization’s assets and exempt 
status if they could be affected by the investment arrangement.  The Internal Revenue 
Service reviews compensation arrangements with investment advisors to see that they 
comply with federal tax law.  Organizations that file Form 990 will find that Part VI, 
Section B, Line 16 asks whether an organization has adopted procedures and policies 
regarding participation in a joint venture or similar arrangement with a taxable entity.  In 
addition, Form 990, Schedule D, asks detailed information about certain investments. 

D.  Fundraising.  Charitable fundraising is an important source of financial 
support for many charities.  The Internal Revenue Service encourages charities to adopt 
and monitor policies to ensure that fundraising solicitations meet federal and state law 
requirements and solicitation materials are accurate, truthful, and candid.  Charities are 
encouraged to keep their fundraising costs reasonable and to provide information about 
fundraising costs and practices to donors and the public.  Organizations that file Form 
990 will find that Schedules G and M solicit information about fundraising activities, 
revenues and expenses.  

E.  Governing body minutes and records.  The Internal Revenue Service 
encourages the governing bodies and authorized sub-committees to take steps to 
ensure that minutes of their meetings, and actions taken by written action or outside of 
meetings, are contemporaneously documented.  Organizations that file Form 990 will 
find that Part VI, Line 8 asks whether an organization contemporaneously documents 
meetings or written actions undertaken during the year by its governing body and each 
committee with authority to act on behalf of the governing body.
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F.  Document retention and destruction.  The Internal Revenue Service 
encourages charities to adopt a written policy establishing standards for document 
integrity, retention, and destruction.  The document retention policy should include 
guidelines for handling electronic files. The policy should cover backup procedures, 
archiving of documents, and regular check-ups of the reliability of the system.  For more 
information, see IRS Publication 4221, Compliance Guide for 501(c)(3) Tax-Exempt 
Organizations, available on the IRS website.  Charities are required by the Internal 
Revenue Code to keep books and records that are relevant to its tax exemption and its 
filings with the Internal Revenue Service. Organizations that file Form 990 will find that 
Part VI, Section B, Line 14, asks about whether an organization has a written document 
retention and destruction policy.

G.  Ethics and whistleblower policy.  The public expects a charity to abide by 
ethical standards that promote the public good.  The organization’s governing body 
bears the ultimate responsibility for setting ethical standards and ensuring they 
permeate the organization and inform its practices.  The Internal Revenue Service 
encourages a charity’s board or trustees to consider adopting and regularly evaluating a 
code of ethics that describes behavior it wants to encourage and behavior it wants to 
discourage.  A code of ethics will serve to communicate and further a strong culture of 
legal compliance and ethical integrity to all persons associated with the organization.  

The Internal Revenue Service encourages the board of directors to adopt an effective 
policy for handling employee complaints and to establish procedures for employees to 
report in confidence any suspected financial impropriety or misuse of the charity’s 
resources.  Such policies are sometimes referred to as whistleblower policies.  The 
Internal Revenue Service will review an organization to determine whether insiders or 
others associated with the organization have materially diverted organizational assets.  
Organizations that file Form 990 will find that Part VI, Section B, Lines 5 and 13 ask 
whether the organization became aware during the year of a material diversion of its 
assets, and whether an organization has a written whistleblower policy.  

Back to list

5.  Financial Statements and Form 990 Reporting

Directors are stewards of a charity’s financial and other resources.  The Internal 
Revenue Service encourages the board, either directly or through a board-authorized 
committee, to ensure that financial resources are used to further charitable purposes 
and that the organization’s funds are appropriately accounted for by regularly receiving 
and reviewing up-to-date financial statements and any auditor’s letters or finance and 
audit committee reports.

A.  Financial Statements. Some organizations prepare financial statements 
without any involvement of outside accountants or auditors.  Others use outside 
accountants to prepare compiled or reviewed financial statements, while others obtain 
audited financial statements.  State law may impose audit requirements on certain 

Page 109



charities, and a charity must ensure that it abides by the requirements of state law.
Many organizations that receive federal funds are required to undergo one or more 
audits as set forth in the Single Audit Act and OMB Circular A-133. However, even if an 
audit is not required, a charity with substantial assets or revenue should consider 
obtaining an audit of its financial statements by an independent auditor.

The board may establish an independent audit committee to select and oversee an 
independent auditor.  An audit committee generally is responsible for selecting the 
independent auditor and reviewing its performance, with a focus on whether the auditor 
has the competence and independence necessary to conduct the audit engagement, 
the overall quality of the audit, and, in particular, the independence and competence of 
the key personnel on the audit engagement teams.  The Internal Revenue Service 
encourages all charities to take steps to ensure the continuing independence of any 
auditor that conducts an audit of the organization. Organizations that file Form 990, will 
find that Part XI, Line 2, asks whether the organization’s financial statements were 
complied or reviewed by an independent accountant, audited by an independent 
accountant, and subject to oversight by a committee within the organization.  And, Part 
XI, Line 3 asks whether, as a result of a federal award, the organization was required to 
undergo an audit as set forth in the Single Audit Act and OMB Circular A-133.

B. Form 990.  Although not required to do so by the Internal Revenue Code, some 
organizations provide copies of the IRS Form 990 to its governing body and other 
internal governance or management officials, either prior to or after it is filed with the 
Internal Revenue Service.  Practices differ widely as to who sees the form, when they 
see it, and the extent of their input, review, or approval.  Some, especially smaller 
organizations, may provide a copy of the Form 990 to the full board for review or 
approval before it is filed.  Others provide a copy of the form to a portion of the 
governing body, or to a committee or top management officials, before it is filed.  Still 
others provide a copy to the board, a committee or top management officials, but not 
until after it is filed.  Organizations that file Form 990 will find that Part VI, Section A, 
Line 10 asks whether the organization provides a copy of Form 990 to its governing 
body, and requires the organization to explain any process of review by its directors or 
management.

Back to list

6.  Transparency and Accountability

By making full and accurate information about its mission, activities, finance, and 
governance publicly available, a charity encourages transparency and accountability to 
its constituents.  The Internal Revenue Code requires a charity to make its Form 1023 
exemption application, Form 990, and Form 990-T, available for public inspection.  The 
Internal Revenue Service encourages every charity to adopt and monitor procedures to 
ensure that its Form 1023, Form 990, Form 990-T, annual reports, and financial 
statements, are complete and accurate, are posted on its public website, and are made 
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available to the public upon request.  Organizations that file Form 990 will find that Part 
VI, Section C, Lines 18 and 19, ask whether and how an organization makes its Form 
1023, Form 990 and Form 990-T, governing documents, conflict of interest policy, and 
financial statements available to the public.

Back to list

Date posted:  February 4, 2008 
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Nonprofit Governance: Compliance 
Issues for Trustees & Directors of Not-
For-Profit Organizations

Tomer J. Inbar

The Corporate Form

• Most operating charities are formed as not-for-profit (nonprofit) 
corporations

— Governed by state statute and typically overseen by the state 
Attorney General

• The corporate form provides the benefit of liability protection

• Options:

— Religious Corporations

— Membership Corporations

— Non-Member Corporations

2

Roles of Directors & Officers

• Directors (sometimes referred to as Trustees) are charged 
with overall management responsibility for the organization

• Day-to-day management duties are delegated to officers and 
employees charged with operating the organization under the 
board's supervision

• Alth h di t d t t d t d d i i• Although directors do not carry out day-to-day decision
making, they are held to certain fiduciary standards in order to 
ensure that the organization is achieving its mission through its 
activities

• Many organizations have advisory boards (which generally do 
not have “fiduciary” obligations) and/or honorary directors (the 
fiduciary obligations of which will depend on whether they are 
considered “directors” for governance purposes)

3

Sources of Director Duties and Responsibilities

• Governing Documents

• State law

• Internal Revenue Code and IRS administrative guidance

— Form 990— Form 990

— Governance and Related Topics (www.irs.gov/pub/irs-
tege/governance_practices.pdf)

• Best Practices

4

Director Duties Under Governing Documents

• Compliance with Charter

• Compliance with Bylaws

• Faithfulness to mission

• Compliance with policies (e g conflict of interest policy)• Compliance with policies (e.g., conflict of interest policy)

5

State Law Duties – Duty of Care

• Duty of Care
— Handle duties with such care as an ordinarily prudent person 

would exercise in like position under similar circumstances
— Be diligent and informed;  exercise honest and unbiased 

business judgment
— Business Judgment Rule:  Generally requires that decisions be 

made:
1) i d f ith1) in good faith
2) without a conflict of interest
3) on a reasonably informed basis
4) with a rational belief that the business judgment is in the best 

interests of the organization

6
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State Law Duties – Duty of Loyalty

• Duty of Loyalty

— Act in good faith and in the best interests of the organization (do 
not allow individual interests to prevail over the those of the 
organization)

— Focuses on 

1) conflicts of interest)

2) corporate opportunities

3) confidentiality issues

7

State Law Duties – Duty of Loyalty (cont.)

• Duty of Loyalty
— An interested transaction will not breach this duty where:

1) the interested director discloses interest and material facts;

2) the transaction is approved by a disinterested majority of the Board 
(or a committee thereof); and

3) the transaction was fair to the corporation at the time it was entered ) p
into

8

State Law Duties – Duty of Obedience

• Duty of Obedience

— A director should act with fidelity, within the bounds of the law, to 
the organization's mission and avoid committing acts beyond the 
scope of the powers of the corporation (ultra vires acts)

— A director is generally held liable only if the act is in violation of 
public policy or specific statute

— Courts often apply duty of care standards to this duty

— Directors who deal with investment issues should be particularly 
aware of state laws affecting investments

9

The Conflict of Interest Policy & Annual Disclosure 

• Establish parameters: 

— Define scope (i.e., what transactions are covered)

— Define reach (i.e., who is covered)

• Describe process for reviewing covered transactions:

— Duty to disclose y

— Refrain from influence 

— Recusal from consideration and vote (though conflicted party 
may be present to answer questions)

10

The Conflict of Interest Policy & Annual Disclosure 
(cont.)

— Review and consideration by independent members of the Board 
or committee

— Determination that the transaction is reasonable, fair and in the 
best interests of the organization (obtain comparability data as 
appropriate)

— Document determination in minutes

• Annual disclosure and acknowledgement

— Covered persons acknowledge that they have read and complied 
with the policy

— Disclose affiliations, business dealings, compensation 
arrangements, other situations/relationships that may give rise to 
a conflict (or the appearance of conflict), etc.

11

Basic Liability Protections for Directors

• Liability limitation in Articles of Incorporation

• Indemnification provision in Bylaws

• Directors and Officers liability insurance

• State volunteer immunity protection• State volunteer immunity protection

• Federal Volunteer Protection Act

12
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Federal Tax Law Issues Impacting Corporate 
Governance

• Directors must oversee an organization in accordance with its 
exempt mission

• The IRS demonstrates interest in corporate governance:

— Redesigned 990 focuses attention on governance practices and 
disclosure

1) IRS recently published a schedule of significant changes to the 
Form 990 on its website (www.irs.gov)

— IRS focus on reasonableness of executive compensation and 
other transactions with “insiders”, including officers and directors

13

Form 990 Part VI:  Governance, Management and 
Disclosure

• Part VI of the Form 990 has three Sections

— Section A:  Governing Body and Management

— Section B:  Policies

— Section C:  Disclosure

14

Form 990 Part VI:  Governance, Management and 
Disclosure (cont.)

• Note parenthetical to heading to Section B

— "(This Sections B requests information about policies not 
required by the Internal Revenue Code.)"

• Instructions note that all organizations must answer questions 
although not required by the Internal Revenue Codeg q y

— "IRS considers such policies and procedures to generally 
improve tax compliance“ 

— “the absence of appropriate policies and procedures can lead to 
opportunities for excess benefit transactions, inurement, 
operation for non-exempt purposes, or other activities 
inconsistent with exempt status”

15

Form 990 Part VI, Section A:  
Governing Body and Management

• Requires disclosure of number of total and "independent" 
members of the governing body defined as

— No compensation as officer or employee of organization (or a 
related organization)

1) But OK to receive reasonable compensation for board service

No more than $10 000 for independent contractor services— No more than $10,000 for independent contractor services

— No material financial benefits

— No family member received compensation or material financial 
benefits

16

Form 990 Part VI, Section A:  
Governing Body and Management (cont.)

• Requires disclosure of family or business relationships among 
directors, officers, key employees
— Family relationship:  spouse, ancestors, whole and half siblings, 

children, grandchildren and spouses
— Business relationship:

1) Employment with organization in which other party is more than 
35% owner, trustee, director, officer or  key employee35% o e , t ustee, d ecto , o ce o ey e p oyee

2) Direct or indirect business transaction with value of more than 
$10,000

3) Both parties are officers, directors, trustees or more than 10% 
owners of same business or investment entity

17

Form 990 Part VI, Section A:  
Governing Body and Management (cont.)

• Must state whether board actions are "contemporaneously 
documented"

— "Contemporaneously" means by the later of the date of next 
meeting or 60 days

• Must state whether copy of 990 was provided to governing 
body before it was filedbody before it was filed

— Must disclose 990 review process

18
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Form 990 Part VI, Part VI, Section B:  Policies

• Must check yes/no as to whether organization has the 
following policies:
— Conflict of interest policy/disclosure form
— Whistleblower policy
— Document retention and destruction policy

• Must state whether compensation process meets standards p p
for rebuttable presumption of reasonableness for:
— CEO
— other officers
— key employees

19

Form 990 Part VI, Section C:  Disclosure

• List states where 990 is required to be filed

• Check whether 990 is made public on the web or financial 
statements are made public upon request

• Describe whether and how governing documents, conflict 
policy and financial statements are made public

20

Intermediate Sanctions

• Section 4958, enacted by Congress in 1996, was established 
as a way to sanction the misuse by certain insiders of a tax 
exempt organization's assets

• Applicable to public charities

• Private foundations have to comply with a different regime• Private foundations have to comply with a different regime—
self-dealing.

21

Intermediate Sanctions (cont.)

• Section 4958 imposes "intermediate sanctions" in the form of 
excise taxes on "disqualified persons" (including founders, 
substantial contributors, officers, directors, and senior 
executives) who engage in "excess benefit transactions" with 
covered exempt organizations.

• Section 4958 also penalizes "organization managers" (officers• Section 4958 also penalizes organization managers (officers
and directors) who knowingly approve excess benefit 
transactions.

22

Intermediate Sanctions (cont.)

• Public charities need to ensure that they are paying 
reasonable compensation that is determined according to a 
fair and disinterested process

• Directors should become familiar with the steps needed to 
establish the rebuttable presumption of reasonableness under 
th l tithe regulations

23

Intermediate Sanctions: 
The Rebuttable Presumption of Reasonableness

• Transactions involving disqualified persons should be 
approved by a board or committee that 

— is composed of individuals unrelated to and not subject to the 
control of the disqualified persons;

— obtains and relies upon appropriate data as to comparability or 
value; andvalue; and

— adequately and contemporaneously documents the basis for its 
determination

24
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Best Practices:  Discharging the Duties of 
Care and Loyalty

• A board of directors should:

— meet at regularly scheduled times throughout the year

— receive information from management on a regular schedule 
established by the board

— keep accurate and complete records of its meetings and actions

— ensure that its documentation reflects the appropriate basis of 
board decisions

— be careful about communications regarding board decisions, by 
e-mail or otherwise

25

Best Practices:  Discharging the Duties of 
Care and Loyalty (cont.)

• Directors have certain rights to ensure that they can 
adequately discharge their duties:

— access to management and employees

— access to books and records

— adequate notice of meetings and actions

— right to dissent and have such dissent recorded

— access to regularly kept minutes

26

Best Practices:  Ensuring the Adequacy of 
Financial Controls/Oversight

• Financial expertise on the board

— Consider establishing an audit committee comprised of outside 
directors, including at least one "financial expert."

• The auditor should report directly to the board or committee 
and should meet with the committee outside the presence of 
managementmanagement

• The organization should also review procedures for:

— Proper retention of records

— Investigation of allegations by whistleblowers about financial 
(and other) improprieties

27

Contact

Tomer J. Inbar 212.336.2310
tinbar@pbwt.com

28
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[NAME OF THE ORGANIZATION]  

CHARITIES COMPLIANCE RESOLUTIONS 

WHEREAS, [NAME OF THE ORGANIZATION] (the “Organization”) has 
consistently adhered to the highest ethical standards of conduct in all of its activities, abiding by 
the letter and spirit of all applicable laws, and acting in a manner that enhances the 
Organization’s standing in the broader community; 

WHEREAS, the Organization recognizes that it is the responsibility of its 
trustees, officers and employees to act in a lawful and ethical manner and comply fully with 
appropriate standards of conduct and to avoid actions and relationships that might violate those 
standards; and 

WHEREAS, the Organization desires to expand and strengthen its existing 
compliance system; 

NOW, THEREFORE, IT IS HEREBY 

RESOLVED, that the Organization hereby adopts the following 
policies and procedures as elements of its compliance program: 

1.  A Code of Ethics and Business Conduct in the form attached 
hereto as Exhibit A which sets forth the Organization's general standards 
of legal and ethical conduct and requires each trustee, officer and 
supervising employee to confirm that he or she will abide with such Code. 

2.  A Conflicts of Interest Policy in the form attached hereto as 
Exhibit B to confirm that all organizational decisions are made solely to 
promote the best interests of the Organization without favor or preference 
based on personal considerations, and to provide for the highest ethical 
conduct with respect to the actions and business relationships of all 
employees. 

3.  An Employee Protection Policy in the form attached hereto as 
Exhibit C to prohibit reprisals for good faith reporting by employees of 
actual or possible violations of the law or the Organization’s policies. 

4.  A Document Retention Policy in the form attached hereto as 
Exhibit D. 

and further 

RESOLVED, that the Organization will adopt policies and 
procedures appropriate for its size and operations regarding receipts of 
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income and contributions, grants/scholarships, acting as an intermediary 
for fundraising purposes, as detailed in Exhibit E. 

RESOLVED, that the Organization hereby establishes a new 
standing committee of its Board of Trustees known as the Audit 
Committee consisting of at least three (3) trustees (excluding the president 
and treasurer) to discuss with the organization’s auditors any compliance 
and financial issues raised by the auditors and to ensure the organization’s 
compliance with the Code of Conduct; and further 

RESOLVED, that the Organization will maintain the services of a 
certified public accounting firm of appropriate size and sophistication to 
prepare annual audits of its financial records. 
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Approved by the Board of Trustees 
[Date] 

EXHIBIT A 

[Name of Organization] 
______________________________________

Code of Ethics and 
Business Conduct
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[Name of Organization]’s (the “Organization”) success and reputation depends on the 
integrity of its governing Board of Trustees, officers, employees, and agents.  To maintain that 
success and reputation, it is the responsibility of each trustee, employee, and agent to act in a 
lawful and ethical manner and comply fully with appropriate standards of conduct in all of their 
duties and responsibilities for the Organization. 

Accordingly, all of the Organization’s trustees, officers, employees and agents must 
maintain appropriate standards of business and ethical conduct, including the following: 

Rule 1:  Compliance with Legal Requirements

We must act in accordance with all laws and regulations which apply to us.   

Rule 2:  Adherence to Ethical Standards

We must maintain the highest ethical standards of conduct in all the Organization’s 
activities. 

Rule 3:  Respect for Beneficiaries

All beneficiaries of the Organization’s mission are entitled to equal access to services and 
are to be treated with care and respect.  In addition, we must respect their privacy. 

Rule 4:  Maintenance of Accurate Records and Documents

Organization records and reports must be accurately maintained.  Under no circumstances 
may any records be falsified, wrongfully destroyed, or misused. 

Rule 5:  Avoidance of Conflict of Interest 

Under no circumstances may any gift or other favor be given as an inducement or to be 
used for preferential treatment in organizational activities including, but not limited to, business 
and programmatic decisions. 

Neither you or members of your family may make use of any proprietary or confidential 
information learned in the course of employment or board service for personal benefit. 

Rule 6:  Following Proper Business Practices

Dishonest, fraudulent or unethical activities are prohibited. 
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Rule 7:  Community Benefit 

The Organization must be operated for the benefit of the community and none of its 
assets or income may be used in a manner that would jeopardize the Organization’s tax exempt 
status. This includes refraining from any political campaign activities.

Rule 8:  Inspiration to the Community 

We must conduct our affairs so that we inspire, and are looked upon favorably by, the 
broader community.

Reporting of Violations

All trustees, officers, employees and agents are required to come forward with any 
information regarding an actual or possible violation of this Code or the Organization’s policies 
and to cooperate fully in the investigation of any alleged violation. 

Reports should be made to the [President] or to the Board directly if with respect to the 
[President].

No type of disciplinary action will be taken against a person who in good faith reports 
actual or possible violations of the Code.

Discipline for Violations

The Organization will take disciplinary action, including dismissal when appropriate, 
against any person who violates any legal requirements or the Organization’s policies, including 
anyone who fails to report violations or retaliates against any individual for reporting in good 
faith a possible violation. 
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EXHIBIT B 

 [NAME OF ORGANIZATION]

POLICY ON CONFLICTS OF INTEREST

I. General Standards

All trustees and employees of [Name of Organization] (the “Organization”) have a duty 
of loyalty to the Organization, which includes: 

1. exercising utmost good faith in all matters relating to their duties and 
responsibilities to the Organization; and 

2. acting in a manner reasonably believed to be in the best interest of the 
Organization when discharging their duties. 

II.  Confidential Information

Each trustee and employee must protect the confidential information of the Organization 
(including financial information, beneficiary information and donor lists) and may not use any 
confidential information of the Organization for personal gain. 

III.   Appropriation of Corporate Opportunity

A trustee or employee may not participate in a transaction the trustee or employee knows 
or has reason to believe would fall within the present plans of the Organization or any of its 
beneficiaries without making prior written disclosure to the president of the Organization. 

IV. Disclosure of Potential Conflict of Interest

1.   Definition of Potential Conflict of Interest 

A trustee or employee has a potential conflict of interest if the trustee or employee or a 
Related Person (as defined below) is known to have a direct or indirect financial interest or other 
interest in or relationship (including board membership) with a beneficiary of the Organization 
(as defined below), or any business or entity which has a business, financial or competitive 
relationship with the Organization or a beneficiary of the Organization.  Ownership of less than 
5% of the outstanding shares of a publicly traded company will not be deemed a potential 
conflict of interest.

A “Related Person” is a person's spouse, parent, descendants, parents' descendants and 
spouse's parent's descendants. 
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A “beneficiary” is a person who directly benefits from the Organization’s activities. 

2.  Duty to Disclose

In connection with any actual or possible conflicts of interest, an interested trustee or 
employee must disclose the existence and nature of his or her financial interest and all material 
facts to the president of the Organization.  The president must make disclosures regarding him or 
herself to the Board of Trustees. In addition, the hiring of any person as an employee or 
consultant who is a Related Person to board member, officer or manager of the Organization will 
be disclosed to the Board of Trustees. 

3.   Procedure

If the president of the Organization determines that there is a conflict of interest, 
the following shall apply: 

(a) The individual in question may take no part in the Organization decisions 
to which the conflict relates. 

(b) In addition, with reference to employees, the president may prohibit the 
activity giving rise to the conflict. 

(c) In addition, with reference to trustees, if the conflict involves a matter 
under consideration by the Board of Trustees or a committee thereof, the 
trustee:

(i) shall disclose such interest to the other members of the Board or 
committee; and 

(ii) shall not vote on such transaction or attempt to influence the 
decision directly or indirectly.

Such disclosure and the fact that the trustee did not vote or participate in the 
deliberations shall be recorded in the relevant minutes. 

VII. Gifts

Trustees and employees of the Organization (and their Related Parties) may not solicit or 
accept gifts, gratuities, payments or other consideration of any kind, loans (other than from 
financial institutions) or other favors from, or on account of, any person or organization arising 
(i) because such person is or was a beneficiary of the Organization; or (ii) because such person or 
organization does, or is seeking to do, business or establish another relationship with the 
Organization.

VIII. Personal Use of Vendors or Beneficiaries

Trustees or employees in a position to influence purchasing decisions must promptly 
disclose to the president if within the last three years they (or their Related Parties) had, or are 
considering entering into, a personal transaction with a vendor or supplier known to be, or under 
consideration as, a vendor or supplier to the Organization.  This requirement is in addition to the 
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disclosure of a potential conflict of interest requirement of section IV above and the prohibition 
of certain gifts pursuant to section VII above.

IX. Questionnaire and Statement

1. It is the responsibility of all trustees and employees of the Organization to 
familiarize themselves with this Policy and to comply and to ensure compliance of Related 
Parties with it. 

2. In addition to the appropriate disclosures required by this Policy, the following 
persons must complete, sign and return to the president a questionnaire and statement concerning 
this Policy: (a) trustees of the Organization; (b) non-trustee officers of the Organization; (c) all 
supervisory employees of the Organization.  All trustees are required to return the questionnaire 
and statement on an annual basis.  Designated employees are required to return it on an annual 
basis. 

3. The questionnaire and statement will require the recipient to disclose all financial 
interests relating to a potential conflict and to affirm that the recipient: 

(a) has received a copy of the conflicts of interest policy,

(b) has read and understands the policy,  

(c) has agreed to comply with the policy, and  

(d) understands that the Organization is a charitable organization and that in 
order to maintain its federal tax exemption it must engage primarily in 
activities which accomplish one or more of its tax-exempt purposes.  

X. Report to the Board of Trustees

The president shall report to the board of the Organization at least once annually 
concerning any disclosures of potential conflicts of interest made to them, and any other conflicts 
of interest which have occurred. 
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[NAME OF ORGANIZATION] 

CONFLICTS OF INTEREST DISCLOSURE STATEMENT 

The Conflicts of Interest Policy (the “Policy”) of [Name of Organization] (the “Organization”) 
requires that each trustee, officer and supervisory employee annually: (i) affirm to the 
Organization in writing certain specified matters as set forth below; and (ii) disclose to the 
Organization any financial interest (as defined in the Policy) that might directly or indirectly 
constitute a conflict of interest, as further described in the Policy. 

___________________________________________________________

Please initial each statement that applies to you: 

____ I have received a copy of the Organization’s Conflicts of Interest Policy and have read and 
understand it. 

____ I hereby agree to comply with the Conflicts of Interest Policy. 

____ I understand that the Organization is a charitable, tax-exempt organization and that in order 
to maintain its tax-exempt organizational status, the Organization must engage primarily in 
activities that accomplish one or more of its charitable, tax-exempt purposes. 

____ I have no actual knowledge and am not aware of financial Interest that I am required to 
disclose under the Conflicts of Interest Policy. 

____ I have a financial interest that I am required to disclose under the Conflicts of Interest 
Policy. I hereby disclose all facts and circumstances concerning financial interest and conflict of 
interest that are known to me, as described in the attached letter. (Please attach a letter 
providing complete details, facts and circumstances concerning such Financial or Other 
Material Interest). 

Signature: ______________________________________ 

Printed Name: ______________________________________ 

Position: ______________________________________ 

Date: ______________________________________ 
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EXHIBIT C 

[NAME OF ORGANIZATION] 

Employee Protection Policy

The board of trustees of [Name of Organization] (the “Organization”) has adopted 
the following Employee Protection Policy: 

If any employee reasonably believes that some policy, practice, or activity of the 
Organization is in violation of law, a written complaint may be filed by that employee with the 
supervisor.  However, if the employee is not comfortable reporting to the supervisor, or is not 
satisfied with the supervisor’s response, the employee may speak with any other executive or 
board officer of the Organization. 

It is the intent of the Organization to adhere to all laws and regulations that apply 
to the Organization, and the underlying purpose of this Policy is to support the Organization’s 
goal of legal compliance.  The support of all employees is necessary to achieving compliance 
with various laws and regulations.  An employee is protected from retaliation only if the 
employee brings the alleged unlawful activity, policy, or practice to the attention of an 
appropriate person of the Organization and provides them with a reasonable opportunity to 
investigate and appropriately respond to and make appropriate corrections with respect to the 
alleged unlawful activity.  The protection described below is only available to employees that 
comply with this requirement.  

The Organization will not retaliate against an employee who, in good faith, has 
made a protest or raised a complaint against some practice of the Organization or of another 
individual or entity with whom the Organization had a business relationship, on the basis of a 
reasonable belief that the practice is in violation of law or a clear mandate of public policy.  

Nothing in this Policy is intended to or shall alter the at work nature of any 
employee’s employment status with the organization. 

Page 126



3

EXHIBIT D 

[NAME OF ORGANIZATION]

RECORD RETENTION AND DESTRUCTION POLICY

1. Purpose

The purpose of this Policy is to ensure that necessary records and documents of are 
adequately protected and maintained and to ensure that records that are no longer needed by of [Name of 
Organization] ( the “Corporation”) or are of no value are discarded at the proper time.  This Policy is 
also for the purpose of aiding employees of Corporation in understanding their obligations in retaining 
electronic documents - including e-mail, Web files, text files, sound and movie files, PDF documents, and 
all Microsoft Office or other formatted files. 

2. Policy

This Policy represents the Corporation’s policy regarding the retention and disposal of 
records and the retention and disposal of electronic documents. 

3. Administration

Attached as Appendix A is a Record Retention Schedule that is approved as the initial 
maintenance, retention and disposal schedule for physical records of Corporation and the retention and 
disposal of electronic documents.  The Executive Director (the “Administrator”) is the officer in charge of 
the administration of this Policy and the implementation of processes and procedures to ensure that the 
Record Retention Schedule is followed.  The Administrator is also authorized to: make modifications to 
the Record Retention Schedule from time to time to ensure that it is in compliance with local, state and 
federal laws and includes the appropriate document and record categories for Corporation; monitor local, 
state and federal laws affecting record retention; annually review the record retention and disposal 
program; and monitor compliance with this Policy. 

4. Suspension of Record Disposal In Event of Litigation or Claims

In the event Corporation is served with any subpoena or request for documents or 
any employee becomes aware of a governmental investigation or audit concerning Corporation or 
the commencement of any litigation against or concerning Corporation, such employee shall 
inform the Administrator and any further disposal of documents shall be suspended until shall 
time as the Administrator, with the advice of counsel, determines otherwise. The Administrator 
shall take such steps as is necessary to promptly inform all staff of any suspension in the further 
disposal of documents. 

5. Applicability

This Policy applies to all physical records generated in the course of Corporation s 
operation, including both original documents and reproductions.  It also applies to the electronic 
documents described above.  
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APPENDIX A - RECORD RETENTION SCHEDULE 

The Record Retention Schedule is as follows: 

ACCOUNTING AND FINANCE 

Record Type Retention Period

Accounts Payable ledgers and schedules 7 years 

Accounts Receivable ledgers and schedules 7 years

Annual Audit Reports and Financial Statements Permanent 

Annual Audit Records, including work papers and 
other documents that relate to the audit 7 years after completion of audit 

Annual Plans and Budgets 2 years 

Bank Statements and Canceled Checks 7 years

Employee Expense Reports 7 years

General Ledgers Permanent

Interim Financial Statements 7 years 

Notes Receivable ledgers and schedules 7 years 

Investment Records 7 years after sale of investment 

Credit card records (documents showing customer 
credit card number) 2 years 

Credit card record retention and destruction 

A credit card may be used to pay for donations to Corporation. 

All records showing customer credit card number must be locked in a desk drawer or a file 
cabinet when not in immediate use by staff. 

If it is determined that information on a document, which contains credit card information, is 
necessary for retention beyond 2 years, then the credit card number will be cut out of the 
document. 
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CONTRACTS 

Record Type Retention Period

Contracts and Related Correspondence (including 
any proposal that resulted in the contract and all 
other supportive documentation) 

7 years after expiration or termination  

CORPORATE RECORDS  

Record Type Retention Period

Corporate Records (minute books, signed minutes 
of the Board and all committees, corporate seals, 
articles of incorporation, bylaws, annual 
corporate reports) 

Permanent 

Licenses and Permits  Permanent 

CORRESPONDENCE AND INTERNAL MEMORANDA 

General Principle:  Most correspondence and internal memoranda should be retained for the same 
period as the document they pertain to or support. For instance, a letter pertaining to a particular 
contract would be retained as long as the contract (7 years after expiration). It is recommended that 
records that support a particular project be kept with the project and take on the retention time of 
that particular project file.

Correspondence or memoranda that do not pertain to documents having a prescribed retention 
period should generally be discarded sooner. These may be divided into two general categories: 

Those pertaining to routine matters and having no significant, lasting consequences should be 
discarded within two years. Some examples include: 

� Routine letters and notes that require no acknowledgment or follow-up, such as notes of 
appreciation, congratulations, letters of transmittal, and plans for meetings. 

� Form letters that require no follow-up. 
� Letters of general inquiry and replies that complete a cycle of correspondence. 
� Letters or complaints requesting specific action that have no further value after changes are 

made or action taken (such as name or address change). 
� Other letters of inconsequential subject matter or that definitely close correspondence to 

which no further reference will be necessary. 
� Chronological correspondence files. 

Copies of interoffice correspondence and documents where a copy will be in the originating 
department file should be read and destroyed, unless that information provides reference to or 
direction to other documents and must be kept for project traceability. 
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Those pertaining to non-routine matters or having significant lasting consequences should generally 
be retained permanently. 

ELECTRONIC DOCUMENTS 

1. Electronic Mail: Not all email needs to be retained, depending on the subject matter.  
� All e-mail—from internal or external sources—is to be deleted after 12 months.  
� Staff will strive to keep all but an insignificant minority of their e-mail related to business 

issues.
� Corporation will archive e-mail for six months after the staff has deleted it, after which time 

the e-mail will be permanently deleted. 
� All Corporation business-related email should be downloaded to a service center or user 

directory on the server.
� Staff will not store or transfer Corporation -related e-mail on non-work-related computers 

except as necessary or appropriate for Corporation purposes.  

2. Electronic Documents: including Microsoft Office Suite and PDF files. Retention also depends 
on the subject matter. 
� PDF documents – The length of time that a PDF file should be retained should be based 

upon the content of the file and the category under the various sections of this policy. The 
maximum period that a PDF file should be retained is 6 years. PDF files the employee 
deems vital to the performance of his or her job should be printed and stored in the 
employee’s workspace. 

� Text/formatted files - Staff will conduct annual reviews of all text/formatted files (e.g., 
Microsoft Word documents) and will delete all those they consider unnecessary or outdated. 
After five years, all text files will be deleted from the network and the staff’s 
desktop/laptop. Text/formatted files the staff deems vital to the performance of their job 
should be printed and stored in the staff’s workspace. 

3. Web Page Files: Internet Cookies 
� All workstations: Internet Explorer should be scheduled to delete Internet cookies once per 

month. 

Corporation does not automatically delete electronic files beyond the dates specified in this 
Policy. It is the responsibility of all staff to adhere to the guidelines specified in this policy. 

Each day the Corporation will run a tape backup copy of all electronic files (including email) on 
Corporation’s servers, as specified in the Corporation Disaster Recovery Plan. This backup tape 
is a safeguard to retrieve lost information within a one-year retrieval period should documents on 
the network experience problems. The tape backup copy is considered a safeguard for the record 
retention system of Corporation, but is not considered an official repository of Corporation 
records. All monthly and yearly tapes are stored offsite according to Corporation’s Disaster 
Recovery Policy. 

In certain cases a document will be maintained in both paper and electronic form. In such cases 
the official document will be the electronic document. 
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GRANT RECORDS  

Record Type Retention Period

Original grant proposal 7 years after completion of grant period 

Grant agreement and subsequent modifications, if 
applicable 7 years after completion of grant period 

All requested IRS/grantee correspondence 
including determination letters and “no change” 
in exempt status letters 

7 years after completion of grant period 

Final grantee reports, both financial and narrative 7 years after completion of grant period 

All evidence of returned grant funds 7 years after completion of grant period 

All pertinent formal correspondence including 
opinion letters of counsel 7 years after completion of grant period 

Report assessment forms 7 years after completion of grant period 

Documentation relating to grantee evidence of 
invoices and matching or challenge grants that 
would support grantee compliance with the grant 
agreement 

7 years after completion of grant period 

Pre-grant inquiry forms and other documentation 
for expenditure responsibility grants 7 years after completion of grant period 

Grantee work product produced with the grant 
funds 7 years after completion of grant period 

INSURANCE RECORDS 

Record Type Retention Period

Annual Loss Summaries 10 years 

Audits and Adjustments 3 years after final adjustment 

Certificates Issued to Corporation Permanent 

Claims Files (including correspondence, medical 
records, injury documentation, etc.)  Permanent 

Group Insurance Plans - Active Employees Until Plan is amended or terminated 

Group Insurance Plans – Retirees Permanent or until 6 years after death of 
last eligible participant
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Record Type Retention Period

Inspections 3 years 

Insurance Policies (including expired policies) Permanent 

Journal Entry Support Data 7 years 

Loss Runs 10 years 

Releases and Settlements 25 years 

LEGAL FILES AND PAPERS 

Record Type Retention Period

Legal Memoranda and Opinions (including all subject 
matter files) 7 years after close of matter

Litigation Files 1 year after expiration of appeals or time for 
filing appeals 

Court Orders Permanent 

Requests for Departure from Records Retention Plan 10 years 

MISCELLANEOUS 

Record Type Retention Period

Consultant's Reports 2 years 
Material of Historical Value (including pictures, 
publications) Permanent  

Policy and Procedures Manuals – Original Current version with revision history  

Policy and Procedures Manuals - Copies Retain current version only 

Annual Reports Permanent 
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PAYROLL DOCUMENTS 

Record Type Retention Period

Employee Deduction Authorizations 4 years after termination 

Payroll Deductions Termination + 7 years 

W-2 and W-4 Forms Termination + 7 years 

Garnishments, Assignments, Attachments Termination + 7 years 

Labor Distribution Cost Records 7 years 

Payroll Registers (gross and net) 7 years 

Time Cards/Sheets 2 years 

Unclaimed Wage Records 6 years 

PENSION DOCUMENTS AND SUPPORTING EMPLOYEE DATA 

General Principle: Pension documents and supporting employee data shall be kept in such a 
manner that Donors Forum can establish at all times whether or not any pension is payable to any 
person and if so the amount of such pension. 

Record Type Retention Period

Retirement and Pension Records Permanent 

PERSONNEL RECORDS 

Record Type Retention Period

Commissions/Bonuses/Incentives/Awards 7 years 

EEO- I /EEO-2 - Employer Information Reports 2 years after superseded or filing 
(whichever is longer) 

Employee Earnings Records Separation + 7 years 

Employee Handbooks  1 copy kept permanently 

Employee Medical Records Separation + 6 years 
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Record Type Retention Period

Employee Personnel Records (including individual 
attendance records, application forms, job or status 
change records, performance evaluations, 
termination papers, withholding information, 
garnishments, test results, training and qualification 
records) 

6 years after separation 

Employment Contracts – Individual 7 years after separation 

Employment Records - Correspondence with 
Employment Agencies and Advertisements for Job 
Openings

3 years from date of hiring decision 

Employment Records - All Non-Hired Applicants 
(including all applications and resumes - whether 
solicited or unsolicited, results of post-offer, 
pre-employment physicals, results of background 
investigations, if any, related correspondence) 

2-4 years (4 years if file contains any 
correspondence which might be 
construed as an offer) 

Job Descriptions 3 years after superseded 

Personnel Count Records 3 years 

Forms I-9 3 years after hiring, or 1 year after 
separation if later 

PROPERTY RECORDS 

Record Type Retention Period

Correspondence, Property Deeds, Assessments, 
Licenses, Rights of Way Permanent 

Original Purchase/Sale/Lease Agreement Permanent 

Property Insurance Policies Permanent 

TAX RECORDS 

General Principle: Donors Forum must keep books of account or records as are sufficient to 
establish amount of gross income, deductions, credits, or other matters required to be shown in any 
such return. 

These documents and records shall be kept for as long as the contents thereof may become material 
in the administration of federal, state, and local income, franchise, and property tax laws. 
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Record Type Retention Period

Tax-Exemption Documents  
and Related Correspondence Permanent 

IRS Rulings Permanent 

Excise Tax Records 7 years 

Payroll Tax Records 7 years 

Tax Bills, Receipts, Statements 7 years 

Tax Returns - Income, Franchise, Property Permanent 

Tax Workpaper Packages - Originals 7 years 

Sales/Use Tax Records 7 years 

Annual Information Returns - Federal and State Permanent 

IRS or other Government Audit Records Permanent 

CONTRIBUTION RECORDS 

Record Type Retention Period

Records of Contributions Permanent 

Corporation’s or other documents evidencing 
terms of gifts Permanent 

PROGRAM AND SERVICE RECORDS 

Record Type Retention Period

All services 7 years 

Page 135



554005-10

EXHIBIT E 

Additional Policies and Procedures

The organization will implement policies and procedures applicable to its size and 
operations in accordance with the following: 

6. Receipts.  The organization will consider adopting policies and procedures 
not accept cash for the payment of services, tuition or any fees for programs or services provided 
other than for nominal amounts (as determined by the Board of Trustees). If the organization 
does determine to accept cash for such items, the organization will comply with all applicable 
government reporting requirements with respect to the receipt of cash, including the IRS 
requirements to report cash transactions of over $10,000 for a single transaction or related 
transactions over a 12 month period.  In addition, the organization will develop a system to log in 
all receipts and to account for them properly. 

7. Grants/Scholarships.  The organization will ensure that all grants and 
scholarships are awarded only after a formal approval process through a grant/scholarship 
approval committee. The process should include a formal written application that includes the 
reasons for the grant/scholarship, and documentation of the approval committee (including the 
details of who approved the grant).  Once awarded, all grants are to be paid by check. The 
organization should designate an appropriate person or committee to monitor the grant (as 
applicable) and require documentation of how the funds were spent (as applicable).

8. Agency Transactions.  A procedure will be established as to all 
transactions in which the organization acts as an intermediary for fundraising purposes to ensure 
its compliance with applicable law and as to the recording of the transactions. 
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A PRACTICAL GUIDE TO THE  
NEW YORK PRUDENT MANAGEMENT OF INSTITUTIONAL FUNDS ACT 

Office of the Attorney General 
Charities Bureau

 The Charities Bureau of the New York State Attorney General’s Office offers this guide 
on the New York Prudent Management of Institutional Funds (“NYPMIFA” or “the Act”), which 
took effect on September 17, 2010. This guide provides an overview of the Act and includes 
practical guidance that is intended to assist charities and other institutions in complying with the 
Act’s new requirements.  This guide contains general information and is not a substitute for legal 
advice from an attorney. 

BACKGROUND

 NYPMIFA – New York’s version of the Uniform Prudent Management of Institutional 
Funds Act (“UPMIFA”) – governs the management and investment of funds held by not-for-profit 
corporations and other institutions.  It replaces and updates key provisions of the Uniform 
Management of Institutional Funds Act (“UMIFA”), which was adopted in New York in 1978.

NYPMIFA makes important changes to the rules governing the spending of endowment 
funds – funds that are not wholly expendable on a current basis due to donor-imposed restrictions 
on spending. In particular, and unlike prior law, it allows institutions to spend endowment funds 
below their original dollar amount (“historic dollar value”) without court approval or Attorney 
General review, if the institution’s board of directors concludes that such spending is prudent. 
NYPMIFA also provides standards for the prudent management and investment of institutional 
funds, the delegation of management and investment functions to outside advisors, and procedures 
for lifting or modifying donor-imposed restrictions on the management, expenditure or use of 
institutional funds. 

Recognizing that the proposed uniform legislation (UPMIFA) gives boards of directors 
broader authority to spend donor-restricted endowment funds than they had under prior law, New 
York’s version of the legislation built in additional requirements for institutions and their boards 
and additional protections for donors – provisions unique among the 47 states that had thus far 
adopted UPMIFA. Among other things, NYPMIFA requires that boards determine whether it is 
appropriate to consider alternatives before deciding whether to authorize expenditure of an 
endowment fund. It also requires that a notice be given to available donors of endowment funds 
who executed the gift instrument before September 17, 2010, allowing these donors to opt out of 
the new rule permitting institutions to spend below the historic dollar value of endowment funds. 
In addition, the Act includes several provisions that strengthen corporate governance with respect 
to oversight of institutional funds and delegation of management and investment functions. These 
additional provisions are designed to encourage and assist boards to exercise their broader 
spending powers responsibly. 

The text of the Act is on the Charities Bureau website at www.charitiesNYS.com. 
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OVERVIEW OF THE ACT 

The Act adds a new Article, 5-A (§§ 550-558), to New York’s Not-for-Profit Corporation 
Law (N-PCL),1 which addresses four principal areas: 

� Standards of conduct for prudently managing and investing institutional funds 
(new N-PCL § 552); 

� Rules that boards must follow in deciding whether to appropriate from or 
accumulate endowment funds (new N-PCL § 553); 

� Standards for delegating management and investment functions to outside 
agents (new N-PCL § 554); and 

� Rules pertaining to the lifting or modification of donor restrictions on 
management and investment of institutional funds, and on donor restrictions on 
use of such funds (new N-PCL § 555). 

The Act applies to all entities defined as “institutions” under the Act, including all New 
York not-for-profit corporations, corporations formed under the Religious Corporations Law and 
education corporations as defined in Education Law § 216-a.2 Under the Act, whenever an action 
is required to be taken by an institution, such action must be authorized by the institution’s 
governing board. N-PCL § 551(d). 

Standard of Conduct in Managing and Investing Institutional Funds (N-PCL § 552) 

The Act provides that each person responsible for managing and investing an institutional 
fund “shall manage and invest the fund in good faith and with the care an ordinarily prudent 
person in a like position would exercise under similar circumstances.” N-PCL § 552(b). The Act 
sets forth basic requirements for satisfying the standard of prudence, including a requirement that 
an institution make a reasonable effort to verify facts relevant to the management and investment 
of the fund, and that an institution only incur costs that are reasonable and appropriate.

 The Act also requires that the following factors, if relevant, be considered in managing and 
investing an institutional fund: 

(1) general economic conditions; 
(2) the possible effect of inflation or deflation; 
(3) the expected tax consequences, if any, of investment decisions or strategies; 
(4) the role that each investment or course of action plays within the overall 

investment portfolio of the fund; 
(5) the expected total return from income and the appreciation of investments; 

1 The Act also amends portions of N-PCL Article 5 and N-PCL § 717, as well as sections of the Religious 
Corporations Law, the Estates Powers and Trusts Law, the Surrogate’s Court Procedure Act, and the Executive Law. 
L.2010 ch.490 §§ 2-14. The existing special rules for cemetery corporations continue to apply. See N-PCL § 1507. 

2 N-PCL § 551(d) defines “institution” as: “(1) a person, other than an individual, organized and operated exclusively 
for charitable purposes; (2) a trust that had both charitable and noncharitable interests, after all noncharitable interests 
have terminated; or (3) any corporation described in subparagraph five of paragraph (a) of section 102 (Definitions).”  
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(6) other resources of the institution; 
(7) the needs of the institution and the fund to make distributions and to preserve 

capital; and 
(8) an asset’s special relationship or special value, if any, to the purposes of the 

institution.

N-PCL § 552(e)(1). 

 Additionally, the Act requires that investments of an institutional fund be diversified 
“unless the institution prudently determines that, because of special circumstances, the purposes 
of the fund are better served without diversification.” N-PCL § 552(e)(4). A decision not to 
diversify must be reviewed as frequently as circumstances require, but at least annually.

 The Act also requires every institution to adopt a written investment policy setting forth 
guidelines on investments and delegation of management and investment functions. N-PCL 
§ 552(f). 

Expenditure of Endowment Funds (N-PCL § 553)
 Unless stated otherwise in the gift instrument, the assets in an endowment fund are donor-
restricted assets (i.e., may not be spent) until they are “appropriated for expenditure” by the 
institution. N-PCL § 553(a). Although this term is not defined in the Act, an appropriation is 
generally understood to mean a decision by the governing board to release a portion of an 
endowment fund from the donor-imposed restriction on spending, thus authorizing it to be spent 
in accordance with the terms of the gift instrument. Funds appropriated for expenditure need not 
be spent immediately; such funds may be appropriated on one date and spent at a later date or 
over a period of time. Effective September 17, 2010, decisions to appropriate from endowment 
funds are governed by N-PCL § 553. 

 Under prior law, an institution could appropriate for expenditure so much of the net 
appreciation as its governing board determined was prudent; however, the institution could not 
appropriate below the historic dollar value of an endowment fund without court approval unless 
the gift instrument permitted such appropriation. See former N-PCL § 513(c). The Act removes 
the prohibition on appropriations below the historic dollar value of endowment funds; however, 
the donor of an endowment fund established before September 17, 2010 who is “available” as 
defined in the Act may opt to retain the historic dollar value limit with respect to that fund by 
responding to a notice sent by the institution (see below). Furthermore, as under prior law, the 
donor of an endowment fund may include an explicit spending limitation in the gift instrument. 
The Act continues to require that decisions to appropriate for expenditure from endowment funds 
be made prudently, but adds specific criteria for determining when this standard is met. 

 In deciding whether to appropriate from an endowment fund, the institution must act “in 
good faith, with the care that an ordinarily prudent person in a like position would exercise under 
similar circumstances,” and must consider, if relevant, the following factors: 

(1)  the duration and preservation of the endowment fund; 
(2)  the purposes of the institution and the endowment fund; 
(3)  general economic conditions; 
(4)  the possible effect of inflation or deflation; 
(5)  the expected total return from income and the appreciation of investments; 
(6)  other resources of the institution; 
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(7)  where appropriate and circumstances would otherwise warrant, alternatives 
to expenditure of the endowment fund, giving due consideration to the 
effect that such alternatives may have on the institution; and 

(8)  the investment policy of the institution. 

N-PCL § 553(a)(1)-(8). 

 The seventh factor, requiring an institution to consider alternatives to expenditure, is 
unique to New York and is discussed further in the Guidance below.  

Contemporaneous Records

 An institution must make a contemporaneous record of the consideration it gave to each of 
the factors in deciding to appropriate. If the institution decides to accumulate rather than appropriate 
from an endowment fund, it must also keep a record of such action. N-PCL § 553(a), (f). 

Presumption of Imprudence

 For endowment gifts made after September 17, 2010, the Act creates a rebuttable 
presumption of imprudence if an institution appropriates more than 7% of the fund’s fair market 
value (averaged over a period of not less than the preceding five years) in any year. The 
presumption of imprudence does not apply to appropriations permitted by law or by the gift 
instrument. An appropriation of 7% or less of an endowment fund’s value in any year is not 
presumptively prudent. N-PCL § 553(d)(1), (2). 

Notice to Donors of Endowment Funds

The Act allows “available” donors of endowment gifts made pursuant to gift instruments 
executed before September 17, 2010 to opt out of the new rule permitting institutions to 
appropriate below the historic dollar value of endowment funds.  A donor is considered available 
if the donor can be found with reasonable efforts and is living (if an individual) or conducting 
activities (if an entity).  The institution must send each available donor a written notice describing 
the donor’s two options, which contains language substantially as follows: 

Attention, Donor: 
Please check Box #1 or #2 below and return to the address shown above. 

( ) #1 The institution may spend as much of my gift as may be prudent. 
( ) #2 The institution may not spend below the original dollar value of my gift. 

If you check Box #1 above, the institution may spend as much of your endowment 
gift (including all or part of the original value of your gift) as may be prudent under 
the criteria set forth in Article 5-A of the Not-for-Profit Corporation Law (The 
Prudent Management of Institutional Funds Act). 
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If you check Box #2 above, the institution may not spend below the original dollar 
value of your endowment gift but may spend the income and the appreciation over 
the original dollar value if it is prudent to do so. The criteria for the expenditure of 
endowment funds set forth in Article 5-A of the Not-for-Profit Corporation Law 
(The Prudent Management of Institutional Funds Act) will not apply to your gift. 

N-PCL § 553(e)(1). 

 If the donor does not respond within 90 days from the date notice was given, or if the 
donor returns the notice within 90 days and checks Box #1, NYPMIFA’s new spending rules will 
apply to the donor’s endowment gift. If the donor checks Box #2, the institution may not 
appropriate for expenditure below the historic dollar value of the endowment gift but may spend 
the income and appropriate the appreciation over historic dollar value if it is prudent to do so, 
unless otherwise prohibited by the gift instrument. Institutions must keep a record of all notices 
sent to donors. See N-PCL § 553(f). 

  Donor notice is not required in three circumstances: 

� The gift instrument already permits spending below historic dollar value; 

� The gift instrument expressly limits spending in the manner set forth in § 553(b) of 
the Act; or 

� The donor made the gift in response to an institutional solicitation but did not 
include a separate statement restricting use of the funds. 

N-PCL § 553(e)(2). 

Delegation of Management and Investment Functions to Outside Agents (N-PCL § 554)
NYPMIFA sets forth legal standards that govern the delegation of management and 

investment functions by boards of directors to agents outside of the institution (external agents). 
The Act requires that boards use prudence in selecting, continuing or terminating an agent, and 
that they consider, among other things, the agent’s independence including any conflicts of 
interest that such agent has or may have. 

Standard of Care for Delegation

 The Act provides that, subject to any specific limitation set forth in a gift instrument or 
another law, an institution may delegate to an external agent the management and investment of 
an institutional fund to the extent that such a delegation is prudent under the circumstances. In 
order to delegate prudently, an institution must act in good faith, with the care that an ordinarily 
prudent person in a like position would exercise under similar circumstances in: 

(1) selecting, continuing or terminating an agent, including assessing the agent’s 
independence including any conflicts of interest such agent has or may have; 

(2) establishing the scope and terms of the delegation, including the payment of 
compensation, consistent with the purposes of the institution and the 
institutional fund; and 
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(3) monitoring the agent’s performance and compliance with the scope and terms 
of the delegation. 

N-PCL § 554(a)(1)-(3). 

Standard of Care for External Agent Performing Delegated Duties

 In performing a delegated function, an external agent owes a duty to the institution to 
exercise reasonable care, skill and caution to comply with the scope and terms of the delegation. 
N-PCL § 554(b).  The Act continues to require that any contract that delegates a management or 
investment function to an external agent must provide that the contract may be terminated at any 
time, without penalty, with up to 60 days prior notice. N-PCL § 554(e). 

Release of Donor-Imposed Restrictions on Management, Investment, or Purpose of an 
Institutional Fund (N-PCL § 555) 

 The Act modifies the standards for releasing donor-imposed restrictions on institutional 
funds, including restrictions on the management and investment of funds, the expenditure of funds 
(endowment restrictions), and the purposes for which a fund may be used.  It also sets forth 
procedures for seeking court release of restrictions, and a new procedure for releasing restrictions 
on funds valued at less than $100,000 that have been in existence for more than 20 years. 

As under prior law, an institution may obtain the donor’s written consent to release or 
modify a restriction on management or investment. If the donor is available and withholds such 
consent, or if the donor is not available, an institution may seek court approval to release or 
modify a restriction regarding the management or investment of an institutional fund if the 
restriction is impracticable or wasteful, impairs management or investment or if, because of 
circumstances not anticipated by the donor, a modification or release would further the purposes 
of the fund. To the extent practicable, any modification must be made in accordance with the 
donor’s probable intention. N-PCL § 555(a), (b). 

 Similarly, an institution may obtain the donor’s written consent to release or modify a use 
restriction.  If the donor is available and withholds such consent, or if the donor is not available, 
an institution may also seek court approval to release a donor’s restriction on the use of a fund if 
the restriction becomes impossible, impracticable, unlawful or wasteful. N-PCL § 555(c).

A key difference from prior law is that under NYPMIFA an institution may seek court 
release from a restriction if the donor does not consent to the release. Notice of the court 
proceeding must be provided to the donor and to the Attorney General, both of whom will have an 
opportunity to be heard. N-PCL § 555(b), (c).  However, under the Act, the executors or heirs of a 
deceased donor are not included in the definition of “donor” and thus are not entitled to notice. 

In addition, the Act provides a new procedure whereby an institution may lift or modify a 
donor-imposed restriction on the management, investment, or purpose of an institutional fund if 
the fund is less than $100,000 in value and has been in existence for more than 20 years. If an 
institution determines that such a restriction is unlawful, impracticable, impossible to achieve, or 
wasteful, the institution may release or modify the restriction, in whole or part, without court 
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approval, after giving written notice to the Attorney General, unless the Attorney General objects 
to the release or modification within 90 days. If the Attorney General does not notify the 
institution within 90 days, the institution may proceed with the release or modification. N-PCL 
§ 555(d). 

 The institution’s written notice to the Attorney General must contain the following: 

� An explanation of (i) the institution’s determination that the restriction is unlawful, 
impracticable, impossible to achieve, or wasteful, and (ii) the proposed release or 
modification;

� A copy of a record of the institution approving the release or modification; and

� A statement of the proposed use of the institutional fund after such release or 
modification.

N-PCL § 555(d)(2), (3). 

The notice must also be given to the donor, if available.3

After releasing or modifying the restriction, the institution must use the property in a 
manner consistent with the purposes expressed in the gift instrument. N-PCL § 555(d)(1)(C). 

Solicitations for Endowment Funds (Executive Law § 174-b[2]) 
 The Act also amends Executive Law § 174-b[2] to require a disclosure when institutions 
solicit for endowment funds. Under the new provision, the solicitation must include a statement 
that, unless otherwise restricted by the gift instrument pursuant to N-PCL § 553(b), the institution 
may expend so much of the endowment fund as it deems prudent after considering the factors set 
forth N-PCL § 553(a).4

3 Although the Act provides that notice to the donor need not be given for funds described in N-PCL § 553(e)(2)(B), 
this appears to be a drafting error. The intended reference may have been to § 553(e)(2)(C), where the gift consists of 
funds received as a result of an institutional solicitation without a separate statement by the donor expressing a 
restriction on the use of funds. Absent clarification by the Legislature, it is the view of this Office that notice pursuant 
to N-PCL § 555(d) should be given to any donor that is available. 

4 L.2010 ch.490 §14 (amending Executive Law §  174-b[2]). 

Page 148



GUIDANCE

 In the following sections, we provide practical guidance for institutions on key topics 
covered by the Act.  This guidance is subject to change and may be supplemented from time to 
time. The views expressed here are those of the Attorney General’s Charities Bureau; the meaning 
and effect of the provisions of the Act are ultimately matters for determination by the Courts of 
this State.  

Notice to Donors of Endowment Funds

Is notice to donors required? 

The Act states that unless an exception applies, an institution “must” provide 90 days 
notice to available endowment donors who executed gift instruments prior to September 17, 2010 
before applying the new endowment spending rules in N-PCL § 553(a) for the first time. The 
notice requirement as written is not optional; the institution must send the notice before 
appropriating from the endowment fund. (The three exceptions to the notice requirement are 
described on page 5 above.) 

 It is possible that in the interim between September 17, 2010 and the issuance of this 
guidance some institutions, acting in good faith, may have appropriated from endowment funds 
before sending notice to the donors as required by N-PCL § 553(e)(1). In this case, the institution 
should promptly send the notice to donors if it has not already done so. If the donor responds by 
checking Box #2 on the notice, it is the view of this Office that the institution must restore the 
fund to its historic dollar value if any pre-notice appropriation reduced the fund below that level. 
(The rules that apply when the donor checks Box #2 are discussed below.)

Questions have been asked about whether notice is required if the endowment fund is 
above historic dollar value and the institution has no present intention to appropriate below 
historic dollar value. It is the view of this Office that notice is required. The Act makes no 
distinction between funds that are above historic dollar value or below; the notice is required in 
either case. If notice were not required while the fund is above historic dollar value, institutions 
could delay sending the notice, perhaps indefinitely, which is not, in our view, what the 
Legislature intended.

 Read in the context of N-PCL § 553 as a whole, the notice serves two related but distinct 
policy objectives: (1) to provide the donor with information about the change in law with regard 
to an institution’s authority to appropriate for expenditure below the historic dollar value of 
endowment funds, and (2) to give the donor an opportunity to clarify or amend the terms of the 
donor’s gift with regard to such appropriations. The informational purpose of the notice is not 
served if the notice is not given. Furthermore, although a particular endowment fund may be 
“above water” now, the fund may drop below historic dollar value at some point in the future 
when the donor may no longer be available to clarify or amend the terms of the gift. Delaying the 
notice or withholding it altogether would deprive the donor of the statutorily-mandated 
opportunity to clarify or amend the terms of the gift with regard to appropriations below historic 
dollar value. For these reasons, it is this Office’s view that institutions are required to send the 
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notice to all available donors of endowment gifts who executed the gift instrument before 
September 17, 2010, unless a statutory exception applies.  

May an institution appropriate from an endowment fund during the 90-day period after notice 
is sent?

 Although not expressly addressed in the Act, it is this Office’s view that the Legislature 
did not intend the notice requirement to harm organizations by prohibiting any appropriation of 
endowment funds before the notice process is completed. A reasoned interpretation of the notice 
requirement is that, after notice is sent, an institution may appropriate the income and the net 
appreciation over historic dollar value of an endowment fund during the 90-day notice period, if it 
is prudent to do so in accordance with N-PCL § 553(a).  Expenditures above historic dollar value 
after giving notice to the donor would not prejudice donors who may check Box #2 because 
principal would remain preserved during the 90-day notice period. An institution may not, 
however, appropriate for expenditure below the historic dollar value of an endowment fund until 
the 90-day notice period ends, unless the donor has returned the notice and checked Box #1. 

What rules apply to the endowment fund if the donor checks Box #1 on the notice?

 If the donor checks Box #1, all decisions to appropriate and spend endowment funds, as 
well as decisions to accumulate and not spend those funds, are governed by N-PCL § 553(a). The 
historic dollar value limitation on endowment appropriations that existed under prior law no 
longer applies. 

What rules apply to the endowment fund if the donor checks Box #2 on the notice?

 If the donor checks Box #2, the institution may not appropriate below the historic dollar 
value of the endowment fund without first obtaining court approval on notice to the Attorney 
General and the donor, if available. The institution may spend the income and appropriate the 
appreciation over the historic dollar value of the fund if it is prudent to do so. As under prior law, 
the historic dollar value of a “Box #2” endowment fund and the amount, if any, of appreciation of 
the fund that is available for appropriation is determined on a fund-by-fund basis, not by simply 
aggregating the asset values of multiple endowment funds. Also, as under prior law, if an 
institution appropriates below the historic dollar value of such an endowment fund (for example, 
as a result of applying a spending policy), it is the view of this Office that the institution has a 
duty under N-PCL §§ 553(e)(1) and 717 to restore the endowment fund to its historic dollar value. 

 Questions have been raised about the effect of language in the notice stating that if Box #2 
is checked “the criteria for the expenditure of endowment funds set forth in Article 5–A of the 
Not-for-Profit Corporation Law (The Prudent Management of Institutional Funds Act) will not 
apply to your gift.” When read in the context of the overall notice provision, it is apparent that this 
language was intended to clarify that the statutory criteria permitting expenditures below historic 
dollar value do not apply when Box #2 is checked. It is this Office’s view that, other than the 
historic dollar value limitation, Article 5-A continues to apply to these endowment funds. Thus, 
for example, if the donor checks Box #2, the governing board must still determine that any 
appropriation from the endowment fund is prudent after considering the factors enumerated in 
§ 553(a), and the board must make a contemporaneous record of each determination to 
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appropriate from the fund. To conclude otherwise would take “Box #2” endowment funds out of 
the Act entirely, with no statutory standard governing appropriation and accumulation of funds, 
which is a result the Legislature could not have intended.

 While the Act requires that the notice to donors contain language substantially as set forth 
in N-PCL § 553(e)(1), institutions may wish to add an assurance to donors that if Box #2 is 
checked, all decisions to appropriate from the endowment fund must still be prudent under the Act 
and that the endowment fund will remain subject to other provisions of the Act.  

Does the term “original dollar value” in the required notice have the same meaning as “historic 
dollar value”? 

 The Act does not define “original dollar value”; however, when read in the context of the 
statutory notice set forth in N-PCL § 553(e)(1), it is this Office’s view that this term is intended to 
be a plain-English equivalent of “historic dollar value” as defined in N-PCL § 102(a)(16). That 
section defines “historic dollar value” as “the aggregate fair value in dollars of (i) an endowment 
fund at the time it became an endowment fund, (ii) each subsequent donation to the fund at the 
time it is made, and (iii) each accumulation made pursuant to a direction in the applicable gift 
instrument at the time the accumulation is added to the fund.” That section goes on to state that 
“[t]he determination of historic dollar value made in good faith by the corporation is conclusive.” 

What steps should an institution take to determine whether a donor is “available” such that 
notice is required?

 A donor who is an individual is “available” if the donor is living and can be identified and 
located with reasonable efforts. If the donor of a particular fund is not known, the institution 
should make reasonable efforts to identify the donor. For donors whose current address is 
unknown, the institution should make reasonable efforts to locate the donor, including Internet 
searches and contacting known associates of the donor, such as an attorney who represented the 
donor when the gift was made. The statute requires institutions that send the N-PCL § 553(e)(1) 
notice to keep a record. N-PCL § 553(f). The record should document the institution’s efforts to 
locate donors even if those efforts ultimately did not succeed. 

Expenditure of Endowment Funds

How does the Act modify previous concepts of endowment spending?

 Traditional endowment concepts focused on preserving “principal” and spending 
“income.” In the 1970s, UMIFA expanded permissible spending to include a prudent amount of 
the appreciation of the endowment fund; this remained the law until September 17, 2010. The Act 
takes a different approach, reflecting the view that a prudent investment strategy requires 
institutions to invest their endowments and other institutional funds for “total return,” which may 
result in increases (or decreases) in principal, income or both.  The Act thus requires institutions 
to determine spending based on the total assets of the endowment fund. As the drafters of 
UPMIFA have noted: 
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Although the Act does not require that a specific amount be set aside as 
“principal,” the Act assumes that the institution will act to preserve “principal” 
(i.e., to maintain the purchasing power of the amounts contributed to the fund) 
while spending “income” (i.e. making a distribution each year that represents a 
reasonable spending rate, given investment performance and general economic 
conditions). Thus, an institution should monitor principal in an accounting sense, 
identifying the original value of the fund (the historic dollar value) and the 
increases in value necessary to maintain the purchasing power of the fund.5

 Must the board consider all eight factors for every endowment fund appropriation? 

 The Act states that the board must consider the eight factors “if relevant,” so at a minimum 
the board must consider each factor to determine whether or not it is relevant. As discussed below 
under “Contemporaneous Records,” if the board determines that any factor is not relevant, it 
should document how it reached that conclusion.   

 If a factor is relevant, the board should go on to consider to what extent the factor affects 
the decision whether or not to appropriate or how much to appropriate. Although the factors 
should be considered individually, the board should also look at the “big picture” and consider 
how the factors, considered together and weighted appropriately, affect the decision at hand. The 
nature and extent of the board’s consideration of the factors may vary from institution to 
institution, depending on the institution’s size, purposes, programs, financial condition and other 
circumstances.  

May an institution make a single appropriation decision for multiple endowment funds? 

In this Office’s view, the Act contemplates that decisions to appropriate from endowment 
funds will ordinarily be made on a fund-by-fund basis and documented in a separate 
contemporaneous record for each endowment fund.6 A question has arisen as to whether there are 
circumstances in which the Act would permit an institution to make a single decision to 
appropriate from multiple endowment funds and document that decision in a single 
contemporaneous record. The question is of particular interest to larger institutions holding 
numerous endowment funds, for example, a community fund with numerous endowment donors 
or an educational institution with hundreds or even thousands of endowment funds for 
scholarships, endowed chairs and other purposes. 

In this Office’s view, the governing board of an institution may make a single decision to 
appropriate from multiple endowment funds, and this decision may be documented in a single 
contemporaneous record, provided that the endowment funds are similarly situated. The 

5 National Conference of Commissioners on Uniform State Laws, Uniform Prudent Management of Institutional 
Funds Act (2006), available at http://www.law.upenn.edu/bll/archives/ulc/umoifa/2006final_act.pdf (“UPMIFA”) § 4, 
Comment at p. 21. 

6 This is evidenced by N-PCL § 553’s consistent use of the defined terms “donor,” “endowment fund” and “gift 
instrument,” each of which is phrased in the singular. See also the definitions of these terms in N-PCL § 551(a-1), (b) 
and (c). 
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governing board should develop written procedures for determining when a group of funds is 
similarly situated for this purpose. Such a determination may be based on factors including the 
purposes of the funds as stated in the gift instruments, the spending restrictions imposed in the gift 
instruments, the durations of the funds, the financial condition of the funds, whether the funds are 
invested similarly, and such other factors as may be relevant under the circumstances. 

A decision to treat a group of endowment funds as similarly situated group should be made 
with care to ensure that any decision to appropriate from the funds collectively would be justified 
if the factors in N-PCL § 553(a) were applied to each fund individually. 

What is meant by “alternatives to expenditure of the endowment fund,” and how should 
institutions give consideration to that factor?

 As noted above, N-PCL § 553(a) requires that, in making a determination to appropriate or 
accumulate from an endowment fund, the board must consider, if relevant, eight factors, including 
“(7) where appropriate and circumstances would otherwise warrant, alternatives to expenditure of 
the endowment fund, giving due consideration to the effect that such alternatives may have on the 
institution.” In this Office’s view, the inclusion of this factor, which is unique among all states 
that have adopted UPMIFA, was intended to ensure that boards do not automatically decide to 
appropriate from endowment funds when circumstances warrant considering whether reasonable 
alternatives are available. For example, if an endowment fund has diminished in value, the board 
may determine that it is appropriate to take steps to avoid or reduce further spending of the fund. 
Such steps might include, where appropriate, fund-raising efforts, expense reductions, sale of non-
essential assets, or reductions in non-essential staff. The board might also consider whether certain 
expenditures can prudently be deferred. The board should identify the particular alternatives that 
might be appropriate in the circumstances and discuss to what extent these steps are feasible as an 
alternative to endowment spending, including what impact such alternatives would have on the 
institution’s operations and programs. The consideration of alternatives should be appropriately 
documented (see “Contemporaneous Records,” below). 

Contemporaneous Records of the Determination to Appropriate

What should the contemporaneous record address? 

 The contemporaneous record of the determination to appropriate should address each of 
the eight factors included in N-PCL § 553(a) and discuss the consideration that the board gave to 
each factor. In this Office’s view, it is not sufficient to state in a conclusory fashion that the board 
considered a particular factor; rather, the record should describe the substance of the consideration 
given to each factor. If any factor was deemed not relevant to the board’s decision, the record 
should explain why. 

 As stated above, if the governing board of an institution makes a single decision to 
appropriate from multiple endowment funds that are similarly situated, it is this Office’s view that 
the decision may be documented in one contemporaneous record. 
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How should the contemporaneous records be documented?

 The form of the record is less important than the substance. The record may be made in the 
board’s minutes; alternatively, boards may wish to develop a record especially for the purpose of 
documenting their decisions to appropriate endowment funds for expenditure. Contemporaneous 
records of decisions to appropriate from endowment funds should be maintained as part of the 
permanent records of the institution. The Charities Bureau may request production of these 
records in the exercise of the Attorney General’s supervisory authority over institutions. 

When should contemporaneous records be prepared? 

 To be contemporaneous, the record should be prepared at the time the board makes a 
decision to appropriate from an endowment or immediately thereafter. If the board relies on 
advice and information from professionals (such as lawyers, accountants or investment advisors) 
when it decides to appropriate endowment funds for expenditure, it may (but is not required to) 
incorporate all or part of such written advice in its contemporaneous record, to the extent such 
advice is not privileged, confidential or proprietary. 

Presumption of Imprudence

Does the presumption of imprudence mean that an institution can safely appropriate up to 7% 
of the value of its endowment funds each year? 

 The Act makes it clear that an appropriation of 7% or less of the value of an endowment 
fund in any year does not create a presumption of prudence. The level of appropriation for each 
endowment fund held by an institution must be determined in accordance with the prudence 
standard in N-PCL § 553(a) of the Act, after consideration of the enumerated factors. 

Does an endowment spending policy of 7% or less per year in itself ensure that the presumption 
of imprudence will not be triggered? 

 No. The Act’s 7% standard is based on the endowment fund’s fair market value averaged 
over at least five years immediately preceding the year in which the appropriation for expenditure 
is made (or over the life of the fund if the fund has been in existence less than five years). If, for 
example, an institution’s spending policy is based on fair market value averaged over a shorter 
period, the spending policy may result in appropriations that are presumptively imprudent under 
the Act. All spending policies should be reviewed to determine how they interact with the 
presumption of imprudence. If necessary, institutions must perform a separate calculation, 
averaging the fund’s fair market value over at least the preceding five years, in order to determine 
whether a proposed appropriation would be presumptively imprudent.  
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Managing and Investing Institutional Funds

What topics should the investment policy address? 

 There is no “one size fits all” investment policy that applies to all institutions. The 
contents of the investment policy will depend on factors including the extent of the financial 
resources of the institution, the types of investments it holds, the charitable purposes of the 
institution, and nature and scope of the institution’s activities or programs. Examples of the 
subjects an investment policy may include: 

(1) general investment objectives; 
(2) permitted and prohibited investments; 
(3) acceptable levels of risk; 
(4) asset allocation and diversification; 
(5) procedures for monitoring investment performance; 
(6) scope and terms of delegation of investment management functions; 
(7) the investment manager’s accountability; 
(8) procedures for selecting and evaluating external agents; 
(9) processes for reviewing investment policies and strategies; and 
(10) proxy voting. 

 The board should review the investment policy at regular intervals and whenever a change 
in the institution’s financial condition or other circumstances so require. 

Delegation of Management and Investment Functions to Outside Agents

What steps should a board take to assess an outside investment agent’s independence? 

 Governing boards should be diligent in assessing the independence of outside investment 
agents – both before and after retaining them. Outside investment agents should be selected based 
on the agent’s competence, experience, past performance, and proposed compensation, and not on 
any business or personal relationships between the agent and board members or other insiders.  It 
is essential that board members are capable of objectively assessing and monitoring investment 
performance and risk without regard to those relationships.

 Before retaining an agent, the governing board should consider whether any business or 
personal relationships would reasonably be expected to interfere with the ability of the board to 
provide proper oversight.  For example, assume a chairman of the board asks the board to transfer 
management of institutional funds to his private investment firm. The board must decide whether 
it is prudent to do so under the circumstances, and whether it feels it can objectively oversee and 
monitor the agent’s performance going forward. The governing board should also consider 
whether the retention of outside agents who have business or personal relationships with board 
members or other insiders might prevent the board from receiving independent advice on 
investment strategy and risk. For example, assume the board chair wishes to switch investments to 
his firm, in part to invest in derivative products developed by his firm.  Can the board of directors, 
based on advice it receives from investment advisors employed by the board chair’s firm, 
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objectively determine in good faith that such an investment strategy is in the best interests of the 
organization?  

 To avoid these situations and alleviate the pressure that board members may experience, 
some boards may determine that the best course of action is to adopt a policy requiring that all 
outside agents be independent. Although not required by the Act, it is this Office’s view that 
institutions are well-advised to adopt policies that require full disclosure of relationships with 
outside agents and implement practices that ensure objective oversight by the board. At a 
minimum, an institution should have a conflict of interest policy and follow the policy in 
selecting, continuing or terminating the agent. Such a policy would generally include procedures 
for determining whether any of the institution’s officers or directors have a financial interest in the 
agent or have any other material business or personal relationship with the agent. If so, the policy 
should provide for reporting such relationships or interests to the board and should address 
abstention or recusal of the director or officer in question. 

Release of Donor-Imposed Restrictions on
Management, Investment, or Purpose of an Institutional Fund

What should an institution do before seeking court release of a donor-imposed restriction on an 
institutional fund? 

 Because a court proceeding can be expensive and time-consuming, an institution may first 
wish to inquire whether the donor is available and willing to consent in writing to the proposed 
release or modification in accordance with N-PCL § 555(a). The donor’s written consent would 
obviate the need for court approval. 

If it is necessary to seek court release or modification of a donor-imposed restriction, when 
should the institution contact the Attorney General’s Office? 

 Although not required by law, the Attorney General’s Charities Bureau urges institutions 
and their counsel to submit a draft petition to the Charities Bureau for review and discussion 
before filing the petition with the court. A copy of the gift instrument and other relevant 
documentation should also be submitted in advance. Advance review by the Charities Bureau can 
help to identify and resolve potential issues, thus simplifying the proceeding and saving time. 
Petitions should be submitted to the Charities Bureau at the earliest possible time to allow 
sufficient time for review. Please confirm that the Charities Bureau’s review has been completed 
before commencing a proceeding in court.  

Release of Restrictions on “Small, Old” Funds

What procedures apply when submitting a notice to the Attorney General under N-PCL 
§ 555(d) to release or modify a restriction on a “small, old” fund? 

 The institution should first determine whether the donor, if available, will consent to the 
release, thus avoiding the need to submit a notice to the Attorney General. If the donor is not 
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available or is unwilling to consent, then the institution must comply with § 555(d) in order to 
release the restriction. First, the institution must make a record (typically, a resolution of the 
board) approving the release or modification of the restriction. A copy of this record must be 
submitted to the Attorney General’s Charities Bureau together with a written notice of the 
institution’s intention to release the restriction and explaining why the restriction has become 
unlawful, impracticable, impossible to achieve, or wasteful. The notice must also describe the 
proposed use of the fund if the restriction is released. 

 In addition to meeting the above statutory requirements, the notice to the Attorney 
General’s Charities Bureau should include a copy of the gift instrument and other documentary 
evidence sufficient to show that the fund’s total value is less than $100,000 and that more than 20 
years have elapsed since the fund was established. Additionally, if the donor is available, and 
particularly if the donor has withheld consent, the notice should include copies of any 
correspondence between the institution and the donor with regard to the proposed release or 
modification. If the donor has been notified pursuant to N-PCL § 555(d)(4), a copy of this notice 
should be included in the notice sent to the Attorney General. 

 Notices to the Attorney General pursuant to N-PCL § 555(d) should be sent as follows: 

If sent by e-mail with PDF attachment (preferred method), to:
section555.notice@ag.ny.gov

If sent by regular mail, to:
Attorney General of the State of New York 
Attention: Chief, Charities Bureau 
120 Broadway, 3rd Floor 
New York, NY 10271 

What procedures apply after the § 555(d) notice is submitted to the Charities Bureau? 

 If the Charities Bureau has questions or requires further information, or if the Charities 
Bureau objects to the proposed release or modification, the Charities Bureau will notify the 
institution in writing within 90 days. If such notice is received, the institution should not release or 
modify the restriction unless and until it receives a further written notice from the Charities 
Bureau stating that any questions or objections have been resolved to the satisfaction of the 
Attorney General. We anticipate that many such issues will be resolved after discussions with the 
institution or its counsel. 
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CONCLUSION 

 For further information, please contact the Attorney General’s Charities Bureau at the 
address shown above. 

 This and other Charities Bureau booklets, forms and instructions are available on the 
Attorney General’s website at http://www.charitiesnys.com.

March 2011 
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Form 990, Part VI – Governance, Management, and Disclosure 
Frequently Asked Questions and Tips 

Updated June 27, 2011 

1. Are all organizations required to complete Part VI and answer all of 
its questions regarding an organization’s governance structure, 
policies, and practices?

Yes, all organizations that file Form 990 are required to answer all of the 
questions in Part VI.  However, refer to Appendix E of the instructions to 
the Form 990 for instructions regarding how to complete Part VI in the 
case of a group return. 

2. Are all the policies and practices described in Part VI required by the 
Internal Revenue Code?  If not, what happens if an organization 
reports that it does not have such policies in place? 

In general, the policies and practices described in Part VI are not required 
by the Internal Revenue Code.  However, organizations are required by 
the Code to make publicly available some of the items described in 
Question 18 of Part VI.  This includes the Forms 990 of all organizations 
for their three most recent tax years; the Form 1023 or 1024 of all 
organizations that filed such forms on or after July 15, 1987, or had a copy 
on such date; and the Forms 990-T of a section 501(c)(3) organization for 
its three most recent tax years, if such forms were filed after August 17, 
2006. The IRS will use the information reported in Part VI, along with other 
information reported on the form, to assess noncompliance and the risk of 
noncompliance with federal tax law for individual organizations and across 
the broader exempt sector. 

3. If an organization adopted a policy or practice after the close of its 
tax year but before it filed the Form 990 for such year, may it report 
that it had such policy or practice in place for purposes of answering 
Part VI? 

In most instances, the instructions to the Part VI questions state the 
specific time or period to be used to answer a particular question.  For 
example, Question 12a asks whether as of the end of the organization’s 
tax year it had a written conflict of interest policy. An organization that did 
not have a written conflict of interest policy in place on such date must 
answer no.  If that same organization adopted a written policy after the 
close of the tax year but before it filed its return, it may describe doing so 
in Schedule O.  If the instructions to a particular question do not provide a 
specific time or period to be used to answer the question, the organization 
may take into account practices undertaken after the close of the tax year 
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in its response to that question (e.g., Question 12b regarding whether 
certain persons are required to disclose potential conflicts).  Question 10 
regarding whether the organization provided a copy of the Form 990 to its 
governing body before filing the form, and the process (if any) used by the 
organization to review the form, necessarily involves activity conducted 
after the close of the tax year.

4. Can our organization answer Yes to a question about having a policy 
if a committee of the board, rather than the board itself, adopted the 
policy, and was authorized to do so? 

Yes. The organization may answer Yes to any question in Section B of 
Part VI, Form 990, that asks whether the organization has a particular 
policy if the organization's governing body (or a committee of the board, if 
the board delegated authority to that committee to adopt the policy) 
adopted the policy by the end of its tax year. 

5. Part VI asks for information regarding an organization’s members, if 
any, and any local chapters, branches or affiliates. Why is the IRS 
concerned about an organization’s members and local units? 

Much of Part VI focuses on who is responsible for governing the 
organization.  In most organizations this includes a governing body, such 
as a board of directors, or trustees.  Many organizations, however, also 
have members, who may be vested with certain governance or financial 
rights with regard to the organization.  Part VI, Questions 6 and 7, ask 
whether an organization has members, and if so what their governance 
rights are, in order to provide a more complete and accurate picture about 
where governance authority is vested and about the organization’s legal 
structure.  Part VI, Question 9 asks about local chapters, branches and 
affiliates to obtain information about whether and how the organization 
exercises supervision and control over its chapters, branches, and 
affiliates to ensure that their activities are consistent with those of the 
organization.  This question is designed to obtain information about the 
extent to which the filing organization’s policies and practices extend to all 
of its parts or to affiliated entities.

6. Is an organization required by federal tax law to provide a copy of 
Form 990 to its board or governing body, or have its board or 
governing body review the form, before it is filed with the IRS?

No.  Nonetheless, it is required to answer Question 10 regarding these 
matters. 
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7. Question 1b asks for the number of independent voting members of 
the governing body.  May an organization use its own definition of 
independence to answer this question? 

No, the organization must use the three-part definition contained in the 
instructions to this question to determine whether a particular voting 
member of its governing body is independent for purposes of Form 990 
reporting.  Note that this definition will vary from other meanings of the 
term independent that may apply to the organization, such as for state law 
or internal conflict of interest policy purposes. 

8. How hard do we have to look for the information requested in 
Questions 1 and 2 of Form 990, Part VI regarding independent 
directors and business and family relationships among Board 
members, officers, and key employees?  What if we are unable to 
obtain and report all the reportable information? 

As described in the instructions, the organization need not engage in more 
than a reasonable effort to obtain the necessary information to answer 
these questions.  An example of a reasonable effort would be for the Form 
990 preparer or an officer eligible to sign the Form 990 to distribute a 
questionnaire annually to each of the organization’s officers, directors, 
trustees, and key employees asking for the information that needs to be 
reported in response to Questions 1 and 2. The questionnaire could 
include the name, title, date, and signature of the person reporting 
information, and contain the Form 990 Glossary definitions of independent
voting member of governing body, family relationship, business
relationship, and key employee.  The organization may rely on information 
it obtains in response to such a questionnaire in answering Questions 1 
and 2. 

9. Does the IRS intend to provide model or sample policies (e.g., joint 
venture policy) that organizations could adopt in order to answer yes
to the questions in Part VI regarding such policies or practices? 

The IRS does not plan to provide model or sample policies to be used for 
this purpose.  Whether an organization adopts a policy of the type referred 
to in Part VI of Form 990 is a decision to be made by each individual 
organization.  If an organization decides to adopt such a policy, it should 
consider its own particular facts and circumstances, including its size, 
culture, type and structure, in designing and implementing the policy.  
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10. Must the filing organization provide governance information 
regarding its related organizations? 

In general, no. Part VI is to be completed with respect to the facts and 
circumstances of the filing organization.  Thus, an organization is not 
required to provide information regarding the composition of the governing 
body or policies or practices of a related organization, such as a joint 
venture, for-profit subsidiary, parent, or brother-sister exempt 
organization.  However, Appendix E provides information regarding how 
Part VI is to be completed in the case of a group return, Question 1b asks 
about compensation from transactions with related organizations for 
purposes of determining a governing board member’s independence, and 
Question 9 asks whether the organization’s policies and practices extend 
to local affiliates. 

11. If the filing organization is controlled by an organization with a 
conflicts of interest policy, whistleblower policy, and document 
retention and destruction policy, should the filing organization 
answer yes or no to Part VI, Questions 12a, 13 and 14? 

Because these questions ask whether the filing organization has these 
policies, answer yes only if the filing organization’s governing body has 
adopted the policies of the controlling organization or other such policies.  
Otherwise, answer no.  The filing organization can explain in Schedule O 
how it is governed or otherwise affected by the policies of its parent. 

12. What are the governance reporting requirements for organizations 
that file Form 990-EZ? 

Form 990-EZ was not revised to include a governance section.  However, 
Question 34 (regarding changes to organizing documents), which was 
included in the 2007 Form 990-EZ, has been retained. 
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Elements of Relevant Criminal Statutes
By

Judah I. Kupfer, Esq. 

I. Criminal Tax Fraud

A. Tax Evasion (26 U.S.C. §7201) (five year felony) 

1. An affirmative act of evasion  
� Frequently this is the filing of a false tax return, but it can be many different 

things designed to hide or mislead  
2. A substantial tax deficiency (i.e. successful at cheating on taxes) 
3. Willfulness  

� I.e., a voluntary, intentional violation of a known legal duty (Cheek v. US, 498 
US 192, 201 (1991)) 

� This is usually the battleground in contested criminal tax cases – willfulness is the 
difference between civil tax liability vs. criminal tax liability 

� NOTE: Willful blindness may also constitute intent for criminal liability. Willful 
blindness is turning a blind eye to what otherwise should be obvious – deliberate 
ignorance and failure to follow up in the face of information that suggests 
probable illicit activity. 

B. “Tax Perjury” (26 U.S.C. §7206(1)) (three year felony) 

1. The signing of a tax return under penalties of perjury
� Extends to any document submitted to IRS that is signed under penalties of 

perjury
2. The return is false as to a material matter  

NB: it does not need to be a material amount  
3. Willfulness  

C. Aiding and Assisting (26 U.S.C. §7206(2))

1. Aid, assist or advise the preparation of a tax return
� Extends to other documents submitted to the IRS  

2. Which is false as to a material matter  
3. Willfulness  

Note: One can only be held liable for aiding and assisting if there was actual tax fraud. If there 
was no underlying fraud, there is no aiding and assisting liability.

D. Conspiracy (18 U.S.C. §371) 

1. two or more persons  
2. conspire
3. to defraud the United States or any agency thereof (e.g. IRS), or to evade and defeat a 

substantial part of the income taxes due. 

Page 164



Other criminal tax statutes include: 

� 26 U.S.C. §7203 – misdemeanor for willful failure to file tax returns, but five year felony 
for willfully failing to file Report of Cash Transactions of more than $10,000 or to 
structure or counsel the structuring of such transactions (Form 8300) 

� 26 U.S.C. §7207 – misdemeanor for submitting false documents to IRS 
� 18 U.S.C. §287 – filing false claims i.e. seeking refunds by filing false returns 
� 18 U.S.C. §7212 – obstructing the lawful function of the IRS (the “one man conspiracy 

statute”)  
� 31 U.S.C. §§ 5314-5322 – currency transaction reporting and structuring violations.

II. Money Laundering (18 U.S.C. §1956) 

A. “Transaction” Money Laundering 

1. Conducting a financial transaction with the intent to promote specified unlawful activity 
(“SUA”)

2. Conducting a financial transaction with the intent to commit tax fraud  
3. Conducting a financial transaction designed to conceal or disguise the proceeds of SUA  
4. Conducting a financial transaction designed to avoid a state or federal reporting 

requirement  

For any of the four “transaction” money laundering offenses, the government must prove:  

1) The defendant knew that the property represents the proceeds of some 
form of unlawful activity  

2) The property is in fact the proceeds of SUA  
3) The defendant conducted a financial transaction or attempted to do so  
4) The defendant intended to commit one of the four offenses listed in items 

1-4, above.

B. “Transportation” Money Laundering 

1. Transporting or transferring a monetary instrument into or out of the US with the intent to 
promote SUA  

2. Transporting or transferring a monetary instrument into or out of the US with knowledge 
that it is the proceeds of unlawful activity and the transportation is designed to conceal or 
disguise the proceeds of SUA  

3. Transporting or transferring a monetary instrument into or out of the US with knowledge 
that it is the proceeds of unlawful activity and the transportation is designed to avoid a 
reporting requirement  

For any of the three “transportation” money laundering offenses, the government must 
prove:
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1) Money or a monetary instrument  
2) That is transported or transferred into or out of the US 
3) With the intent to commit one of the three offenses listed in items 1-3, above  

C. “Sting Operations” 

A defendant can be found guilty of laundering “sting money” if he uses it to:  

a) Conduct a financial transaction with the intent to promote the carrying on of 
SUA; or

b) Conduct a financial transaction with the intent to conceal or disguise the money 
believed to be the proceeds of SUA; or  

c) Conduct a financial transaction with the intent to avoid a reporting requirement  

D. SUA Transactions 

It is a crime to engage in a monetary transaction where:  

1. The defendant knows the transaction involves property constituting or derived from 
the proceeds of criminal activity  

2. The proceeds are in fact derived from SUA  

3. The property is worth more than $10,000
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Operating as an Unlicensed Money Service Business

18 USCS §1960 provides: 

“Whoever knowingly conducts, controls, manages, supervises, directs, or owns all or part of an unlicensed money 
transmitting business, shall be fined in accordance with this title or imprisoned not more than 5 years, or both.”  

“The term ‘unlicensed money transmitting business’ means a money transmitting business which affects interstate or 
foreign commerce in any manner or degree and— 

      (A) is operated without an appropriate money transmitting license in a State where such operation is punishable as a 
misdemeanor or a felony under State law, whether or not the defendant knew that the operation was required to be 
licensed or that the operation was so punishable; 
      (B) fails to comply with the money transmitting business registration requirements under section 5330 of title 31, 
United States Code, or regulations prescribed under such section; or 
      (C) otherwise involves the transportation or transmission of funds that are known to the defendant to have been 
derived from a criminal offense or are intended to be used to promote or support unlawful activity;” 

“[T]he term "money transmitting" includes transferring funds on behalf of the public by any and all means including 
but not limited to transfers within this country or to locations abroad by wire, check, draft, facsimile, or courier;” 

31 USCS § 5330 provides: 

“Any person who owns or controls a money transmitting business shall register the business (whether or not the 
business is licensed as a money transmitting business in any State) with the Secretary of the Treasury…” 

“ The term "money transmitting business" means any business other than the United States Postal Service which … 
provides check cashing, currency exchange, or money transmitting or remittance services, or issues or redeems money 
orders, travelers' checks, and other similar instruments or any other person who engages as a business in the 
transmission of funds, including any person who engages as a business in an informal money transfer system or any 
network of people who engage as a business in facilitating the transfer of money domestically or internationally outside 
of the conventional financial institutions system;” 

31 CFR §103.15 (also known as the “Bank Secrecy Act”) provides:

A Money Service Business includes: “[A]ny person doing business, whether or not on a regular basis or as an 
organized business concern, in one or more of the capacities:  

� Check casher A person engaged in the business of a check casher (other than a person who does not cash checks 
in an amount greater than $1,000 in currency or monetary or other instruments for any person on any day in one or 
more transactions) 

� Money transmitter
(A) Any person, whether or not licensed or required to be licensed, who engages as a business in accepting 
currency, or funds denominated in currency, and transmits the currency or funds, or the value of the currency or 
funds, by any means through a financial agency or institution, a Federal Reserve Bank or other facility of one or 
more Federal Reserve Banks, the Board of Governors of the Federal Reserve System, or both, or an electronic 
funds transfer network; or 
(B) Any other person engaged as a business in the transfer of funds.” 

31 CFR §103.41 provides: 

“…each money services business (whether or not licensed as a money services business by any State) must 
register with the Department of the Treasury and, as part of that registration, maintain a list of its agents as 
required by 31 U.S.C. 5330 and this section.”  

“Any person who fails to comply with any requirement of 31 U.S.C. 5330 or this section shall be liable for a civil 
penalty of $5,000 for each violation. Each day a violation of 31 U.S.C. 5330 or this section continues constitutes a 
separate violation. In addition, under 31 U.S.C. 5320, the Secretary of the Treasury may bring a civil action to 
enjoin the violation. See 18 U.S.C. 1960 for a criminal penalty for failure to comply with the registration 
requirements of 31 U.S.C. 5330 or this section.” 
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Reporting Requirement

IRS Form 8300 

� This is a filing to be made with the IRS.  
� Who needs to file?  

a) Each person engaged in a trade or business who, in the course of that trade or 
business, receives more than $10,000 in cash in one transaction or in two or more 
related transactions, must file Form 8300, OR

b) If you receive more than one cash payment for a single transaction or for related 
transactions, you must report the multiple payments any time you receive a total 
amount that exceeds $10,000 within any 12-month period. 

� What is a related transaction? 
a) Any transactions conducted between a payer (or its agent) and the recipient in a 

24-hour period OR
b) even if they occur over a period of more than 24 hours, if the recipient knows, or 

has reason to know, that each transaction is one of a series of connected 
transactions.  

� What is included in “cash”?  
a) U.S. and foreign coin and currency received in any transaction. 
b) A cashier’s check, money order, bank draft, or traveler’s check having a face 

amount of $10,000 or less that is received in a designated reporting transaction, or 
that is received in any transaction in which the recipient knows that the instrument 
is being used in an attempt to avoid the reporting of the transaction.

� A yeshiva, shul or gemach are not exempt from this filing. 
� There is a similar obligation to also file a “Currency Transaction Report” (CTR) with the 

Department of the Treasury, Financial Crimes Enforcement Network (“FinCEN”) 
� Need Not file: In a transaction that is not in the course of a person’s trade or business. 

E.g. donation.
� Where to file? File the form with the Internal Revenue Service, Detroit Computing 

Center, P.O. Box 32621, Detroit, Ml 48232. Instructions are on the form.  
� Penalties for not filing: A minimum penalty of $25,000 may be imposed if the failure is 

due to an intentional or willful disregard of the cash reporting requirements. Violations 
may also be subject to criminal prosecution which, upon conviction, may result in 
imprisonment of up to 5 years or fines of up to $250,000 for individuals and $500,000 for 
corporations or both. 

� For more information about this form and filing requirement, instructions are located 
within the form. 

FBAR Filing – Form TD F 90-22.1 

� The FBAR is a Report of Foreign Bank and Financial Account.  
� Who must file? Any U.S. person or corporation or other entities (this includes a U.S. 

citizen or a person in and doing business on a regular and consistent basis in the U.S.) 
who has a financial interest in or signature or other authority over any financial account 
in a foreign country, if the aggregate value of these accounts exceeds $10,000 at any time 
during the calendar year.

� What is signature or other authority? A person has such authority over an account if he 
can control the disposition of money or other property in it by delivery of a document 
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containing his signature to the bank or other person with whom the account is 
maintained. Other authority exists when a person can exercise power (orally or by some 
other means) that is comparable to signature authority by direct communication to the 
bank or other person with whom the account is maintained.

� Whether someone actually uses the authority is irrelevant.
� What is included in “financial account”? A bank, securities, securities derivatives or other 

financial instruments accounts. It includes: savings, demand, checking, deposits among 
others. An account with a financial institution that holds noncash assets such as gold is 
also included.

� The requirements to file would include a U.S. resident with elderly parents in Canada 
who has power of attorney on accounts in Canada even if he never exercises such power. 
If the person has power of disposition over the funds, it is included.

� If a U.S. company owns more than 50% of a foreign company that holds foreign 
accounts, the U.S. company must file.  

� How do you report such accounts? On form 1040 Schedule B, by completing boxes 7a 
and 7b and completing form TD F 90-22.1.  

� When is the FBAR due? June 30th of the year following the year that the account holder 
meets the $10,000 threshold. The granting by the IRS of an extension to file federal 
income tax return does not extend the due date for filing an FBAR. There is no extension 
available for filing the FBAR.  

� The FBAR form is available on the IRS website or by calling 800-829-3676. The helpline 
for questions is 800-800-2877 or email FBARquestions@irs.gov.

� The FBAR is not to be filed together with the filer’s federal tax return. Instead, it is to be 
sent to U.S. Department of the Treasury, P.O. Box 32621, Detroit, MI 48232-0621. 

� What are the penalties for not filing an FBAR? Possible civil penalties (up to 6 years 
back) and criminal penalties.  

Record Keeping

� The record keeping requirements do not vary greatly from that of a commercial 
corporation – generally, what is required is records sufficient to show receipt and 
disbursements including income and expenses. This should include:  

1. journals of cash receipts and cash disbursements (each in date order),  
2. loan ledger,
3. general ledger
4. and, if payroll is made, payroll records 
5. substantiation for any tax position 

� The length of time the organization must hold these records depends on the kinds of 
records. It can vary between 3 years for some records, 7 years for others, and yet other 
records must be kept permanently. Your organization should consult an accountant for 
more detail and to institute a records retention policy, if you do not already have one in 
place.

� Records should be detailed enough so that the transaction is completely understood.  

Other Corporate Formalities

� The first sign that any organization is not running properly is when corporate formalities 
are neglected, so it is important to ensure that these are taken seriously. 
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� Each corporation must have a board of directors that meets at occasional board
meetings (even if those meetings are less formal).  

� Both Religious Corporations and not-for-profits should have certain policies in place 
including:

1. by-laws delineating oversight responsibility as well as its standards for financial 
transactions,  

2. a file-retention/destruction policy,
3. whistleblower protection policy
4. and a policy for conflicts of interest.

DO'S
Holding Scheduled Meetings

� The date for your annual shareholders' meeting should be in the bylaws.
� Bylaws typically call for an annual board of directors meeting to be held immediately 

after the annual shareholders' meeting. 
Holding special meetings of the board when matters of importance come up such as:  

� Entering into a new lease  
� Entering into a substantial funding commitment  
� Opening a new bank account
� Entering into any other significant contractual agreement  
� Changing an officer's salary  
� Filling a vacancy on the board or appointing a new officer
� Entering into a significant new venture;
� Considering the sale, in whole or in part, of the assets or the dissolution of the business 

Keeping good records
� Take minutes of meetings and maintain a corporate record book.  
� Keep good financial records. 

Keeping things close to the vest
� Directors and officers owe a fiduciary duty to the corporation, meaning that they must at 

all times do what is in the best interest of the corporate entity and its shareholders.
� Keep corporate matters confidential to the extent possible. 

Developing a Planning Routine:
� Review each year's activities during the final month of the fiscal year.  
� Budget ahead for the longest period reasonably possible and review and analyze results at 

least semi-annually  
� Review operations with your attorney and CPA to ensure tax planning is properly 

emphasized.  
� Develop formal long-range planning capacities beyond the budgeting process. 
� Signing all contracts in the name of the corporation with a signature block in 

substantially the following form:  

--[Name of corporation]--  

By:__________________________
--[Title of individual]— 

And corporation representatives should also:
� Adopt a corporate resolution that authorizes an officer to sign a contract.
� Make all corporate purchases in the name of the corporation  
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� Maintain corporate funds in a corporate account or accounts separate and apart from 
any other account

� Carry reasonable insurance on the corporation, considering the risks inherent in the 
corporation's business  

� Make sure you fund the corporation at the time of incorporation with enough money
to keep it going during an initial phase of operations

� Set up a review mechanism for decision-making, so that all aspects of a proposed 
course of action will be considered  

� Comply with Articles of Incorporation, the Bylaws, and other organization 
documents or contractual restrictions 

DONT'S 
� Don't commingle corporate and personal funds
� Don't use corporate accounts for personal loans or other personal purposes
� Don't do insider deals on loans, leases, etc., between the corporation and a principal 

other than on an "arm's length" basis (just as you would with someone not associated 
with the corporation)

� Don't use corporate assets for personal use

Parsonage Basics

1. What is parsonage?  

a) When reporting gross income,  
b) for federal (and most state and local) income tax purposes (but not social 

security tax) 
c) rabbonim, rabbeim and limudei kodesh teachers (male or female) 
d) may exclude a portion of his or her income  
e) previously designated (each year) by his employer (generally, a shul or yeshiva)
f) as a “housing allowance.”

2. Limitations on parsonage – The rabbi/rebbe, may exclude from federal income taxes the 
lesser of: 

a) The amount previously designated as the housing allowance 
b) The amount of actual housing expenses i.e. the amount actually spent 

that year on housing expenses 
c) If owns a home, the fair rental value of the property (furnishing plus 

utilities).

Qualified Tuition Reduction Basics

What is a QTR Program?

a) A program an educational organization may adopt  
b) in which it may agree to pay 
c) a specified sum (whatever the school designates to pay) 
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d) toward the tuition at the same or another educational organization (elementary, high 
school or college education – only undergraduate level classes)

e) incurred by certain relatives  
f) of a designated class of employees (without discrimination to that class) 
g) which will be tax-free to the employees (for all federal, state and local taxes – including 

FICA)
h) as a fringe benefit of employment (may not be salary reduction) 
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Congress has enacted special tax laws applicable to 

churches, religious organizations, and ministers in rec-

ognition of their unique status in American society and 

of their rights guaranteed by the First Amendment of 

the Constitution of the United States. Churches and reli-

gious organizations are generally exempt from income 

tax and receive other favorable treatment under the tax 

law; however, certain income of a church or 

religious organization may be subject to tax, such as 

income from an unrelated business. 

The Internal Revenue Service (IRS) offers this quick 

reference guide of federal tax law and procedures for 

churches and religious organizations to help them 

voluntarily comply with tax rules. The contents of this 

publication reflect the IRS interpretation of tax laws 

enacted by Congress, Treasury regulations, and court 

decisions. The information given is not comprehensive, 

however, and does not cover every situation. Thus, it 

is not intended to replace the law or be the sole source 

of information. The resolution of any particular issue 

may depend on the specific facts and circumstances 

of a given taxpayer. In addition, this publication covers 

subjects on which a court may have made a decision 

more favorable to taxpayers than the interpretation 

by the IRS. Until these differing interpretations are 

resolved by higher court decisions, or in some other 

way, this publication will present the interpretation of 

the IRS. 

For more detailed tax information, the IRS has assistance 

programs and tax information products for churches 

and religious organizations, as noted in the back of this 

publication. Most IRS publications and forms can be 

downloaded from the IRS Web site at www.irs.gov, or 

ordered by calling toll-free (800) 829-3676. Specialized 

information can be accessed through the Exempt 

Organizations (EO) Web site under the IRS Tax Exempt 

and Government Entities division via www.irs.gov/eo or 

by calling EO Customer Account Services toll-free at 

(877) 829-5500. 

The IRS considers this publication a living document, 

one that will be revised to take into account future devel-

opments and feedback. Comments on the publication 

may be submitted to the IRS at the following address: 

Internal Revenue Service 

1111 Constitution Avenue, NW 

Washington, DC 20224 

Attn: T:EO:CE&O 
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Introduction  

T
his publication explains the benefits 

       and the responsibilities under the 
       federal tax system for churches and 
religious organizations. The term church 

is found, but not specifically defined, in 
the Internal Revenue Code (IRC). The 
term is not used by all faiths; however, in 
an attempt to make this publication easy 
to read, we use it in its generic sense as a 
place of worship including, for example, 
mosques and synagogues. With the excep-
tion of the special rules for church audits, 
the use of the term church throughout this 
publication also includes conventions 
and associations of churches as well as 
integrated auxiliaries of a church. 

Because special tax rules apply to 
churches, it is important to distinguish 
churches from other religious organiza-
tions. Therefore, when this publication 
uses the term “religious organizations,” it 
is not referring to churches or integrated 
auxiliaries. Religious organizations that 
are not churches typically include nonde-
nominational ministries, interdenomina-
tional and ecumenical organizations, and 
other entities whose principal purpose is 
the study or advancement of religion. 

Churches and religious organizations may 
be legally organized in a variety of ways 
under state law, such as unincorporated 
associations, nonprofit corporations, 
corporations sole, and charitable trusts. 

Certain terms used throughout this 
publication—church, integrated auxiliary 
of a church, minister, and IRC section 
501(c)(3)— are defined in the Glossary 

on page 27. 
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Tax-Exempt Status  

Churches and religious organizations, like many other 
charitable organizations, qualify for exemption from 
federal income tax under IRC section 501(c)(3) and 
are generally eligible to receive tax-deductible contri-
butions. To qualify for tax-exempt status, such an 
organization must meet the following requirements 
(covered in greater detail throughout this publication): 

�� the organization must be organized and operated 
exclusively for religious, educational, scientific, or other 
charitable purposes, 

�� net earnings may not inure to the benefit of any 
private individual or shareholder, 

�� no substantial part of its activity may be attempting 
to influence legislation, 

�� the organization may not intervene in political 
campaigns, and 

�� the organization’s purposes and activities may not 
be illegal or violate fundamental public policy. 

Recognition of Tax-Exempt Status 
Automatic Exemption for Churches 

Churches that meet the requirements of IRC section 
501(c)(3) are automatically considered tax exempt and 
are not required to apply for and obtain recognition of 
tax-exempt status from the IRS. 

Although there is no requirement to do so, many 
churches seek recognition of tax-exempt status from the 
IRS because such recognition assures church leaders, 
members, and contributors that the church is recog-
nized as exempt and qualifies for related tax benefits. 
For example, contributors to a church that has been 
recognized as tax exempt would know that their contri-
butions generally are tax-deductible. 

Church Exemption Through 
a Central/Parent Organization 

A church with a parent organization may wish to contact 
the parent to see if it has a group ruling. If the parent 
holds a group ruling, then the IRS may already recognize 
the church as tax exempt. Under the group exemption 
process, the parent organization becomes the holder of 
a group ruling that identifies other affiliated churches or 
other affiliated organizations. A church is recognized as 
tax exempt if it is included in a list provided by the par-
ent organization. The parent is then required to submit 
an annual group exemption update to the IRS in which 
it provides additions, deletions, and changes within the 
group. If the church or other affiliated organization is 
included on such a list, it does not need to take further 
action to obtain recognition of tax-exempt status. 

An organization that is not covered under a group 
ruling should contact its parent organization to see if it 
is eligible to be included in the parent’s application for 
the group ruling. For general information on the group 
exemption process, see Revenue Procedure 80-27, 
1980-1 C.B. 677. 

Religious Organizations 

Unlike churches, religious organizations that wish 
to be tax exempt generally must apply to the IRS for 
tax-exempt status unless their gross receipts do not 
normally exceed $5,000 annually. 

Applying for Tax-Exempt Status 
Employer Identification Number (EIN) 

Every tax-exempt organization, including a church, 
should have an employer identification number (EIN), 
whether or not the organization has any employees. 
There are many instances in which an EIN is necessary. 
For example, a church needs an EIN when it opens a 
bank account, in order to be listed as a subordinate in 
a group ruling, or if it files returns with the IRS (e.g., 
Forms W-2, 1099, 990-T). 
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An organization may obtain an EIN by filing Form SS-
4, Application for Employer Identification Number, in 
accordance with the instructions. 

Application Form 

Organizations, including churches and religious organi-
zations, that wish to be recognized as tax exempt under 
IRC section 501(c)(3) must use Form 1023. 

A religious organization must submit its application 
within 27 months from the end of the month in which 
the organization is formed in order to be considered 
tax exempt and qualified to receive deductible contribu-
tions as of the date the organization was formed. On the 
other hand, a church may obtain recognition of exemp-
tion for time periods prior to the date of its request for 
tax-exempt status, even if it does not submit its applica-
tion within 27 months of formation. 

Cost for applying for exemption. The IRS is required 
to collect a non-refundable fee from any organization 
seeking a determination of tax-exempt status under IRC 
section 501(c)(3). Although churches are not required by 
law to file an application for exemption, if they choose 
to do so voluntarily, they are required to pay the fee for 
determination. 

The fee must be submitted with Form 1023; otherwise, 
the application will be returned to the submitter. Fees 
change periodically. The most recent user fee can be 
found at the Exempt Organizations (EO) Web site under 
the IRS Tax Exempt and Government Entities division 
via www.irs.gov/eo or by calling EO Customer Account 
Services toll-free at (877) 829-5500. 

IRS Approval of Exemption Application 

If the application for tax-exempt status is approved, the 
IRS will notify the organization of its status, any require-
ment to file an annual information return, and its eligi-
bility to receive deductible contributions. The IRS does 
not assign a special number or other identification as 
evidence of an organization’s tax-exempt status. 

Public Listing of 
Tax-Exempt Organizations 
The IRS lists organizations that are qualified to receive 
tax-deductible contributions in IRS Publication 78, 
Cumulative List of Organizations Described in Section 
170(c) of the Internal Revenue Code of 1986. This pub-
lication is sold to the public through the Superintendent 
of Documents, U.S. Government Printing Office, 
Washington, DC. Publication 78 can also be downloaded 
from the IRS Web site at www.irs.gov. Note that not 
every organization that is eligible to receive tax-deductible 
contributions is listed in Publication 78. For example, 
churches that have not applied for recognition of tax-
exempt status are not included in the publication. Only 
the parent organization in a group ruling is included by 
name in Publication 78. 

If you have questions about listing an organization, 
correcting an erroneous entry, or deleting a listing in 
Publication 78, contact EO Customer Account Services 
toll-free at (877) 829-5500. 
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Jeopardizing Tax-Exempt Status  

All IRC section 501(c)(3) organizations, including church-
es and religious organizations, must abide by certain rules: 

�� their net earnings may not inure to any private 
shareholder or individual, 

�� they must not provide a substantial benefit to private 
interests, 

�� they must not devote a substantial part of their 
activities to attempting to influence legislation, 

�� they must not participate in, or intervene in, any 
political campaign on behalf of (or in opposition to) 
any candidate for public office, and 

�� the organization’s purposes and activities may not 
be illegal or violate fundamental public policy. 

Inurement and Private Benefit 
Inurement to Insiders 

Churches and religious organizations, like all exempt 
organizations under IRC section 501(c)(3), are prohibit-
ed from engaging in activities that result in inurement of 
the church’s or organization’s income or assets to insiders 
(i.e., persons having a personal and private interest in the 
activities of the organization). Insiders could include the 
minister, church board members, officers, and in certain 
circumstances, employees. Examples of prohibited inure-
ment include the payment of dividends, the payment of 
unreasonable compensation to insiders, and transferring 
property to insiders for less than fair market value. The 
prohibition against inurement to insiders is absolute; 
therefore, any amount of inurement is, potentially, 
grounds for loss of tax-exempt status. In addition, the 
insider involved may be subject to excise tax. See the 
following section on Excess benefit transactions. Note 
that prohibited inurement does not include reasonable 
payments for services rendered, payments that further 
tax-exempt purposes, or payments made for the fair 
market value of real or personal property. 

Excess benefit transactions. In cases where an IRC 
section 501(c)(3) organization provides an excess eco-
nomic benefit to an insider, both the organization and 
the insider have engaged in an excess benefit transaction. 
The IRS may impose an excise tax on any insider who 
improperly benefits from an excess benefit transaction, 
as well as on organization managers who participate in 
such a transaction knowing that it is improper. An insider 
who benefits from an excess benefit transaction is also 
required to return the excess benefits to the organiza-
tion. Detailed rules on excess benefit transactions are 
contained in the Code of Federal Regulations, Title 26, 
sections 53.4958-0 through 53.4958-8. 

Private Benefit 

An IRC section 501(c)(3) organization’s activities must 
be directed exclusively toward charitable, educational, 
religious, or other exempt purposes. Such an organiza-
tion’s activities may not serve the private interests of any 
individual or organization. Rather, beneficiaries of an 
organization’s activities must be recognized objects of 
charity (such as the poor or the distressed) or the com-
munity at large (for example, through the conduct of 
religious services or the promotion of religion). Private 
benefit is different from inurement to insiders. Private 
benefit may occur even if the persons benefited are not 
insiders. Also, private benefit must be substantial in 
order to jeopardize tax-exempt status. 

Substantial Lobbying Activity 
In general, no organization, including a church, may 
qualify for IRC section 501(c)(3) status if a substantial 
part of its activities is attempting to influence legisla-
tion (commonly known as lobbying). An IRC section 
501(c)(3) organization may engage in some lobbying, but 
too much lobbying activity risks loss of tax-exempt status. 
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Legislation includes action by Congress, any state legis-
lature, any local council, or similar governing body, with 
respect to acts, bills, resolutions, or similar items (such as 
legislative confirmation of appointive offices), or by the 
public in a referendum, ballot initiative, constitutional 
amendment, or similar procedure. It does not include 
actions by executive, judicial, or administrative bodies. 

A church or religious organization will be regarded as 
attempting to influence legislation if it contacts, or urges 
the public to contact, members or employees of a legisla-
tive body for the purpose of proposing, supporting, or 
opposing legislation, or if the organization advocates the 
adoption or rejection of legislation. 

Churches and religious organizations may, however, 
involve themselves in issues of public policy without 
the activity being considered as lobbying. For example, 
churches may conduct educational meetings, prepare 
and distribute educational materials, or otherwise consid-
er public policy issues in an educational manner without 
jeopardizing their tax-exempt status. 

Measuring Lobbying Activity 

Substantial part test. Whether a church’s or religious 
organization’s attempts to influence legislation constitute 
a substantial part of its overall activities is determined 
on the basis of all the pertinent facts and circumstances 
in each case. The IRS considers a variety of factors, 
including the time devoted (by both compensated and 
volunteer workers) and the expenditures devoted by the 
organization to the activity, when determining whether 
the lobbying activity is substantial. Churches must use 
the substantial part test since they are not eligible to use 
the expenditure test described in the next section. 

Consequences of excessive lobbying activity. Under the substantial 

part test, a church or religious organization that conducts excessive 

lobbying activity in any taxable year may lose its tax-exempt status, 

resulting in all of its income being subject to tax. In addition, a 

religious organization is subject to an excise tax equal to five per-

cent of its lobbying expenditures for the year in which it ceases to 

qualify for exemption. Further, a tax equal to five percent of the 

lobbying expenditures for the year may be imposed against organi-

zation managers, jointly and severally, who agree to the making of 

such expenditures knowing that the expenditures would likely result 

in loss of tax-exempt status. 

Expenditure test. Although churches are not eligible, 
religious organizations may elect the expenditure test 
under IRC section 501(h) as an alternative method for 
measuring lobbying activity. Under the expenditure test, 
the extent of an organization’s lobbying activity will not 
jeopardize its tax-exempt status, provided its expendi-
tures, related to such activity, do not normally exceed an 
amount specified in IRC section 4911. This limit is gen-
erally based upon the size of the organization and may 
not exceed $1,000,000. 

Religious organizations electing to use the expenditure 
test must file IRS Form 5768, Election/Revocation of 
Election by an Eligible IRC Section 501(c)(3) Organization 
To Make Expenditures To Influence Legislation, at any 
time during the tax year for which it is to be effective. 
The election remains in effect for succeeding years 
unless it is revoked by the organization. Revocation of 
the election is effective beginning with the year following 
the year in which the revocation is filed. Religious orga-
nizations may wish to consult their tax advisors to deter-
mine their eligibility for, and the advisability of, electing 
the expenditure test. 

Consequences of excessive lobbying activity. Under the expenditure 

test, a religious organization that engages in excessive lobbying 

activity over a four-year period may lose its tax-exempt status, mak-

ing all of its income for that period subject to tax. Should the orga-

nization exceed its lobbying expenditure dollar limit in a particular 

year, it must pay an excise tax equal to 25 percent of the excess. 
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Political Campaign Activity 
Under the Internal Revenue Code, all IRC section 
501(c)(3) organizations, including churches and religious 
organizations, are absolutely prohibited from directly or 
indirectly participating in, or intervening in, any political 
campaign on behalf of (or in opposition to) any candidate 
for elective public office. Contributions to political cam-
paign funds or public statements of position (verbal or 
written) made by or on behalf of the organization in favor 
of or in opposition to any candidate for public office 
clearly violate the prohibition against political campaign 
activity. Violation of this prohibition may result in denial 
or revocation of tax-exempt status and the imposition of 
certain excise tax. 

Certain activities or expenditures may not be prohibited 
depending on the facts and circumstances. For example, 
certain voter education activities (including the presenta-
tion of public forums and the publication of voter edu-
cation guides) conducted in a non-partisan manner do 
not constitute prohibited political campaign activity. In 
addition, other activities intended to encourage people to 
participate in the electoral process, such as voter regis-
tration and get-out-the-vote drives, would not constitute 
prohibited political campaign activity if conducted in a 
non-partisan manner. On the other hand, voter education 
or registration activities with evidence of bias that: (a) 
would favor one candidate over another; (b) oppose 
a candidate in some manner; or (c) have the effect of 
favoring a candidate or group of candidates, will consti-
tute prohibited participation or intervention. 

Individual Activity by Religious Leaders 

The political campaign activity prohibition is not 
intended to restrict free expression on political matters 
by leaders of churches or religious organizations speak-
ing for themselves, as individuals. Nor are leaders pro-
hibited from speaking about important issues of public 

policy. However, for their organizations to remain tax 
exempt under IRC section 501(c)(3), religious leaders 
cannot make partisan comments in official organization 
publications or at official church functions. To avoid 
potential attribution of their comments outside of church 
functions and publications, religious leaders who speak 
or write in their individual capacity are encouraged to 
clearly indicate that their comments are personal and not 
intended to represent the views of the organization. The 
following are examples of situations involving endorse-
ments by religious leaders. 

Example 1: Minister A is the minister of Church J, a section 

501(c)(3) organization, and is well known in the community. With 

their permission, Candidate T publishes a full-page ad in the local 

newspaper listing five prominent ministers who have personally 

endorsed Candidate T, including Minister A. Minister A is identi-

fied in the ad as the minister of Church J. The ad states, “Titles 

and affiliations of each individual are provided for identification 

purposes only.” The ad is paid for by Candidate T’s campaign com-

mittee. Since the ad was not paid for by Church J, the ad is not 

otherwise in an official publication of Church J, and the endorse-

ment is made by Minister A in a personal capacity, the ad does not 

constitute campaign intervention by Church J. 

Example 2: Minister B is the minister of Church K, a section 

501(c)(3) organization, and is well known in the community.  

Three weeks before the election, he attends a press conference at 

Candidate V's campaign headquarters and states that Candidate 

V should be reelected. Minister B does not say he is speaking on 

behalf of Church K. His endorsement is reported on the front 

page of the local newspaper and he is identified in the article as 

the minister of Church K. Because Minister B did not make the 

endorsement at an official church function, in an official church 

publication or otherwise use the church's assets, and did not state 

that he was speaking as a representative of Church K, his actions 

do not constitute campaign intervention by Church K. 
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Example 3: Minister C is the minister of Church I, a section 

501(c)(3) organization. Church I publishes a monthly church 

newsletter that is distributed to all church members. In each issue, 

Minister C has a column titled “My Views.” The month before the 

election, Minister C states in the “My Views” column, “It is my 

personal opinion that Candidate U should be reelected.” For that 

one issue, Minister C pays from his personal funds the portion of 

the cost of the newsletter attributable to the “My Views” column. 

Even though he paid part of the cost of the newsletter, the newslet-

ter is an official publication of the church. Because the endorse-

ment appeared in an official publication of Church I, it constitutes 

campaign intervention attributed to Church I. 

Example 4: Minister D is the minister of Church M, a section 

501(c)(3) organization. During regular services of Church M shortly 

before the election, Minister D preached on a number of issues, 

including the importance of voting in the upcoming election, and 

concluded by stating, “It is important that you all do your duty 

in the election and vote for Candidate W.” Because Minister D’s 

remarks indicating support for Candidate W were made during an 

official church service, they constitute political campaign interven-

tion by to Church M. 

Issue Advocacy vs. Political Campaign Intervention 

Like other section 501(c)(3) organizations, some 
churches and religious organizations take positions 
on public policy issues, including issues that divide 
candidates in an election for public office. However, 
section 501(c)(3) organizations must avoid any 
issue advocacy that functions as political campaign 
intervention. Even if a statement does not expressly tell 
an audience to vote for or against a specific candidate, 
an organization delivering the statement is at risk of 
violating the political campaign intervention prohibition 
if there is any message favoring or opposing a candidate. 
A statement can identify a candidate not only by stating 
the candidate’s name but also by other means such as 
showing a picture of the candidate, referring to political 
party affiliations, or other distinctive features of a 
candidate’s platform or biography.  All the facts and 
circumstances need to be considered to determine if the 
advocacy is political campaign intervention. 

Key factors in determining whether a communication 
results in political campaign intervention include the 
following: 

�� whether the statement identifies one or more candi-
dates for a given public office, 

�� whether the statement expresses approval or disap-
proval for one or more candidates’ positions and/or 
actions, 

�� whether the statement is delivered close in time to the 
election, 

�� whether the statement makes reference to voting or an 
election, 

�� whether the issue addressed in the communication has 
been raised as an issue distinguishing candidates for a 
given office, 

�� whether the communication is part of an ongoing 
series of communications by the organization on the 
same issue that are made independent of the timing of 
any election, and 

�� whether the timing of the communication and identi-
fication of the candidate are related to a non-electoral 
event such as a scheduled vote on specific legislation by 
an officeholder who also happens to be a candidate for 
public office. 

A communication is particularly at risk of political cam-
paign intervention when it makes reference to candidates 
or voting in a specific upcoming election. Nevertheless, 
the communication must still be considered in context 
before arriving at any conclusions. 

Example 1: Church O, a section 501(c)(3) organization, prepares 

and finances a full page newspaper advertisement that is published 

in several large circulation newspapers in State V shortly before an 

election in which Senator C is a candidate for nomination in a party 

primary.  Senator C is the incumbent candidate in a party primary.  

The advertisement states that a pending bill in the United States 

Senate would provide additional opportunities for State V resi-

dents to participate in faith-based programs by providing funding 

to such church-affiliated programs. The advertisement ends with 

the statement “Call or write Senator C to tell him to vote for this 
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bill, despite his opposition in the past.” Funding for faith-based  

programs has not been raised as an issue distinguishing Senator  

C from any opponent. The bill is scheduled for a vote before  

the election. The advertisement identifies Senator C’s position as  

contrary to O’s position.  Church O has not violated the political  

campaign intervention prohibition: The advertisement does not  

mention the election or the candidacy of Senator C or distinguish  

Senator C from any opponent. The timing of the advertising and  

the identification of Senator C are directly related to a vote on the  

identified legislation. The candidate identified, Senator C, is an  

officeholder who is in a position to vote on the legislation.  

Example 2: Church R, a section 501(c)(3) organization, prepares 

and finances a radio advertisement urging an increase in state fund-

ing for faith-based education in State X, which requires a legisla-

tive appropriation. Governor E is the governor of State X. The 

radio advertisement is first broadcast on several radio stations in 

State X beginning shortly before an election in which Governor E 

is a candidate for re-election. The advertisement is not part of an 

ongoing series of substantially similar advocacy communications by 

Church R on the same issue. The advertisement cites numerous 

statistics indicating that faith-based education in State X is under 

funded. Although the advertisement does not say anything about 

Governor E’s position on funding for faith-based education, it ends 

with “Tell Governor E what you think about our under-funded 

schools.” In public appearances and campaign literature, Governor 

E’s opponent has made funding of faith-based education an issue 

in the campaign by focusing on Governor E’s veto of an income tax 

increase to increase funding for faith-based education. At the time 

the advertisement is broadcast, no legislative vote or other major 

legislative activity is scheduled in the State X legislature on state 

funding of faith-based education. Church R has violated the politi-

cal campaign prohibition: The advertisement identifies Governor 

E, appears shortly before an election in which Governor E is a 

candidate, is not part of an ongoing series of substantially similar 

advocacy communications by Church R on the same issue, is not 

timed to coincide with a non-election event such as a legislative 

vote or other major legislative action on that issue, and takes a posi-

tion on an issue that the opponent has used to distinguish himself 

from Governor E. 

Example 3: Candidate A and Candidate B are candidates for the 

state senate in District W of State X. The issue of State X funding 

for a faith-based indigent hospital care in District W is a promi-

nent issue in the campaign. Both candidates have spoken out on 

the issue. Candidate A supports funding such care; Candidate B 

opposes the project and supports increasing State X funding for 

public hospitals instead. P is the head of the board of elders at 

Church C, a section 501(c)(3) organization located in District W. 

At C’s annual fundraising dinner in District W, which takes place 

in the month before the election, P gives a long speech about 

health care issues, including the issue of funding for faith-based 

programs. P does not mention the name of any candidate or any 

political party.  However, at the end of the speech, P makes the 

following statement, “For those of you who care about quality of 

life in District W and the desire of our community for health care 

responsive to their faith, there is a very important choice coming 

up next month. We need more funding for health care.  Increased 

public hospital funding will not make a difference. You have the 

power to respond to the needs of this community.  Use that power 

when you go to the polls and cast your vote in the election for your 

state senator.”  C has violated the political campaign intervention 

prohibition as a result of P’s remarks at C’s official function shortly 

before the election, in which P referred to the upcoming election 

after stating a position on an issue that is a prominent issue in a 

campaign that distinguishes the candidates. 

Inviting a Candidate to Speak 

Depending on the facts and circumstances, a church or 
religious organization may invite political candidates to 
speak at its events without jeopardizing its tax-exempt 
status. Political candidates may be invited in their capa-
city as candidates, or individually (not as a candidate). 
Candidates may also appear without an invitation at 
organization events that are open to the public. 
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Speaking as a candidate. Like any other IRC section 
501(c)(3) organization, when a candidate is invited to 
speak at a church or religious organization event as a 
political candidate, factors in determining whether the 
organization participated or intervened in a political 
campaign include the following: 

�� whether the church provides an equal opportunity to 
the political candidates seeking the same office, 

�� whether the church indicates any support of or opposi-
tion to the candidate. (This should be stated explicitly 
when the candidate is introduced and in communications 
concerning the candidate’s appearance.) 

�� whether any political fundraising occurs, 

�� whether the individual is chosen to speak solely for 
reasons other than candidacy for public office, 

�� whether the organization maintains a nonpartisan 
atmosphere on the premises or at the event where the 
candidate is present, and 

�� whether the organization clearly indicates the capacity 
in which the candidate is appearing and does not men-
tion the individual's political candidacy or the upcoming 
election in the communications announcing the candi-
date's attendance at the event. 

Equal opportunity to participate. Like any other 
IRC section 501(c)(3) organization, in determining 
whether candidates are given an equal opportunity to 
participate, a church or religious organization should 
consider the nature of the event to which each candidate 
is invited, in addition to the manner of presentation. For 
example, a church or religious organization that invites 
one candidate to speak at its well attended annual ban-
quet, but invites the opposing candidate to speak at a 
sparsely attended general meeting, will likely be found 
to have violated the political campaign prohibition, 
even if the manner of presentation for both speakers 
is otherwise neutral. 

Public forum. Sometimes a church or religious 
organization invites several candidates to speak at a 
public forum. A public forum involving several candi-

dates for public office may qualify as an exempt educa-
tional activity. However, if the forum is operated to show 
a bias for or against any candidate, then the forum would 
be prohibited campaign activity, as it would be consid-
ered intervention or participation in a political campaign. 
When an organization invites several candidates to speak 
at a forum, it should consider the following factors: 

�� whether questions for the candidate are prepared and 
presented by an independent nonpartisan panel, 

�� whether the topics discussed by the candidates cover a 
broad range of issues that the candidates would address 
if elected to the office sought and are of interest to the 
public, 

�� whether each candidate is given an equal opportunity 
to present his or her views on the issues discussed, 

�� whether the candidates are asked to agree or disagree 
with positions, agendas, platforms or statements of the 
organization, and 

�� whether a moderator comments on the questions 
or otherwise implies approval or disapproval of the 
candidates. 

A candidate may seek to reassure the organization that 
it is permissible for the organization to do certain things 
in connection with the candidate’s appearance.  An orga-
nization in this position should keep in mind that the 
candidate may not be familiar with the organization’s 
tax-exempt status and that the candidate may be focused 
on compliance with the election laws that apply to the 
candidate’s campaign rather than the federal tax law that 
applies to the organization. The organization will be in 
the best position to ensure compliance with the prohibi-
tion on political campaign intervention if it makes its 
own independent conclusion about its compliance with 
federal tax law. 

The following are examples of situations where a church 
or religious organization invites a candidate(s) to speak 
before the congregation. 
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Example 1: Minister E is the minister of Church N, a section 

501(c)(3) organization. In the month prior to the election, Minister 

E invited the three Congressional candidates for the district in 

which Church N is located to address the congregation, one each 

on three successive Sundays, as part of regular worship services. 

Each candidate was given an equal opportunity to address and 

field questions on a wide variety of topics from the congregation. 

Minister E’s introduction of each candidate included no comments 

on their qualifications or any indication of a preference for any can-

didate. The actions do not constitute political campaign interven-

tion by Church N. 

Example 2: The facts are the same as in the preceding example 

except that there are four candidates in the race rather than three, 

and one of the candidates declines the invitation to speak. In the 

publicity announcing the dates for each of the candidate’s speeches, 

Church N includes a statement that the order of the speakers 

was determined at random and the fourth candidate declined the 

church’s invitation to speak.  Minister E makes the same statement 

in his opening remarks at each of the meetings where one of the 

candidates is speaking. Church N’s actions do not constitute politi-

cal campaign intervention. 

Example 3: Minister F is the minister of Church O, a section 

501(c)(3) organization The Sunday before the November election, 

Minister F invited Senate Candidate X to preach to her congrega-

tion during worship services. During his remarks, Candidate X 

stated, “I am asking not only for your votes, but for your enthusi-

asm and dedication, for your willingness to go the extra mile to get 

a very large turnout on Tuesday.” Minister F invited no other can-

didate to address her congregation during the Senatorial campaign. 

Because these activities took place during official church services, 

they are attributed to Church O. By selectively providing church 

facilities to allow Candidate X to speak in support of his campaign, 

Church O’s actions constitute political campaign intervention. 

Speaking as a non-candidate. Like any other IRC 
section 501(c)(3) organization, a church or religious 
organization may invite political candidates (including 
church members) to speak in a non-candidate capacity. 

For instance, a political candidate may be a public figure 
because he or she: (a) currently holds, or formerly held, 
public office; (b) is considered an expert in a non-politi-
cal field; or (c) is a celebrity or has led a distinguished 
military, legal, or public service career. A candidate may 
choose to attend an event that is open to the public, such 
as a lecture, concert or worship service. The candidate's 
presence at a church-sponsored event does not, by 
itself, cause the organization to be involved in political 
campaign intervention. However, if the candidate is 
publicly recognized by the organization, or if the candi-
date is invited to speak, factors in determining whether 
the candidate's appearance results in political campaign 
intervention include the following: 

�� whether the individual speaks only in a non-candidate 
capacity, 

�� whether either the individual nor any representative of 
the church makes any mention of his or her candidacy or 
the election, 

�� whether any campaign activity occurs in connection 
with the candidate’s attendance. 

�� whether the individual is chosen to speak solely for 
reasons other than candidacy for public office, 

�� whether the organization maintains a nonpartisan 
atmosphere on the premises or at the event where the 
candidate is present, and 

�� whether the organization clearly indicates the capacity 
in which the candidate is appearing and does not men-
tion the individual's political candidacy or the upcoming 
election in the communications announcing the candi-
date's attendance at the event. 

In addition, the church or religious organization should 
clearly indicate the capacity in which the candidate is 
appearing and should not mention the individual’s politi-
cal candidacy or the upcoming election in the communi-
cations announcing the candidate’s attendance at the event. 
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Below are examples of situations where a public official 
appears at a church or religious organization in an official 
capacity, and not as a candidate. 

Example 1: Church P, a section 501(c)(3) organization, is located 

in the state capital. Minister G customarily acknowledges the 

presence of any public officials present during services. During 

the state gubernatorial race, Lieutenant Governor Y, a candidate, 

attended a Wednesday evening prayer service in the church. 

Minister G acknowledged the Lieutenant Governor’s presence in 

his customary manner, saying, “We are happy to have worshiping 

with us this evening Lieutenant Governor Y.” Minister G made no 

reference in his welcome to the Lieutenant Governor’s candidacy or 

the election. Minister G’s actions do not constitute political campaign 

intervention by Church P. 

Example 2: Minister H is the minister of Church Q, a section 

501(c)(3) organization. Church Q is building a community center. 

Minister H invites Congressman Z, the representative for the dis-

trict containing Church Q, to attend the groundbreaking ceremony 

for the community center. Congressman Z is running for reelection 

at the time. Minister H makes no reference in her introduction to 

Congressman Z’s candidacy or the election. Congressman Z also 

makes no reference to his candidacy or the election and does not 

do any fundraising while at Church Q. Church Q has not inter-

vened in a political campaign. 

Example 3: Church X is a section 501(c)(3) organization. X pub-

lishes a member newsletter on a regular basis. Individual church 

members are invited to send in updates about their activities which 

are printed in each edition of the newsletter.  After receiving an 

update letter from Member Q, X prints the following: “Member Q 

is running for city council in Metropolis.” The newsletter does not 

contain any reference to this election or to Member Q’s candidacy 

other than this statement of fact. Church X has not intervened in a 

political campaign. 

Example 4: Mayor G attends a concert performed by a choir of 

Church S, a section 501(c)(3) organization, in City Park. The con-

cert is free and open to the public. Mayor G is a candidate for re-

election, and the concert takes place after the primary and before 

the general election. During the concert, S’s minister addresses 

the crowd and says, “I am pleased to see Mayor G here tonight. 

Without his support, these free concerts in City Park would not be 

possible. We will need his help if we want these concerts to con-

tinue next year so please support Mayor G in November as he has 

supported us.” As a result of these remarks, Church S has engaged 

in political campaign intervention. 

Voter Education, Voter Registration and Get-Out-
the-Vote Drives 

Section 501(c)(3) organizations are permitted to conduct 
certain voter education activities (including the presenta-
tion of public forums and the publication of voter edu-
cation guides) if they are carried out in a non-partisan 
manner.  In addition, section 501(c)(3) organizations may 
encourage people to participate in the electoral process 
through voter registration and get-out-the-vote drives, 
conducted in a non-partisan manner.  On the other hand, 
voter education or registration activities conducted in a 
biased manner that favors (or opposes) one or more can-
didates is prohibited. 

Like other IRC section 501(c)(3) organizations, some 
churches and religious organizations undertake voter 
education activities by distributing voter guides. Voter 
guides, generally, are distributed during an election 
campaign and provide information on how all candidates 
stand on various issues. These guides may be distributed 
with the purpose of educating voters; however, they may 
not be used to attempt to favor or oppose candidates for 
public elected office. 

A careful review of the following facts and circumstances 
may help determine whether or not a church or religious 
organization’s publication or distribution of voter guides 
constitutes prohibited political campaign activity: 

�� whether the candidates’ positions are compared to the 
organization’s position, 

�� whether the guide includes a broad range of issues 
that the candidates would address if elected to the 
office sought, 

�� whether the description of issues is neutral, 
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�� whether all candidates for an office are included, and 

�� whether the descriptions of candidates’ positions 
are either: 

- the candidates’ own words in response to questions, or 
- a neutral, unbiased and complete compilation of all 
candidates’ positions. 

The following are examples of church voter education 
and voter registration activities. 

Example 1: Church R, a section 501(c)(3) organization, distributes 

a voter guide prior to elections. The voter guide consists of a brief 

statement from the candidates on each issue made in response to 

a questionnaire sent to all candidates for governor of State I. The 

issues on the questionnaire cover a wide variety of topics and were 

selected by Church R based solely on their importance and inter-

est to the electorate as a whole. Neither the questionnaire nor the 

voter guide, through their content or structure, indicate a bias or 

preference for any candidate or group of candidates. Church R is 

not participating or intervening in a political campaign. 

Example 2: Church S, a section 501(c)(3) organization, distributes 

a voter guide during an election campaign. The voter guide is 

prepared using the responses of candidates to a questionnaire sent 

to candidates for major public offices. Although the questionnaire 

covers a wide range of topics, the wording of the questions evi-

dences a bias on certain issues. By using a questionnaire structured 

in this way, Church S is parti-cipating or intervening in a political 

campaign. 

Example 3: Church T, a section 501(c)(3) organization, sets up a 

booth at the state fair where citizens can register to vote. The 

signs and banners in and around the booth give only the name of 

the church, the date of the next upcoming statewide election, and 

notice of the opportunity to register. No reference to any candi-

date or political party is made by volunteers staffing the booth or 

in the materials available in the booth, other than the official voter 

registration forms which allow registrants to select a party affilia-

tion. Church T is not engaged in political campaign intervention 

when it operates this voter registration booth. 

Example 4: Church C is a section 501(c)(3) organization. C’s 

activities include educating its members on family issues involving 

moral values. Candidate G is running for state legislature and an 

important element of her platform is challenging the incumbent’s 

position on family issues. Shortly before the election, C sets up 

a telephone bank to call registered voters in the district in which 

Candidate G is seeking election. In the phone conversations, C’s 

representative tells the voter about the moral importance of family 

issues and asks questions about the voter’s views on these issues. If 

the voter appears to agree with the incumbent’s position, C’s repre-

sentative thanks the voter and ends the call. If the voter appears to 

agree with Candidate G’s position, C’s representative reminds the 

voter about the upcoming election, stresses the importance of vot-

ing in the election and offers to provide transportation to the polls. 

C is engaged in political campaign intervention when it conducts 

this get-out-the-vote drive. 

Business Activity 

The question of whether an activity constitutes partici-
pation or intervention in a political campaign may also 
arise in the context of a business activity of the church 
or religious organization, such as the selling or renting 
of mailing lists, the leasing of office space, or the accep-
tance of paid political advertising. (The tax treatment of 
income from such unrelated business activities follows.) 
In this context, some of the factors to be considered in 
determining whether the church or religious organiza-
tion has engaged in prohibited political campaign activity 
include the following: 

�� whether the good, service, or facility is available to the 
candidates on an equal basis, 

�� whether the good, service, or facility is available only 
to candidates and not to the general public, 

�� whether the fees charged are at the organization’s 
customary and usual rates, and 

�� whether the activity is an ongoing activity of the orga-
nization or whether it is conducted only for the candi-
date. 
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Example 1: Church K is a section 501(c)(3) organization. It owns 

a building that has a large basement hall suitable for hosting din-

ners and receptions. For several years, Church K has made the 

hall available for rent to members of the public. It has standard 

fees for renting the hall based on the number of people in atten-

dance, and a number of different organizations have rented the 

hall. Church K rents the hall on a first come, first served basis. 

Candidate P’s campaign pays the standard fee for the dinner. 

Church K is not involved in political campaign intervention as a 

result of renting the hall to Candidate P for use as the site of a 

campaign fundraising dinner. 

Example 2:  Church L is a section 501(c)(3) organization. It main-

tains a mailing list of all of its members. Church L has never 

rented the mailing list to a third party. The campaign committee 

of Candidate Q, who supports funding for faith-based programs, 

approaches Church L. Candidate A’s campaign committee offers 

to rent Church L’s mailing list for a fee that is comparable to fees 

charged by other similar organizations. Church L rents the list to 

Candidate A’s campaign committee, but declines similar requests 

from campaign committees of other candidates. Church L has 

intervened in a political campaign. 

Web Sites: The Internet has become a widely used 
communications tool. Section 501(c)(3) organizations 
use their own web sites to disseminate statements and 
information. They also routinely link their web sites to 
web sites maintained by other organizations as a way of 
providing additional information that the organizations 
believe is useful or relevant to the public. 

A web site is a form of communication. If an organiza-
tion posts something on its web site that favors or oppos-
es a candidate for public office, the organization will be 
treated the same as if it distributed printed material, oral 
statements or broadcasts that favored or opposed a can-
didate. 

An organization has control over whether it establishes a 
link to another site. When an organization establishes a 
link to another web site, the organization is responsible 
for the consequences of establishing and maintaining 
that link, even if the organization does not have control 

over the content of the linked site. Because the linked 
content may change over time, an organization may 
reduce the risk of political campaign intervention by 
monitoring the linked content and adjusting the links 
accordingly. 

Links to candidate-related material, by themselves, do 
not necessarily constitute political campaign interven-
tion. All the facts and circumstances must be taken into 
account when assessing whether a link produces that 
result. The facts and circumstances to be considered 
include, but are not limited to, the context for the link 
on the organization’s web site, whether all candidates are 
represented, any exempt purpose served by offering the 
link, and the directness of the links between the organi-
zation’s web site and the web page that contains material 
favoring or opposing a candidate for public office. 

Example 1. Church P, a section 501(c)(3) organization, maintains a 

web site that includes such information as biographies of its min-

isters, times of services, details of community outreach programs, 

and activities of members of its congregation. B, a member of the 

congregation of Church P, is running for a seat on the town council. 

Shortly before the election, Church P posts the following message 

on its web site, “Lend your support to B, your fellow parishioner, in 

Tuesday’s election for town council.” Church P has intervened in a 

political campaign on behalf of B. 

Example 2.  Church N, a section 501(c)(3) organization, maintains 

a web site that includes such information as staff listings, direc-

tions to the church, and descriptions of its community outreach 

programs, schedules of services, and school activities. On one page 

of the web site, Church N describes a particular type of treatment 

program for homeless veterans. This section includes a link to an 

article on the web site of O, a major national newspaper, praising 

Church N’s treatment program for homeless veterans. The page 

containing the article on O’s web site does not refer to any can-

didate or election and has no direct links to candidate or election 

information. Elsewhere on O’s web site, there is a page displaying 

editorials that O has published. Several of the editorials endorse 

candidates in an election that has not yet occurred. Church N has 

not intervened in a political campaign by maintaining a link on O’s 
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web site because the link is provided for the exempt purpose of 

educating the public about its programs; the context for the link, 

the relationship between Church N and O, and the arrangement 

of the links going from Church N’s web site to the endorsement 

on O’s web site, do not indicate that Church N was favoring or 

opposing any candidate. 

Example 3:  Church M, a section 501(c)(3) organization, maintains 

a web site and posts an unbiased, nonpartisan voter guide that is 

prepared in accordance with the principles discussed on pages 12 

and 13 of this publication. For each candidate covered in the voter 

guide, M includes a link to that candidate’s official campaign web 

site. The links to the candidate web sites are presented on a con-

sistent, neutral basis for each candidate, with text saying “For more 

information on Candidate X, you may consult [URL].” M has not 

intervened in a political campaign because the links are provided 

for the exempt purpose of educating voters and are presented in a 

neutral, unbiased manner that includes all candidates for a particu-

lar office. 

Consequences of Political Campaign Activity 

When it participates in political campaign activity, a 
church or religious organization jeopardizes both its 
tax-exempt status under IRC section 501(c)(3) and its 
eligibility to receive tax-deductible contributions. In 
addition, it may become subject to an excise tax on its 
political expenditures. This excise tax may be imposed 
in addition to revocation, or it may be imposed instead 
of revocation. Also, the church or religious organization 
should correct the violation. 

Excise tax. An initial tax is imposed on an organization 
at the rate of 10 percent of the political expenditures. 
Also, a tax at the rate of 2.5 percent of the expenditures 
is imposed against the organization managers (jointly and 
severally) who, without reasonable cause, agreed to the 
expenditures knowing they were political expenditures. 
The tax on management may not exceed $5,000 with 

respect to any one expenditure. 

In any case in which an initial tax is imposed against an 
organization, and the expenditures are not corrected 
within the period allowed by law, an additional tax equal 
to 100 percent of the expenditures is imposed against 
the organization. In that case, an additional tax is also 
imposed against the organization managers (jointly and 
severally) who refused to agree to make the correction. 
The additional tax on management is equal to 50 percent 
of the expenditures and may not exceed $10,000 with 
respect to any one expenditure. 

Correction. Correction of a political expenditure 
requires the recovery of the expenditure, to the extent 
possible, and establishment of safeguards to prevent 
future political expenditures. 

Please note that a church or religious organization that 
engages in any political campaign activity also needs to 
determine whether it is in compliance with the appropri-
ate federal, state or local election laws, as these may dif-
fer from the requirements under IRC section 501(c)(3). 
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Unrelated Business Income Tax (UBIT)  

Net Income Subject to the UBIT 
Churches and religious organizations, like other tax-
exempt organizations, may engage in income-producing 
activities unrelated to their tax-exempt purposes, as long 
as the unrelated activities are not a substantial part of the 
organization’s activities. However, the net income from 
such activities will be subject to the UBIT if the follow-
ing three conditions are met: 

�� the activity constitutes a trade or business, 

�� the trade or business is regularly carried on, and 

�� the trade or business is not substantially related to the 
organization’s exempt purpose. (The fact that the orga-
nization uses the income to further its charitable or reli-
gious purposes does not make the activity substantially 
related to its exempt purposes.) 

Exceptions to UBIT 

Even if an activity meets the above three criteria, the 
income may not be subject to tax if it meets one of the 
following exceptions: (a) substantially all of the work in 
operating the trade or business is performed by volun-
teers; (b) the activity is conducted by the organization 
primarily for the convenience of its members; or (c) the 
trade or business involves the selling of merchandise 
substantially all of which was donated. 

In general, rents from real property, royalties, capital 
gains, and interest and dividends are not subject to the 
unrelated business income tax unless financed with 
borrowed money. 

Examples of Unrelated 
Trade or Business Activities 
Unrelated trade or business activities vary depending on 
types of activities, as shown below. 

Advertising 

Many tax-exempt organizations sell advertising in their 
publications or other forms of public communication. 
Generally, income from the sale of advertising is unre-
lated trade or business income. This may include the sale 
of advertising space in weekly bulletins, magazines or 
journals, or on church or religious organization Web sites. 

Gaming 

Most forms of gaming, if regularly carried on, may be 
considered the conduct of an unrelated trade or business. 
This can include the sale of pull-tabs and raffles. Income 
derived from bingo games may be eligible for a special 
tax exception (in addition to the exception regarding 
uncompensated volunteer labor covered above), if the 
following conditions are met: (a) the bingo game is the 
traditional type of bingo (as opposed to instant bingo, a 
variation of pull-tabs); (b) the conduct of the bingo game 
is not an activity carried out by for-profit organizations 
in the local area; and (c) the operation of the bingo game 
does not violate any state or local law. 

Sale of merchandise and publications 

The sale of merchandise and publications (including 
the actual publication of materials) can be considered 
the conduct of an unrelated trade or business if the 
items involved do not have a substantial relationship to 
the exempt purposes of the organization. 
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Rental income 

Generally, income derived from the rental of real prop-
erty and incidental personal property is excluded from 
unrelated business income. However, there are certain 
situations in which rental income may be unrelated busi-
ness taxable income: 

�� if a church rents out property on which there is debt 
outstanding (for example, a mortgage note), the rental 
income may constitute unrelated debt-financed income 
subject to UBIT. (However, if a church or convention or 
association of churches acquires debt-financed land for 
use in its exempt purposes within 15 years of the time of 
acquisition, then income from the rental of the land may 
not constitute unrelated business income.), 

�� if personal services are rendered in connection with 
the rental, then the income may be unrelated business 
taxable income, or 

�� if a church charges for the use of the parking lot, the 
income may be unrelated business taxable income. 

Parking lots 

If a church owns a parking lot that is used by church 
members and visitors while attending church services, 
any parking fee paid to the church would not be subject 
to UBIT. However, if a church operates a parking lot that 
is used by members of the general public, parking fees 
would be taxable, as this activity would not be substan-
tially related to the church’s exempt purpose, and park-
ing fees are not treated as rent from real property. If 
the church enters into a lease with a third party who 
operates the church’s parking lot and pays rent to the 
church, such payments would not be subject to tax, as 
they would constitute rent from real property. 

Whether an income-producing activity is an unrelated 
trade or business activity depends on all the facts and cir-
cumstances. For more information, see IRS Publication 
598, Tax on Unrelated Business Income 
of Exempt Organizations. 

Tax on Income-Producing Activities 
If a church, or other exempt organization, has gross 
income of $1,000 or more for any taxable year from the 
conduct of any unrelated trade or business, it is required 
to file IRS Form 990-T, Exempt Organization Business 
Income Tax Return, for that year. If the church is part of 
a larger entity (such as a diocese), it must file a separate 
Form 990-T if it has a separate EIN. Form 990-T is due 
the l5th day of the 5th month following the end of the 
church’s tax year. (IRC section 512(b)(12) provides a 
special rule for parishes and similar local units of a 
church. A specific deduction is provided, which is equal 
to the lower of $1,000 or the gross income derived from 
any unrelated trade or business regularly carried on 
by such parish or local unit of a church.) See Filing 
Requirements on page 19. 
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Employment Tax  

Generally, churches and religious organizations are 
required to withhold, report, and pay income and 
Federal Insurance Contributions Act (FICA) taxes for 
their employees. Employment tax includes income tax 
withheld and paid for an employee and FICA taxes 
withheld and paid on behalf of an employee. Substantial 
penalties may be imposed against an organization that 
fails to withhold and pay the proper employment tax. 
Whether a church or religious organization must 
withhold and pay employment tax depends upon wheth-
er the church’s workers are employees. Determination 
of worker status is important. Several facts determine 
whether a worker is an employee. For 
an in-depth explanation and examples of the common 
law employer-employee relationship, see IRS Publication 
15-A, Employer’s Supplemental Tax Guide. If a church 
or a worker wants the IRS to determine whether the 
worker is an employee, the church or worker should file 
IRS Form SS-8, Determination of Employee Worker 
Status for Purposes of Federal Employment Taxes and 
Income Tax Withholding, with the IRS. 

�� the church or religious organization pays the employee 
wages of less than $108.28 in a calendar year, or 

�� a church that is opposed to the payment of Social 
Security and Medicare taxes for religious reasons files 
IRS Form 8274, Certification by Churches and Qualified 
Church Controlled Organizations Electing Exemption 
From Employer Social Security and Medicare Taxes. 
Very specific timing rules apply to filing Form 8274. It 
must be filed before the first date on which the electing 
entity is required to file its first quarterly employment 
tax return. This election does not relieve the organization 
of its obligation to withhold income tax on wages paid to 
its employees. In addition, if such an election is made, 
affected employees must pay Self-Employment Contri-
butions Act (SECA) tax. For further information, see 
Publication 517, Social Security and Other Information 
for Members of the Clergy and Religious Workers. 

Withheld employee income tax and FICA taxes are 
reported on IRS Form 941, Employer’s Quarterly 
Federal Tax Return. Some small employers are eligible 
to file an annual Form 944 instead of quarterly returns. 
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Social Security and 
Medicare Taxes — Federal Insurance 
Contributions Act (FICA) 
FICA taxes consist of Social Security and Medicare 
taxes. Wages paid to employees of churches or religious 
organizations are subject to FICA taxes unless one of the 
following exceptions applies: 

�� wages are paid for services performed by a duly 
ordained, commissioned, or licensed minister of a church 
in the exercise of his or her ministry, or by a member 
of a religious order in the exercise of duties required by 
such order, 

See the instructions to Form 944 for more information. 
For more information about employment tax, see IRS 
Publication 15, Circular E, Employer’s Tax Guide, and 
IRS Publication 15-A, Employer’s Supplemental Tax 
Guide. See also, IRS Publication 517, Social Security 
and Other Information for Members of the Clergy and 
Religious Workers. 

Federal Unemployment 
Tax Act (FUTA) 
Churches and religious organizations are not liable for 
FUTA tax. For further information on FUTA, see IRS 
Publication 517, Social Security and Other Information 
for Members of the Clergy and Religious Workers. 
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Special Rules for Compensation of Ministers  

Withholding Income Tax 
for Ministers 
Unlike other exempt organizations or businesses, a 
church is not required to withhold income tax from the 
compensation that it pays to its duly ordained, commis-
sioned, or licensed ministers for performing services in 
the exercise of their ministry. An employee minister may, 
however, enter into a voluntary withholding agreement 
with the church by completing IRS Form W-4, Employee’s 
Withholding Allowance Certificate. A church should 
report compensation paid to a minister on Form W-2, 
Wage and Tax Statement, if the minister is an employee, 
or on IRS Form 1099-MISC, Miscellaneous Income, if 
the minister is an independent contractor. 

Parsonage or Housing Allowances 
Generally, a minister’s gross income does not include 
the fair rental value of a home (parsonage) provided, or 
a housing allowance paid, as part of the minister’s com-
pensation for services performed that are ordinarily the 
duties of a minister. 

A minister who is furnished a parsonage may exclude 
from income the fair rental value of the parsonage, 
including utilities. However, the amount excluded cannot 
be more than the reasonable pay for the minister’s services. 

A minister who receives a housing allowance may 
exclude the allowance from gross income to the extent it 
is used to pay expenses in providing a home. Generally, 
those expenses include rent, mortgage payments, utili-
ties, repairs, and other expenses directly relating to pro-
viding a home. If a minister owns a home, the amount 
excluded from the minister’s gross income as a housing 
allowance is limited to the least of the following: (a) the 
amount actually used to provide a home; (b) the amount 
officially designated as a housing allowance; or (c) the 
fair rental value of the home. The minister’s church or 
other qualified organization must designate the housing 
allowance pursuant to official action taken in advance 
of the payment. If a minister is employed and paid by a 
local congregation, a designation by a national church

 agency will not be effective. The local congregation 
must make the designation. A national church agency 
may make an effective designation for ministers it direct-
ly employs. If none of the minister’s salary has been offi-
cially designated as a housing allowance, the full salary 
must be included in gross income. 

The fair rental value of a parsonage or housing allow-
ance is excludable from income only for income tax 
purposes. These amounts are not excluded in determin-
ing the minister’s net earnings from self-employment for 
Self-Employment Contributions Act (SECA) tax pur-
poses. Retired ministers who receive either a parsonage 
or housing allowance are not required to include such 
amounts for SECA tax purposes. 

As mentioned above, a minister who receives a parson-
age or rental allowance excludes that amount from his 
income. The portion of expenses allocable to the exclud-
able amount is not deductible. This limitation, however, 
does not apply to interest on a home mortgage or real 
estate taxes, nor to the calculation of net earnings from 
self-employment for SECA tax purposes. 

IRS Publication 517, Social Security and Other 
Information for Members of the Clergy and Religious 
Workers, has a detailed example of the tax treatment 
for a housing allowance and the related limitations on 
deductions. IRS Publication 525, Taxable and Nontaxable 
Income, has information on particular types of income 
for ministers. 

Social Security and Medicare Taxes 
— Federal Insurance Contributions 
Act (FICA) vs. Self-Employment 
Contributions Act (SECA) 
The compensation that a church or religious organization 
pays to its ministers for performing services in the exer-
cise of ministry is not subject to FICA taxes. However, 
income that a minister earns in performing services in 
the exercise of his ministry is subject to SECA tax, unless 
the minister has timely applied for and received an 
exemption from SECA tax. 
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Payment of Employee Business Expenses  

A church or religious organization is treated like any 
other employer as far as the tax rules regarding employ-
ee business expenses. The rules differ depending upon 
whether the expenses are paid through an accountable 
or non-accountable plan, and these plans determine 
whether the payment for these expenses is included in 
the employee’s income. 

Accountable Reimbursement Plan 
An arrangement that an employer establishes to 
reimburse or advance employee business expenses will 
be an accountable plan if it meets three requirements: 
(1) involves a business connection; (2) requires the 
employee to substantiate expenses incurred; and (3) 
requires the employee to return any excess amounts. 

Employees must provide the organization with sufficient 
information to identify the specific business nature of 
each expense and to substantiate each element of an 
expenditure. It is not sufficient for an employee to aggre-
gate expenses into broad categories such as travel or to 
report expenses through the use of non-descriptive terms 
such as miscellaneous business expenses. Both the sub-
stantiation and the return of excess amounts must occur 
within a reasonable period of time. 

Employee business expenses reimbursed under an 
accountable plan are: (a) excluded from an employee’s 
gross income; (b) not required to be reported on the 
employee’s IRS Form W-2, Wage and Tax Statement; and 
(c) exempt from the withholding and payment of wages 
subject to FICA taxes and income tax withholdings. 

Non-accountable Reimbursement Plan 
If the church or religious organization reimburses or 
advances the employee for business expenses, but the 
arrangement does not satisfy the three requirements of 
an accountable plan, the amounts paid to the employees 
are considered wages subject to FICA taxes and income 
tax withholding, if applicable, and are reportable on 
Form W-2. (Amounts paid to employee ministers are 

treated as wages reportable on Form W-2, but are not 
subject to FICA taxes or income tax withholding.) 

For example, if a church or religious organization pays 
its secretary a $200 per month allowance to reimburse 
monthly business expenses the secretary incurs while 
conducting church or religious organization business, and 
the secretary is not required to substantiate the expenses 
or return any excess, then the entire $200 must be re-
ported on Form W-2 as wages subject to FICA taxes and 
income tax withholding. In the same situation involving 
an employee-minister, the allowance must be reported 
on the minister’s Form W-2, but no FICA or income tax 
withholding is required. For further information see 
IRS Publication 463, Travel, Entertainment, Gift and 
Car Expenses. 

One common business expense reimbursement is for 
automobile mileage. If a church or religious organiza-
tion pays a mileage allowance at a rate that is less than 
or equal to the federal standard rate, the amount of the 
expense is deemed substantiated. (Each year, the federal 
government establishes a standard mileage reimbursement 
rate.) There are no income or employment tax conse-
quences to the reimbursed individual provided that the 
employee substantiates the time, place, and business 
purposes of the automobile mileage for which reimburse-
ment is sought. Of course, reimbursement for automo-
bile mileage incurred for personal purposes is includible 
in the individual’s income. 

If a church or religious organization reimburses auto-
mobile mileage at a rate exceeding the standard mileage 
rate, the excess is treated as paid under a non-account-
able plan. This means that the excess is includible in the 
individual’s income and is subject to the withholding and 
payment of income and employment taxes, if applicable. 

In addition, any mileage reimbursement that is paid with-
out requiring the individual to substantiate the time, place, 
and business purposes of each trip is included in the indi-
vidual’s income, regardless of the rate of reimbursement. 

No income is attributed to an employee or a volunteer 
who uses an automobile owned by the church or religious 
organization to perform church-related work. 
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Recordkeeping Requirements  

Books of Accounting 
and Other Types of Records 
All tax-exempt organizations, including churches and 
religious organizations (regardless of whether tax-exempt 
status has been officially recognized by the IRS), are 
required to maintain books of accounting and other 
records necessary to justify their claim for exemption in 
the event of an audit. See Special Rules Limiting IRS 
Authority to Audit a Church on page 22. Tax-exempt 
organizations are also required to maintain books and 
records that are necessary to accurately file any federal 
tax and information returns that may be required. 

There is no specific format for keeping records. How-
ever, the types of required records frequently include 
organizing documents (charter, constitution, articles 
of incorporation) and bylaws, minute books, property 
records, general ledgers, receipts and disbursements 
journals, payroll records, banking records, and invoices. 
The extent of the records necessary generally varies 
according to the type, size, and complexity of the 
organization’s activities. 

Length of Time to Retain Records 
The law does not specify a length of time that records 
must be retained; however, the following guidelines 
should be applied in the event that the records may be 
material to the administration of any federal tax law. 

Type of Record Length of Time to Retain 

Records of revenue Retain for at least four 

and expenses, years after filing the 

including payroll return(s) to which they 

records. relate. 

Records relating to Retain for at least four 

acquisition and years after the filing of 

disposition of property the return for the year 

(real and personal, in which disposition 

 including investments). occurs. 
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Filing Requirements  

Information and Tax Returns — Forms to File and Due Dates 
Churches or religious organizations may be required to report certain payments to the IRS. The following is a list of the 
most frequently required returns, who should use them, how they are used, and when they should be filed. 

Returns Who Should Use Them How They are Used When to File 

Form W-2 
Wage and Tax Statement 

Form W-3 
Transmittal of Wage 
and Tax Statement 

Form W-2G 
Certain Gaming Winnings 

For more information on report-
ing requirements for gaming 
activities, see IRS Publication 3079, 
Gaming Publication for Tax-Exempt 
Organizations. 

Organizations with employees. 

Any charitable or religious organiza-

tion, including a church, that spon-

sors a gaming event (raffles, bingo) 

must file Form W-2G when 

a participant wins a prize over 

a specific value amount. 

The requirements for reporting and 

withholding depend on the type of 

gaming, the amount of winnings, and 

the ratio of winnings to the wager. 

Furnish each employee with 

a completed Form W-2 

by January 31; and file all 

Forms W-2 and Form W-3 

with the Social Security 

Administration (SSA) by the 

last day of February. 

For each winner meeting the 

filing requirement, the church 

or religious organization must 

furnish each winner Form W-2G 

by January 31; and file Copy A 

of Form W-2G with the IRS by 

February 28. 

Form 941 
Employer’s Quarterly 
Federal Tax Return 

Small employers that have been noti-

fied by the IRS to file Form 944 (see 

form instructions) may use that form; 

Use Form 941 or 944 to report Social 

Security and Medicare taxes and 

income taxes withheld by the organiza-

See form instructions for due 

dates. 

or 
other employers required to file must tion, and Social Security and Medicare 

Form 944, use Form 941 taxes paid by the organization.
Employer’s Annual 
Federal Tax Return 

Form 945 If a church or religious organization File Form 945 by January 31. 

withholds income tax, including backup This form is not required for
Annual Return of 
Withheld Federal 

withholding, from non-payroll payments, those years in which there is 

Income Tax 
it must file Form 945. no non-payroll tax liability. 

Form 990 
Return of Organization 
Exempt from Income Tax 

Form 990-EZ 
Short Form Return of 
Organization Exempt 
From Income Tax 

Form 990-N (electronic 
postcard), Electronic Notice 
for Tax Exempt Organizations 
Not Required to File Form 990 
or 990-EZ. 

Exceptions to file Form 990, 990-EZ and 990-N 

The following is a list of some of the organizations that are not required to file Form 990, 990-
EZ or 990-N. 
�� Churches (as opposed to “religious organizations,” defined earlier 
�� Inter-church organization s of local units of a church 
�� Mission societies sponsored by or affiliated with one or more churches or church denomi-
nation, if more than half of the activities are conducted in, or directed at, persons in foreign 
countries 
�� An exclusively religious activity of any religious order 

See the form instructions for a list of other organizations that are not required to file. 

Form 990, 990-EZ or 990-N must 

be filed on or before the 15th day 

of the 5th month following the 

end of the organization’s tax year. 

Form 990-N must be electroni-

cally filed. 

Generally, all religious organizations 

(See exception to file 990 below) 

must file Form 990, Form 990-EZ or 

Form 990-N. 

For tax years 2008 through 2010, the 

thresholds for determining whether an 

organization should file Form 990, 990-

EZ or 990-N will vary.  See www.irs.gov/ 

eo for the specific thresholds. 
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Returns Who Should Use Them How They are Used When to File 

Form 990-T Churches and religious Churches and religious organizations Form 990-T must be filed by the 
Exempt Organization organizations. must file Form 990-T if they generate 15th day of the 5th month after 
Business Income Tax Return gross income from an unrelated business the organization’s accounting 

of $1,000 or more for a taxable year. period ends (May 15 for a 
For more information on unrelated calendar year accounting period).
business income, see Unrelated Business 
Income Tax (UBIT) on page 12. 

Churches and religious If the tax on unrelated business income 
Form 990-W organizations. is expected to be $500 or more, the 
Estimated Tax on Unrelated church or religious organization must 
Business Taxable Income for make estimated tax payments. 
Tax-Exempt Organizations 

Use Form 990-W to compute the 

estimated tax liability. 

Form 1096 
Annual Summary and 
Transmittal of U.S. 

Information Returns 

Form 1099 

Miscellaneous Income 

See the Instructions for 
Form 1099-MISC for details. 

Churches and religious 

organizations. 

Churches and religious 

organizations. 

Use Form 1096 to transmit Forms 

1099-MISC, W-2G, and certain other 

forms to the IRS. 

A church or religious organization must 

use Form 1099-MISC if it pays an unin-

corporated individual or an entity $600 or 

more in any calendar year for one of the 

following payments: gross rents; commis-

sions, fees, or other compensation paid 

to non-employees; prizes and awards; or 

other fixed and determinable income. 

Form 1096 must be filed by 

February 28 in the year follow-

ing the calendar year in which 

the payments were made. 

Churches or religious organiza-

tions must furnish each payee 

with a copy of Form 1099-MISC 

by January 31; and file Copy A 

of Form 1099-MISC with the 

IRS by February 28. 

Form 5578 A church or religious organization A church or religious organization Form 5578 must be filed on or 

Annual Certification of that operates a private school, whether must file Form 5578 to certify that before the 15th day of the 5th 

Racial Nondiscrimination separately incorporated or operated it does not discriminate based on race month following the end of the 

for a Private School Exempt as part of its overall operations, that or ethnic origin. organization’s taxable year 

from Federal Income Tax teaches secular subjects and generally (May 15 for a calendar year). 

For information on racial and eth-
nic nondiscriminatory policies, see 

complies with state law requirements 

for public education. 
If an organization files Form 

Revenue Procedure 75-50, 1975-2 990 or Form 990-EZ, the 
C.B. 587 at www.irs.gov. certification must be made 

Note: It is not considered racially discriminatory for a parochial school to select students on the 
basis of membership in a religious denomination if membership in the denomination is open to on Schedule A (Form 990 or 

all on a racially nondiscriminatory basis. Further, a seminary, or other purely religious school, that Form 990-EZ). 
primarily teaches religious subjects usually with the purpose of training students for the ministry, 
is not subject to the racially nondiscriminatory requirements because it is considered to be a reli-
gious rather than an educational organization. 

Churches and religious A church or religious organization must The church or religious organi-
Form 8282 organizations. file Form 8282 if it sells, exchanges, zation must file Form 8282 with 
Donee Information Return transfers, or otherwise disposes of certain the IRS within 125 days of date 

non-cash donated property within three of disposition of the property; 

years of the date it originally received and furnish the original donor 

the donation. This applies to non-cash with a copy of the form. 

property that had an appraised value of 

more than $5,000 at time of donation. 
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Charitable Contributions — 
Substantiation and Disclosure Rules 

Recordkeeping 
A church or religious organization should be aware of 
the recordkeeping and substantiation rules imposed on 
donors of charities that receive certain quid pro quo 
contributions. 

Recordkeeping Rules 
A donor cannot claim a tax deduction for any contribu-
tion 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 contribution, and 
the amount of the contribution. 

Substantiation Rules 

A donor cannot claim a tax deduction for any single 
contribution of $250 or more unless the donor obtains 
a contemporaneous, written acknowledgment of the 
contribution from the recipient church or religious orga-
nization. A church or religious organization that 
does not acknowledge a contribution incurs no penalty; 
but without a written acknowledgment, the donor 
cannot claim a tax deduction. Although it is a donor’s 
responsibility to obtain a written acknowledgment, a 
church or religious organization can assist the donor by 
providing a timely, written statement containing 
the following information: 

�� name of the church or religious organization, 

�� date of the contribution, 

�� amount of any cash contribution, and 

�� description (but not the value) of non-cash contributions. 

In addition, the timely, written statement must contain 
one of the following: 

�� statement that no goods or services were provided by 
the church or religious organization in return for the 
contribution, 

�� statement that goods or services that a church or reli-
gious organization provided in return for the contribu-
tion consisted entirely of intangible religious benefits, or 

�� description and good faith estimate of the value of 
goods or services other than intangible religious benefits 
that the church or religious organization provided in 
return for the contribution. 

The church or religious organization may either provide 
separate acknowledgments for each single contribution 
of $250 or more or one acknowledgment to substantiate 
several single contributions of $250 or more. Separate 
contributions are not aggregated for purposes of measur-
ing the $250 threshold. 

Disclosure Rules that Apply 
to Quid Pro Quo Contributions 
A contribution made by a donor in exchange for goods 
or services is known as a quid pro quo contribution. A 
donor may only take a contribution deduction to the 
extent that his or her contribution exceeds the fair mar-
ket value of the goods and services the donor receives 
in return for the contribution. Therefore, donors need 
to know the value of the goods or services. A church or 
religious organization must provide a written statement 
to a donor who makes a payment exceeding $75 partly as 
a contribution and partly for goods and services provided 
by the organization. 

Example 1: If a donor gives a church a payment of $100 and, in 

return, receives a ticket to an event valued at $40, this is a quid 

pro quo contribution, and only $60 is deductible by the donor 

($100 - $40 = $60). Even though the deductible amount does 

not exceed $75, since the quid pro quo contribution the church 

received is in excess of $75, the church must provide the donor 

with a written disclosure statement. The statement must: (1) inform 

the donor that the amount of the contribution that is deductible for 

federal income tax purposes is limited to the excess of money (and 

the fair market value of any property other than money) contrib-

uted by the donor over the value of goods or services provided by 

the church or religious organization; and (2) provide the donor with 

a good-faith estimate of the value of the goods or services. 
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The church or religious organization must provide the 
written disclosure statement with either the solicitation 
or the receipt of the contribution and in a manner that 
is likely to come to the attention of the donor. For 
example, a disclosure in small print within a larger 
document may not meet this requirement. 

Exceptions to Disclosure Statement 
A church or religious organization is not required to 
provide a disclosure statement for quid pro quo 
contributions when: (a) the goods or services meet the 
standards for insubstantial value; or (b) the only benefit 
received by the donor is an intangible religious benefit. 
Additionally, if the goods or services the church or 
religious organization provides are intangible religious 
benefits (examples follow), the acknowledgement for 
contributions of $250 or more does not need to describe 
those benefits. 

Generally, intangible religious benefits are benefits 
provided by a church or religious organization that are 
not usually sold in commercial transactions outside a 
donative (gift) context. 

IRS Publication 1771, 
Charitable Contributions: 

Substantiation and 
Disclosure Requirements, 
provides more information 

on substantiation and 
disclosure rules. 

Order Publication 1771 
free through the IRS at 

(800) 829-3676. 

Intangible religious benefits include: 

�� admission to a religious ceremony 
�� de minimus tangible benefits, such as wine used in 
religious ceremony 

Benefits that are not  
intangible religious benefits include:  

�� tuition for education leading to a recognized degree 
�� travel services 
�� consumer goods 
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Special Rules Limiting 
IRS Authority to Audit a Church 

Tax Inquiries and 
Examinations of Churches 
Congress has imposed special limitations, found in IRC 
section 7611, on how and when the IRS may conduct 
civil tax inquiries and examinations of churches. The IRS 
may only initiate a church tax inquiry if the Director, 
Exempt Organizations, Examinations reasonably 
believes, based on a written statement of the facts and 
circumstances, that the organization: (a) may not qualify 
for the exemption; or (b) may not be paying tax on an 
unrelated business or other taxable activity. 

Restrictions on Church Inquiries and Examinations 

Restrictions on church inquiries and examinations apply 
only to churches (including organizations claiming to be 
churches if such status has not been recognized by IRS) 
and conventions or associations of churches. They do 
not apply to related persons or organizations. Thus, for 
example, the rules do not apply to schools that, although 
operated by a church, are organized as separate legal 
entities. Similarly, the rules do not apply to integrated 
auxiliaries of a church. 

Restrictions on church inquiries and examinations do 
not apply to all church inquiries by the IRS. The most 
common exception relates to routine requests for infor-
mation. For example, IRS requests for information from 
churches about filing of returns, compliance with income 
or Social Security and Medicare tax withholding require-
ments, supplemental information needed to process 
returns or applications, and other similar inquiries are 
not covered by the special church audit rules. 

Restrictions on church inquiries and examinations do 
not apply to criminal investigations or to investigations of 
the tax liability of any person connected with the church, 
e.g., a contributor or minister. 

The procedures of IRC section 7611 will be used in 
initiating and conducting any inquiry or examination 
into whether an excess benefit transaction (as that term 
is used in IRC section 4958) has occurred between a 
church and an insider. 

Audit Process 
The following is the sequence of the audit process. 

1. If the reasonable belief requirement is met, the IRS 
must begin an inquiry by providing a church with written 
notice containing an explanation of its concerns. 

2. The church is allowed a reasonable period in which to 
respond by furnishing a written explanation to alleviate 
IRS concerns. 

3. If the church fails to respond within the required 
time, or if its response is not sufficient to alleviate IRS 
concerns, the IRS may, generally within 90 days, issue 
a second notice, informing the church of the need to 
examine its books and records. 

4. After issuance of a second notice, but before com-
mencement of an examination of its books and records, 
the church may request a conference with an IRS official 
to discuss IRS concerns. The second notice will contain 
a copy of all documents collected or prepared by the 
IRS for use in the examination and subject to disclosure 
under the Freedom of Information Act, as supplemented 
by IRC section 6103 relating to disclosure and confiden-
tiality of tax return information. 

5. Generally, examination of a church’s books and records 
must be completed within two years from the date of the 
second notice from the IRS. 

If at any time during the inquiry process the church 
supplies information sufficient to alleviate the concerns 
of the IRS, the matter will be closed without examination 
of the church’s books and records. There are additional 
safeguards for the protection of churches under IRC 
section 7611. For example, the IRS cannot begin a sub-
sequent examination of a church for a five-year period 
unless the previous examination resulted in a revocation, 
notice of deficiency of assessment, or a request for a 
significant change in church operations, including a 
significant change in accounting practices. 
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Glossary  

Church. Certain characteristics are generally attributed to churches. 

These attributes of a church have been developed by the IRS and 

by court decisions. They include: distinct legal existence; recog-

nized creed and form of worship; definite and distinct ecclesiasti-

cal government; formal code of doctrine and discipline; distinct 

religious history; membership not associated with any other church 

or denomination; organization of ordained ministers; ordained 

ministers selected after completing prescribed courses of study; 

literature of its own; established places of worship; regular congre-

gations; regular religious services; Sunday schools for the religious 

instruction of the young; schools for the preparation of its ministers. 

The IRS generally uses a combination of these characteristics, 

together with other facts and circumstances, to determine whether 

an organization is considered a church for federal tax purposes. 

The IRS makes no attempt to evaluate the content of whatever 

doctrine a particular organization claims is religious, provided the 

particular beliefs of the organization are truly and sincerely held by 

those professing them and the practices and rites associated with 

the organization’s belief or creed are not illegal or contrary to 

clearly defined public policy. 

Integrated Auxiliary Of A Church. The term integrated 

auxiliary of a church refers to a class of organizations that are related 

to a church or convention or association of churches, but are not 

such organizations themselves. In general, the IRS will treat an 

organization that meets the following three requirements as an 

integrated auxiliary of a church. The organization must: 

�� be described both as an IRC section 501(c)(3) charitable 

organization and as a public charity under IRC sections 509(a)(1), 

(2), or (3), 

�� be affiliated with a church or convention or association of 

churches, and 

�� receive financial support primarily from internal church sources 

as opposed to public or governmental sources. 

Men’s and women’s organizations, seminaries, mission societies, and 

youth groups that satisfy the first two requirements above are con-

sidered integrated auxiliaries whether or not they meet the internal 

support requirements. More guidance as to the types of organiza-

tions the IRS will treat as integrated auxiliaries can be found in the 

Code of Regulations, 26 CFR section 1.6033-2(h). 

The same rules that apply to a church apply to the integrated 

auxiliary of a church, with the exception of those rules that apply 

to the audit of a church. See section Special Rules Limiting IRS 

Authority To Audit A Church on page 22. 

Minister. The term minister is not used by all faiths; however, 

in an attempt to make this publication easy to read, we use it 

because it is generally understood. As used in this booklet, the 

term minister denotes members of clergy of all religions and 

denominations and includes priests, rabbis, imams, and similar 

members of the clergy. 

IRC Section 501(C)(3). IRC section 501(c)(3) describes chari-

table organizations, including churches and religious organizations, 

which qualify for exemption from federal income tax and generally 

are eligible to receive tax-deductible contributions. This section 

provides that: 

�� an organization must be organized and operated exclusively 

for religious or other charitable purposes, 

�� net earnings may not inure to the benefit of any private 

individual or shareholder, 

�� no substantial part of its activity may be attempting to 

influence legislation, 

�� the organization may not intervene in political campaigns, and 

�� the organization’s purposes and activities may not be illegal or 

violate fundamental public policy. 

These requirements are set forth in greater detail throughout this 

publication. 
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Help From The IRS  

IRS Tax 
Publications 
to Order 

Publication 1 

Publication 15 

Your Rights as a Taxpayer 

Circular E, Employer’s Tax Guide 

The IRS provides free tax 
publications and forms. Order 
publications and forms by 
calling toll-free (800) 829-3676, 
or download publications and 
forms from the IRS Web site 
at www.irs.gov. The following 
list of publications may pro-
vide further information for 
churches and other religious 
organizations: 

Publication 15-A 

Publication 334 

Publication 463 

Publication 517 

Publication 525 

Employer’s Supplemental Tax Guide 

Tax Guide for Small Business 
(For Individuals Who Use Schedule C or C-EZ) 

Travel, Entertainment, Gift, and Car Expenses 

Social Security and Other Information 
for Members of the Clergy and Religious Workers 

Taxable and Nontaxable Income 

Publication 526 Charitable Contributions 

Publication 557 Tax-Exempt Status for Your Organization 

Publication 561 Determining the Value of Donated Property 

Publication 571 Tax-Sheltered Annuity Programs for Employees of Public 
Schools and Certain Tax-Exempt Organizations 

28 

Publication 598 Tax on Unrelated Business Income 
of Exempt Organizations 

Publication 910 Guide to Free Tax Services 

Publication 1771 Charitable Contributions: Substantiation and 
Disclosure 

Publication 3079 Gaming Publication for Tax-Exempt Organizations 

Publication 4221-PC Compliance Guide for 501(c)(3) Public Charities 

Publication 4630 Exempt Organizations Products and Services Navigator 
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IRS Customer Service 
Telephone assistance for general tax  
information is available by calling:  
IRS Customer Service  
toll-free at (800) 829-1040.  

EO Customer Service 
Telephone assistance specific to exempt 
organizations is available by calling: 
IRS Exempt Organizations Customer 
Account Services toll-free at 
(877) 829-5500. 

EO Web Site 
Visit the IRS Exempt Organizations 
Web site at www.irs.gov/eo. 

Stay Exempt - Tax Basics for 501(c)(3)s - a 
free on-line IRS workshop covering tax com-
pliance issues confronted by small and mid-
sized tax-exempt organizations, available at 
www.stayexempt.org. 

EO Update 
To receive IRS Exempt Organization’s 
Update, a periodic newsletter with 
information for tax-exempt organiza-
tions and tax practitioners who represent 
them, visit www.irs.gov/eo and click on 
“EO Newsletter.” 

Page 223



Internal Revenue Service 

Tax Exempt and 
Government Entities 

Exempt Organizations 

Compliance Guide for 
501(c)(3) Public Charities 

Covers: 

Activities that may jeopardize 
a charity's exempt status 

Federal information returns, tax 
returns or notices that must be filed 

Recordkeeping—why, what, when 

Changes to be reported to the IRS 

Required public disclosures 

Resources for public charities 
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1(c)(3) 

Federal tax law provides tax benefits to nonprofit 

organizations recognized as exempt from federal 

income tax under section 501(c)(3) of the Internal 

Revenue Code (Code).The Code requires that 

tax-exempt organizations must comply with federal 

tax law to maintain tax-exempt status and avoid 

penalties. 

In Publication 4221-PC, the IRS addresses activities 

that could jeopardize a public charity's tax-exempt 

status. It identifies general compliance requirements 

on recordkeeping, reporting, and disclosure for 

exempt organizations (EO’s) described in section 

501(c)(3) of the Code that are classified as public 

charities. Content includes references to the statute, 

Treasury regulations, IRS publications and IRS forms 

with instructions. Publication 4221-PC is neither com-

prehensive nor intended to address every situation. 

To learn more about compliance rules and proce-

dures that apply to public charities exempt from 

federal income tax under section 501(c)(3), see 

IRS Publication 557, Tax-Exempt Status for Your 

Organization, and the Life Cycle of a Public Charity 

on www.irs.gov/eo. Stay abreast of new EO 

information, also on this Web site, by signing up 

for the EO Update, a free newsletter for tax-exempt 

organizations and practitioners who represent 

them. For further assistance, consult a tax adviser. 
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What activities may 
jeopardize a public charity’s 
tax-exempt status? 

Once a public charity has completed the applica-

tion process and has established that it is exempt 

under section 501(c)(3), the charity’s officers, direc-

tors, trustees and employees still have ongoing 

responsibilities. They must ensure that the organi-

zation maintains its tax-exempt status and meets 

its ongoing compliance responsibilities. 

A 501(c)(3) public charity that does not restrict its 

participation in certain activities and does not abso-

lutely refrain from others, risks failing the opera-

tional test and jeopardizing its tax-exempt status. 

The following summarizes the limitations on the 

activities of public charities. 

Private Benefit and Inurement 

A public charity is prohibited from allowing more 

than an insubstantial accrual of private benefit to 

individuals or organizations. This restriction is to 

ensure that a tax-exempt organization serves a 

public interest, not a private one. If a private ben-

efit is more than incidental, it could jeopardize the 

organization’s tax-exempt status. 

No part of an organization’s net earnings may inure 

to the benefit of a private shareholder or individual. 

This means that an organization is prohibited from 

allowing its income or assets to accrue to insiders. 

An example of prohibited inurement would include 

payment of unreasonable compensation to an 

insider. An insider is a person who has a personal 

or private interest in the activities of the organization 

such as an officer, director, or a key employee. Any 
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amount of inurement may be grounds for loss of 

tax-exempt status. 

In cases where a public charity provides an excess 

economic benefit to a person who is in a position 

to exercise substantial influence over its affairs, 

the organization has engaged in an excess 

benefit transaction (see Reporting Excess Benefit 

Transactions on page 8) that subjects the person 

to possible excise taxes. Go to www.irs.gov/eo 

for details about inurement, private benefit, and 

excess benefit transactions. 

Political Campaign Intervention 

Public charities are absolutely prohibited from 

directly or indirectly participating in, or interven-

ing in, any political campaign on behalf of (or 

in opposition to) a candidate for public office. 

Contributions to political campaign funds or public 

statements of position made on behalf of the orga-

nization in favor of or in opposition to any candi-

date for public office clearly violate the prohibition 

against political campaign activity. Violation of this 

prohibition may result in revocation of tax-exempt 

status and/or imposition of certain excise taxes. 

Certain activities or expenditures may not be pro-

hibited depending on the facts and circumstances. 

For example, the conduct of certain voter educa-

tion activities (including the presentation of public 

forums and the publication of voter education 

guides) in a non-partisan manner do not constitute 

prohibited political campaign activity. Other activi-

ties intended to encourage people to participate 

in the electoral process, such as voter registration 

and get-out-the-vote drives, would not constitute 

prohibited political campaign activity if conducted 
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in a non-partisan manner. On the other hand, voter 

education or registration activities with evidence 

of bias that would favor one candidate over anoth-

er, oppose a candidate in some manner, or have 

the effect of favoring a candidate or group of 

candidates, will constitute campaign intervention. 

The political campaign activity prohibition is not 

intended to restrict free expression on political 

matters by leaders of public charities speaking 

for themselves as individuals. However, for their 

organizations to remain tax exempt under section 

501(c)(3), organization leaders cannot make parti-

san comments in official organization publications 

or at official functions and should clearly indicate 

that their comments are personal and not intended 

to represent the views of the organization. Read 

Revenue Ruling 2007-41 at www.irs.gov/eo for 

additional information on the prohibition against 

political campaign intervention. 

Legislative Activities 

A public charity is not permitted to engage in sub-

stantial legislative activity (commonly referred to 

as lobbying). An organization will be regarded as 

attempting to influence legislation: if it contacts, 

or urges the public to contact, members or employ-

ees of a legislative body for purposes of proposing, 

supporting or opposing legislation; or if the 

organization advocates the adoption or rejection 

of legislation. 

If lobbying activities are substantial, a 501(c)(3) 

organization may fail the operational test and risk 

losing its tax-exempt status and/or be liable for 

excise taxes. Substantiality is measured by either 

the substantial part test or the expenditure test. 
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What federal information 
returns, tax returns and notices 
must be filed? 

The substantial part test determines substantiality 

on the basis of all the pertinent facts and circum-

stances in each case. The IRS considers a variety 

of factors, including the time devoted and expen-

ditures devoted by the organization to the activity, 

when determining whether the lobbying activity 

is substantial. 

As an alternative, a public charity (other than a 

church) may elect to use the expenditure test by 

filing Form 5768, Election/Revocation of Election 

by an Eligible Section 501(c)(3) Organizations To 

Make Expenditures To Influence Legislation. Under 

the expenditure test, a public charity’s lobbying 

activity will not jeopardize its tax-exempt status 

provided its expenditures related to lobbying do 

not normally exceed a set amount specified in sec-

tion 4911 of the Code. This limit is generally based 

on the size of the organization and may not exceed 

$1 million. Read the Life Cycle of a Public Charity 

at www.irs.gov/eo for additional information about 

the rules against substantial legislative activities. 

While 501(c)(3) public charities are exempt from 

federal income tax, most of these organizations 

have information reporting obligations under the 

Code to ensure that they continue to be recognized 

as tax-exempt. In addition, they may also be liable 

for employment taxes, unrelated business income 

tax, excise taxes, and certain state and local taxes. 
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Form 990, Return of Organization Exempt 
from Income Tax and Form 990-EZ 

Public charities generally file Form 990, Return 

of Organization Exempt from Income Tax, Form 

990-EZ, Short Form Return of Organization Exempt 

from Income Tax, or Form 990-N, Electronic Notice 

(e-Postcard) for Tax-Exempt Organizations not 

Required To File Form 990 or 990-EZ. 

The type of Form or Notice required is generally 

determined by the public charity’s financial activity. 

An organization may file Form 990-EZ if its gross 

receipts are normally more than $25,000 but less 

than $100,000, and its total assets are less than 

$250,000 at the end of the year. (The Form 990 

Instructions show how to compute an organization’s 

“normal” receipts.) If the organization’s gross 

receipts are $100,000 or greater, the organization 

generally must file Form 990. If the organization’s 

gross receipts are generally less than $25,000, the 

organization must file the Form 990-N, but may 

elect to file a complete Form 990 or Form 990-EZ. 

(See Form 990-N, Electronic Notice (e-Postcard) for 

Tax-Exempt Organizations not Required To File Form 

990 or 990-EZ on page 9.) 

Forms 990 and 990-EZ must be filed by the 15th day 

of the fifth month after the end of the organization’s 

annual accounting period. The due date may be 

extended for three months, without showing cause, 

by filing Form 8868, Application for Extension of 

Time To File an Exempt Organization Form, before 

the due date. An additional three-month extension 

may be requested on Form 8868 if the organization 

shows reasonable cause why the return cannot be 

filed by the extended due date. 
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Forms 990 and 990-EZ Filing Exceptions 

Public charities that are not required to file 

Forms 990 or 990-EZ include: 

■ churches and certain church-affiliated

 organizations, 

■ certain organizations affiliated with

 governmental units, 

■ organizations that file as part of a group

 ruling, and 

■ organizations whose annual gross receipts 

are normally less than $25,000 (see Form 990-N, 

Electronic Notice (e-Postcard) for Tax-Exempt 

Organizations not Required To File Form 990 or

 990-EZ on page 9). 

If a public charity is excepted from filing a Form 990 

or Form 990-EZ because gross receipts are below 

the $25,000 threshold, it is not required to file a 

return even if the IRS sends it a Form 990 package. 

Should the public charity elect to file the Form 990 

or Form 990-EZ, it must complete the entire return; 

otherwise, it must file the Form 990-N. 

Special Requirements for 
Supporting Organizations 

Public charities that are supporting organizations 

described in section 509(a)(3) are generally required 

to file Form 990 or Form 990-EZ even if their gross 

receipts are less than $25,000, effective for returns 

filed after August 17, 2006. Supporting organizations 

of religious organizations need not file Form 990 

or Form 990-EZ if their gross receipts are normally 

$5,000 or less. Such organizations will, however, be 

required to file the Form 990-N. Supporting organi-

zations will be required to indicate whether they are 

a Type 1, Type 2, or Type 3 supporting organization, 
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identify their supported organizations, and annually 

certify that they are not controlled by a disquali-

fied person. See the instructions for Schedule A 

(Form 990 or Form 990-EZ) and Notice 2006-109 to 

determine an organization’s appropriate supporting 

organization type for information return purposes. 

Learn about filing and new requirements applicable 

to supporting organizations on the IRS Nonprofits 

and Charities Web site at www.irs.gov/eo. 

Form 990 Schedules A and B 

Public charities that file Form 990 or Form 990-EZ 

must file Schedule A of that return. Schedule A 

reports information about compensation of offi-

cers, directors, key employees, and independent 

contractors; the basis for the organization’s public 

charity classification; lobbying expenditures; and 

certain other activities, as noted on Schedule A 

instructions. Private schools must fill out a special 

questionnaire on Schedule A. Organizations that file 

Form 990 or Form 990-EZ also must file Schedule B 

if they report contributions over a specified amount 

on these annual returns. See the Guidelines for 

Meeting the Requirements for Schedule B in the 

instructions for Form 990 and Form 990-EZ and the 

instructions to Schedule B (Form 990, 990-EZ) for 

complete information. 

Reporting Excess Benefit Transactions 

If a public charity believes it provided an unreason-

able benefit to a person who is in a position to 

exercise substantial influence over the organiza-

tion’s affairs, it must report the transaction on Form 

990 or Form 990-EZ. Excess benefit transactions are 

governed by section 4958 of the Code. Additional 

information can be found in the Form 990 and Form 

990-EZ instructions. 
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Form 990-N, Electronic Notice (e-Postcard) 
for Tax-Exempt Organizations not Required 
To File Form 990 or 990-EZ 

Section 6033(i) requires a public charity to file Form 

990-N, Electronic Notice (e-Postcard) for Tax-Exempt 

Organizations not Required To File Form 990 or 

990-EZ, for tax periods beginning after December 31, 

2006, if that organization is not required to file Form 

990 (or Form 990-EZ), because the organization’s 

gross receipts are normally $25,000 or less. 

The Form 990-N is due by the 15th day of the fifth 

month after the close of your tax period. For example, 

if your organization’s tax period ends on December 31, 

2007, the Form 990-N is due May 15, 2008. 

An organization is required to provide the following 

information on Form 990-N. 

■ the organization’s name, 

■ any other names the organization uses, 

■ the organization’s address, 

■ the organization’s website address (if applicable), 

■ the organization’s taxpayer identification

 number (TIN), 

■ name and address of a principal officer of

 the organization, 

■ the organization’s annual tax period, and 

■ a statement that the organization’s annual 

gross receipts are still normally $25,000 or less. 

Form 990-N also includes a check-box for the 

organization to notify the IRS that it is terminating. 

Read Filing Penalties and Revocation of Tax-exempt 

Status on page 10, for consequences for failure to file 

this annual electronic notice and www.irs.gov/eo for 

information about the Form 990-N. 
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e-filing Requirements 

Public charities with $10 million or more in total 

assets and that also file at least 250 returns in a cal-

endar year, (including income, excise, employment 

tax, and information returns such as Forms W-2’s 

and 1099’s), are required to electronically file Form 

990. Other public charities are given a choice to file 

Form 990 electronically. Click on the “IRS e-file” 

logo on the IRS Web site to get the facts on e-filing. 

FILING PENALTIES AND

REVOCATION OF TAX-EXEMPT STATUS

If a Form 990 or Form 990-EZ is not filed, the IRS may

assess penalties on the organization of $20 per day until

it is filed. This penalty also applies when the filer fails to

include required information or to show correct informa-

tion.The penalty for failure to file a return or a complete

return may not exceed the lesser of $10,000 or 5 percent

of the organization’s gross receipts. For an organization

that has gross receipts of over $1 million for the year, the

penalty is $100 a day up to a maximum of $50,000. The

IRS may impose penalties on organization managers who

do not comply with a written demand that the informa-

tion be filed.

Section 6033(j) of the Code provides that failure to file

Form 990, Form 990-EZ, or Form 990-N for 3 consecutive

years results in revocation of tax-exempt status as of the

filing due date for the third return. An organization whose

exemption is revoked under this section must apply for

reinstatement by filing a Form 1023 and paying a user fee,

whether or not the organization was originally required

to file for exemption. Reinstatement of exemption may

be retroactive if the organization shows that the failure

to file was for reasonable cause. Information with respect

to the implementation of Section 6033(i) is available at

www.irs.gov/eo.

Form 8734, Support Schedule 
for Advance Ruling Period 

A newly formed exempt organization that cannot 

show enough public support to qualify as a public 

charity, rather than a private foundation, when it 
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files its application for exemption, may request an 

advance ruling of public charity status. Within 90 

days after the end of the advance ruling period, 

which usually lasts five tax years, the charity must 

file a Form 8734, Support Schedule for Advanced 

Ruling Period, showing its significant and diversi-

fied sources of public support. If the organization 

does not provide the information or the information 

is not sufficient to demonstrate that the organiza-

tion is a public charity, the IRS will reclassify the 

organization as a private foundation. 

Publication 4220, Applying for 501(c)(3) Tax-Exempt 

Status, details the distinctions between private 

foundations and public charities. 

Form 990-T, Exempt Organization 
Business Income Tax Return 

Even if a public charity is not required to file a 

Form 990 or Form 990-EZ, it must file a Form 990-T, 

Exempt Organization Business Income Tax Return, 

if it has $1,000 or more of gross receipts from an 

unrelated trade or business during the year. Net 

income from income-producing activities is taxable 

if the activities: 

■ constitute a trade or business, 

■ are regularly carried on, and 

■ are not substantially related to the organization’s

 exempt purpose. 

The public charity must pay quarterly estimated tax 

on unrelated business income if it expects its tax for 

the year to be $500 or more. Form 990-W, Estimated 

Tax on Unrelated Business Taxable Income for Tax-

Exempt Organizations, is a worksheet to determine 

the amount of estimated tax payments required. 

501 11 

(c)(3)-PC

Page 236



FORM 990-T FILING PENALTIES

An organization may be subject to interest and penalty

charges if it files a late return, fails to pay tax when due,

or fails to pay estimated tax, if required, even if it did not

expect its tax for the year to be $500 or more.

Exceptions and Special Rules 

Income from certain business activities, is excepted 

from the definition of unrelated business income. 

Earnings from these sources are not subject to the 

unrelated business income tax. Exceptions generally 

include business income from: 

■ activities, including fundraisers, that are 

conducted by volunteer workers, or where 

donated merchandise is sold; 

■ activities conducted for the convenience of 

members, students, patients or employees; 

■ qualified conventions and trade shows; 

■ qualified sponsorship activities; and 

■ qualified bingo activities. 

Income from certain “passive” business activities 

are usually excluded from the calculation of unre-

lated business activity. Examples of this type of 

income include earnings from routine investments 

such as certificates of deposit, savings accounts, or 

stock dividends, royalties, certain rents from real 

property, and certain gains or losses from the sale 

of property. 

Special rules apply to income derived from real 

estate or other investments purchased with bor-

rowed funds. Such income is called “debt-financed” 

income. Debt-financed income generally is subject 

to the unrelated business income tax. 
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To learn about unrelated business income, get 

Publication 598, Tax on Unrelated Business Income 

of Exempt Organizations, Form 990-T instructions, 

and Form 990-W instructions at www.irs.gov. 

Employment Tax Returns 

Like other employers, all public charities that pay 

wages to employees must withhold, deposit, and 

pay employment tax, including federal income 

tax withholding and Social Security and Medicare 

(FICA) taxes. A public charity must withhold federal 

income tax from employee wages and pay FICA on 

each employee paid more than $100 in wages dur-

ing a calendar year. To know how much income tax 

to withhold, a public charity should have a Form 

W-4, Employee’s Withholding Allowance Certificate, 

on file for each employee. Employment taxes are 

reported on Form 941, Employer’s Quarterly Federal 

Tax Return. Any person that fails to withhold and 

pay employment tax may be subject to penalties. 

Public charities do not pay federal unemployment 

(FUTA) tax. 

Public charities do not generally have to withhold 

or pay employment tax on payments to indepen-

dent contractors, but they may have information 

reporting requirements. If a charity incorrectly 

classifies an employee as an independent contrac-

tor, it may be held liable for employment taxes for 

that worker. 

The requirements for withholding, depositing, 

reporting and paying employment taxes are 

explained in Publication 15, Circular E, Employer’s 

Tax Guide. For help in determining if workers 

are employees or independent contractors, see 

Publication 15-A, Employer’s Supplemental Tax 
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Guide. Publication 557, Tax Exempt Status for Your 

Organization, covers the employment tax respon-

sibilities of public charities. These IRS publications 

can be downloaded at www.irs.gov. 

Employment Taxes and Churches 

Although churches are excepted from filing Form 

990, they do have employment tax responsibili-

ties. Employees of churches or church-controlled 

organizations are subject to income tax withhold-

ing, but may be exempt from FICA taxes. Like other 

501(c)(3) organizations, churches are not required 

to pay federal unemployment tax (FUTA). In addi-

tion, although ministers generally are common law 

employees, they are not treated as employees for 

employment tax purposes. These special employ-

ment tax rules for members of the clergy and 

religious workers are explained in Publication 517, 

Social Security and Other Information for Members 

of the Clergy and Religious Workers. Churches 

also should consult Publications 15 and 15-A and 

Publication 1828, Tax Guide for Churches and 

Religious Organizations. 

Why keep records? 

In general, a public charity must maintain books 

and records to show that it complies with tax rules. 

The charity must be able to document the sources 

of receipts and expenditures reported on Form 990, 

Return of Organization Exempt From Income Tax or 
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Form 990-EZ, Short Form Return of Organization 

Exempt From Income Tax, and Form 990-T, Exempt 

Organization Business Income Tax Return. (See 

Prepare Annual Information And Tax Returns on 

page 16.) 

If an organization does not keep required records, 

it may not be able to show that it qualifies for 

tax-exempt status or is a public charity. Thus, the 

organization may lose its tax-exempt status or be 

classified as a private foundation rather than a pub-

lic charity. In addition, a public charity may not be 

able to complete its returns accurately and may be 

subject to penalties described under Filing Penalties 

and Revocation of Tax-exempt Status on page 10. 

When good recordkeeping systems are in place, a 

public charity can evaluate the success of its pro-

grams, monitor its budget, and prepare its financial 

statements and returns. 

Evaluate Charitable Programs 

A charity can use records to evaluate the success 

of its charitable program and determine whether 

the organization is achieving desired results. Good 

records can also help a charity identify problem 

areas and determine what changes it may need to 

make to improve performance. 

Monitor Budgetary Results 

Without proper financial records, it is difficult for a 

charity to assess whether the charity has been suc-

cessful in adhering to budgetary guidelines. The 

ability to monitor income and expenses and ensure 

that the organization is operating within its budget is 

crucial to successful stewardship of a public charity. 
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Prepare Financial Statements 

It is important to maintain sufficient financial infor-

mation in order to prepare accurate and timely 

annual financial statements. A charity may need 

these statements when it is working with banks, 

creditors, contributors, and funding organizations. 

Some states require charities to make audited finan-

cial statements publicly available. 

Prepare Annual 
Information and Tax Returns 

Records must support income, expenses, and 

credits reported on Form 990 series and other tax 

returns. Generally, these are the same records used 

to monitor programs and prepare financial state-

ments. Books and records of public charities must 

be available for inspection by the IRS. If the IRS 

examines a public charity’s returns, the organiza-

tion must have records to explain items reported. 

Having a complete set of records will speed up the 

examination. 

Identify Sources of Receipts 

Public charities may receive money or property 

from many sources. With thorough recordkeep-

ing, a charity can identify the sources of receipts. 

Organizations need this information to separate 

program from non-program receipts, taxable from 

non-taxable income, and to complete Schedule A or 

B of Form 990 or Form 8734, Support Schedule for 

Advance Ruling Period, noted in What federal infor-

mation returns, tax returns, and notices must be 

filed? on page 5. An organization that checks box 10, 

11, or 12, Part IV, of Schedule A, must keep records 

showing how much support it receives from spe-

cific contributors. 
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Substantiate Revenues, Expenses and 
Deductions for Unrelated Business 
Income Tax (UBIT) Purposes 

A public charity may need records to substantiate 

the amount, if any, of unrelated business taxable 

income. An organization must appropriately track 

the financial revenues and expenses subject to 

UBIT reporting in order to prepare its unrelated 

business income tax return, Form 990-T, Exempt 

Organization Income Tax Return. 

Comply with Grant-Making Procedures 
(Grants to Individuals) 

A public charity that makes grants to individuals 

must keep adequate records and case histories to 

demonstrate that grants to individuals serve its 

charitable purposes. Case histories on grants to 

individuals should show names, addresses, purpos-

es of grants, manner of selection, and relationship 

(if any) that the recipient has with any members, 

officers, trustees, or donors of the organization. 

Comply with Racial Nondiscrimination 
Requirements (Private Schools) 

Private schools must keep records that show that 

they have complied with requirements relating to 

racial nondiscrimination, including annual publica-

tion of a racially nondiscriminatory policy through 

newspaper or broadcast media to the general com-

munity served. For more information, see Part V of 

Schedule A (Form 990 or 990-EZ), Supplementary 

Information – Organizations Exempt Under Section 

501(c)(3). 
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What records should be kept? 

Except in a few cases, the law does not require a 

special kind of record. A public charity can choose 

any recordkeeping system, suited to its activities, 

that clearly shows the organization’s income and 

expenses. The types of activities a public charity 

conducts determines the type of records that 

should be kept for federal tax purposes. A public 

charity should set up a recordkeeping system using 

an accounting method that is appropriate for proper 

monitoring and reporting of its financial activities 

for the tax year. If a public charity has more than 

one program, it should ensure that the records 

appropriately identify the income and expense 

items that are attributable to each program. 

A recordkeeping system should generally include a 

summary of transactions. This summary is ordinarily 

written in the public charity’s books (for example, 

accounting journals and ledgers). The books must 

show gross receipts, purchases, expenses (other 

than purchases), employment taxes, and assets. 

For most small organizations, the checkbook might 

be the main source for entries in the books while 

larger organizations would need more sophisticated 

ledgers and records. A public charity must keep 

documentation that supports entries in the books. 

Accounting Periods and Methods 

Public charities must keep their financial records 

based on an annual accounting period called a 

tax year in order to comply with annual reporting 

requirements. 
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cash method  Under the cash method, a public  

charity reports income in the tax  

year received. It usually deducts  

expenses in the year paid. 

accrual method  Under an accrual method, a public  

charity generally records income in  

the tax year earned, (i.e., in the tax  

year in which a pledge is received, 

even though it may receive payment 

in a later year.) It records expenses  

in the tax year incurred, whether or  

not it pays the expenses that year. 

Accounting Periods - A tax year is usually 12 con-

secutive months. There are two kinds of tax years. 

calendar tax year This is a period of 12 consecutive  

months beginning January 1 and  

ending December 31. 

fiscal tax year This is a period of 12 consecutive  

months ending on the last day of  

any month except December. 

Accounting Method - An accounting method is 

a set of rules used to determine when and how 

income and expenses are reported. A public 

charity chooses an accounting method when it 

files its first annual return. There are two basic 

accounting methods: 

For more information about accounting periods and 

methods, see Publication 538, Accounting Periods 

and Methods, and the instructions to Form 990 and 

Form 990-EZ. 

Supporting Documents 

Organization transactions such as contributions, 

purchases, sales, and payroll will generate support-

ing documents. These documents — grant applica-

tions and awards, sales slips, paid bills, invoices, 

receipts, deposit slips, and canceled checks — 

contain information to be recorded in accounting 

records. It is important to keep these documents 
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because they support the entries in books and the 

entries on tax and information returns. Public chari-

ties should keep supporting documents organized 

by year and type of receipt or expense. Also, keep 

records in a safe place. 

Records Management 

GROSS RECEIPTS 

Gross receipts are the amounts received from all 

sources, including contributions. A public charity should 

keep supporting documents that show the amounts 

and sources of its gross receipts. Documents that show 

gross receipts include: donor correspondence, pledge 

documents, cash register tapes, bank deposit slips, 

receipt books, invoices, credit card charge slips, and   

Forms 1099-MISC, Miscellaneous Income.   

PURCHASES, INCLUDING 

ACCOUNTING FOR INVENTORY   

Purchases are items bought, including any items resold 

to customers. If an organization produces items, it must 

account for any items resold to customers.Thus, for 

example, the organization must account for the cost of 

all raw materials or parts purchased for manufacture into 

finished products. Supporting documents should show 

the amount paid, and that the amount was for purchases. 

Documents for purchases include: canceled checks, 

cash register tape receipts, credit card sales slips, and 

invoices. These records will help a public charity deter-

mine the value of its inventory at the end of the year. 

See Publication 538, Accounting Periods and Methods, 

for general information on methods for valuing inventory. 

EXPENSES 

Expenses are the costs a public charity incurs (other 

than purchases) to carry on its program. Supporting 

documents should show the amount paid and the 

purpose of the expense. Documents for expenses 

include: canceled checks, cash register tapes, contracts, 

account statements, credit card sales slips, invoices, 

and petty-cash slips for small cash payments. 

EMPLOYMENT TAXES 

Organizations that have employees must keep records 

of compensation and specific employment tax records. 

See Publication 15, Circular E, Employer’s Tax Guide, 

for details. 
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ASSETS & LIABILITIES 

Assets are the property, such as investments, buildings

and furniture, an organization owns and uses in its

activities. Liabilities reflect the pecuniary obligations of

the organization. A public charity must keep records to

verify certain information about its assets and liabilities.

Records should show:

- when and how the asset was acquired

- whether any debt was used to acquire the asset

- documents that support mortgages, notes, loans, or

other forms of debt

- purchase price

- cost of any improvements

- deductions taken for depreciation, if any

- deductions taken for casualty losses, if any, such as

losses resulting from fires or storms

- how the asset was used

- when and how the asset was disposed of

- selling price

- expenses of sale

Documents that may show the above information

include: purchase and sales invoices, real estate closing

statements, canceled checks, and financing documents.

If a public charity does not have canceled checks, it may

be able to show payment with certain financial account

statements prepared by financial institutions.These

include account statements prepared for the financial

institution by a third party. All information, including

account statements must be highly legible. The following

defines acceptable account statements.

IF payment is by: THEN statement must show:

check check number, amount, payee’s

name, and date the check amount

was posted to the account by the

financial institution

electronic  

funds transfer  

amount transferred, payee’s name,

and date the transfer was posted

to the account by the financial

institution

credit card amount charged, payee’s name,

and transaction date
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How long should 
records be kept? 

Public charities must keep records for federal tax 

purposes for as long as they may be needed to docu-

ment evidence of compliance with provisions of the 

Code. Generally, this means the organization must 

keep records that support an item of income or deduc-

tion on a return until the statute of limitations for that 

return runs. The statute of limitations has run when the 

organization can no longer amend its return and the 

IRS can no longer assess additional tax. Generally, the 

statute of limitations runs three years after the date the 

return is due or filed, whichever is later. An organiza-

tion may be required to retain records longer for other 

legal purposes, including state or local tax purposes. 

Record Retention Periods 

Record retention periods vary depending on the types 

of records and returns. 

Permanent Records – Some records should be kept 

permanently. These include the application for recog-

nition of tax-exempt status, the determination letter 

recognizing tax-exempt status, and organizing docu-

ments, such as articles of incorporation and by-laws, 

with amendments, as well as board minutes. 

Employment Tax Records – If an organization 

has employees, it must keep employment tax records 

for at least four years after the date the 

tax becomes due or is paid, whichever is later. 

Records for Non-Tax Purposes – When records are no 

longer needed for tax purposes, an organization should 

keep them until they are no longer needed for 

non-tax purposes. For example, a grantor, insurance 

company, creditor, or state agency may require that 

records be kept longer than the IRS requires. 
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How should changes 
be reported to the IRS? 

Reporting Changes on the 
Annual Information Return 

A public charity that is required to file Form 990 or 

Form 990-EZ must report name, address, structural 

and operational changes on its annual information 

return. Regardless of whether a public charity files an 

annual information return, it may also report these 

changes to the EO Determinations Office at the mail-

ing address set out in How to get IRS assistance and 

information at the end of this publication; however, 

such reporting does not relieve the organization from 

reporting the changes on its annual information return. 

TIP: Attach copies of any signed or state certified 

articles of incorporation, or association, constitution 

or trust instrument or other organization document, 

or the bylaws or other governing document show-

ing changes. If signed or state certified copies of a 

governing document are not available, an authorized 

officer may certify that the governing document pro-

vided is a complete and accurate copy of the original 

document. 

Determination Letters and 
Private Letter Ruling Requests 

A public charity may request a copy of a lost 

exemption letter or an updated exemption letter 

that reflects a name or address change from the EO 

Determinations office. A public charity that has had a 

change in its public charity or private foundation sta-

tus should request a new determination letter from 

the EO Determinations office as well. See How to get 

IRS assistance and information for the appropriate 

address for the EO Determinations office. 
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An organization may request a determination letter 

regarding the effect of certain changes on its tax 

exempt status or public charity status. For example, 

as noted above, a determination letter will be issued 

to classify or reclassify an organization as a public 

charity or a private foundation. A public charity may 

also request a determination letter to approve the 

treatment of a contribution as an unusual grant, or to 

determine whether an organization is exempt from 

filing annual information returns in certain situations. 

However, the IRS will not make any determination 

regarding any completed transaction. 

If a public charity is unsure about whether a proposed 

change in its purposes or activities is consistent with 

its status as an exempt organization or as a public 

charity, it may want to request a private letter ruling. 

The IRS issues private letter rulings on proposed 

transactions and on completed transactions—if the 

request is submitted before the return is filed for the 

year in which the transaction was completed. The IRS 

generally does not issue rulings to public charities on 

any other completed transactions. The IRS will issue 

letter rulings to public charities on matters involving 

a public charity’s exempt status, its public charity sta-

tus, as well as other matters including issues under 

sections 501 through 514, 4911, 4912, 4955, 4958, 

6033, 6104, and 6115. 

Consult www.irs.gov/eo for the appropriate proce-

dures for preparing and submitting a request for a 

determination letter, private letter ruling, replace-

ment exemption letter or a letter reflecting a new 

name and address. For general information about 

reporting changes, you may contact EO customer 

service at (877)829-5500. 
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What disclosures are required? 

There are a number of disclosure requirements for 

public charities. Detailed information on federal tax 

law disclosure requirements for 501(c)(3) tax-exempt 

organizations can be found in Publication 557, Tax 

Exempt Status for Your Organization, on the IRS 

Charities and Nonprofits Web site at www.irs.gov/eo, 

and in the final regulations. 

Public Inspection of Annual Returns 
and Exemption Applications 

A public charity must make the following documents 

available for public inspection and copying upon 

request and without charge (except for a reasonable 

charge for copying). The IRS makes these documents 

available for public inspection and copying. 

Exemption Application – A public charity must disclose 

its exemption application, Form 1023, Application for 

Recognition of Exemption Under Section 501(c)(3) of 

the Internal Revenue Code, along with each of the fol-

lowing documents: 

■ all documents submitted with Form 1023; 

■ all documents the IRS requires the organization 

to submit in support of its application; and 

■ the exemption ruling letter issued by the IRS 

Annual Information Return – A public charity must 

disclose its annual information return (Form 990 

series) with schedules, attachments, and supporting 

documents filed with the IRS. However, the organiza-

tion does not have to disclose Schedule B of Form 

990 and does not need to identify its contributors. 

Certain information may be withheld from public 

inspection. Returns need to be available for disclosure 

for only three years after the due date or filing date of 

the return. 
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Form 990-T – For returns filed after August 17, 2006, a 

public charity must make its Form 990-T available for 

public inspection. Go to www.irs.gov/eo for informa-

tion regarding how the returns are to be made public. 

NOTE: Form 990-T must be made available by the 

organization but not by the IRS. 

A public charity may place reasonable restrictions on 

the time, place, and manner of in-person inspection 

and copying, and may charge a reasonable fee for 

providing copies. A tax-exempt organization does not 

have to comply with individual requests for copies if 

it makes the documents widely available. This can be 

done by posting the documents on a readily accessible 

Web site. For details on disclosure rules and proce-

dures for 501(c)(3) organizations, see the Life Cycle of 

a Public Charity and the instructions to Forms 990 and 

1023 at www.irs.gov/eo. 

Sale of Free Government Information 

If a public charity offers to sell goods or services that 

are available free from the federal government, the 

organization must disclose that fact in a conspicuous 

and easily recognized format. An organization that 

intentionally disregards this requirement is subject 

to a penalty. 

Charitable Contributions – 
Substantiation And Disclosure 

A public charity should be aware of the substantiation 

and disclosure rules imposed on donors of charitable 

contributions and the disclosure rules imposed on char-

ities that receive certain quid pro quo contributions. 

Recordkeeping Rules 

A donor cannot claim a tax deduction for any cash, 

check, or other monetary contribution made on or after 
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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 contribution, 

and the amount of the contribution. 

Substantiation Rules 

A donor cannot claim a tax deduction for any single 

contribution of $250 or more unless the donor obtains 

a contemporaneous acknowledgment of the contribu-

tion from the recipient public charity. A public charity 

may assist the donor by providing a timely written 

statement including the name of the public charity, date 

and amount of the contribution and description of any 

non-cash contributions. 

In addition, the acknowledgment should indicate 

whether any goods or services were provided in return 

for the contribution. If any goods or services were 

provided in return for a contribution, the organization 

should provide a good faith estimate of the value of 

goods or services provided in return for the contribution. 

The public charity may either provide separate 

acknowledgments for each single contribution of $250 

or more or one acknowledgment to substantiate sev-

eral single contributions of $250 or more. Separate 

contributions are not aggregated for purposes of mea-

suring the $250 threshold. 

Disclosure Rules That Apply to 
Quid Pro Quo Contributions 

Contributions are deductible only to the extent that 

they are gifts and no consideration is received in 

return. Depending on the circumstances, ticket pur-

chases and similar payments made in conjunction 

with fundraising events may not qualify as charitable 
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contributions in full. A contribution made by a donor in 

exchange for goods or services is known as a quid pro 

quo contribution. A donor may only take a charitable 

contribution deduction to the extent that the contribution 

exceeds the fair market value of the goods and services 

the donor receives in return for the contribution. 

If a public charity conducts fundraising events such as 

benefit dinners, shows, and membership drives, where 

something of value is given to those in attendance, it 

must provide a written statement informing donors of 

the fair market value of the specific items or services 

it provided in exchange for contributions. Token items 

and services of intangible religious value need not be 

taken into account. A public charity should provide the 

written disclosure statement in advance of any event, 

determine the fair market value of any benefit received, 

and state this information in fundraising materials such 

as solicitations, tickets, and receipts. The disclosure state-

ment should be made, at the latest, at the time payment 

is received. Subject to certain exceptions, the disclosure 

responsibility applies to any fundraising circumstance 

where each complete payment, including the contribu-

tion portion, exceeds $75. 

Read Publication 1771, Charitable Contributions— 

Substantiation and Disclosure Requirements, and 

Publication 526, Charitable Contributions, for details 

on the federal tax law for organizations such as public 

charities, including churches, that receive tax-deductible 

charitable contributions and for taxpayers who make 

contributions. 

PENALTIES

Penalties apply to organizations that do not comply with

disclosure requirements and to persons responsible for

the failure to comply.
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How to get IRS assistance 
and information 

The IRS offers help, through assistors and with 

reading material that is accessible either online, 

via mail by telephone, and at IRS walk-in offices 

in many areas across the country. IRS forms and 

publications can be downloaded from the Internet 

and ordered by telephone. 

Specialized Assistance for 
Tax-exempt Organizations 

Get help with questions about applying for tax-

exempt status, annual filing requirements, and 

information about exempt organizations through 

the IRS Exempt Organizations (EO). 

EO Web site www.irs.gov/eo 

Highlights: 

■ The Life Cycle of a Public Charity – describes the 

compliance obligations of charities. 

■ Subscribe to the EO Update, an electronic 

newsletter with information for tax-exempt organi-

zations and tax practitioners who represent them. 

EO Web based training   www.stayexempt.org 

Web based training modules: 

■ Tax Exempt Status 

■ Unrelated Business income 

■ Employment Issues 

■ Form 990 

■ Required Disclosures 
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EO Customer Service (877) 829-5500 

EO Determinations Office mailing address 

Internal Revenue Service 

TE/GE, EO Determinations Office 

P.O. Box 2508 

Cincinnati, OH 45201 

Tax Publications for 
Exempt Organizations 

Get publications via the Internet or by calling the 

IRS at (800) 829-3676. 

Pub 15, Circular E, Employer’s Tax Guide 

Pub 15-A, Employer’s Supplemental Tax Guide 

Pub 463, Travel, Entertainment, Gift, and Car Expenses 

Pub 517, Social Security and Other Information for 

Members of the Clergy and Religious Workers 

Pub 538, Accounting Periods and Methods 

Pub 557, Tax-Exempt Status for Your Organization 

Pub 583, Starting a Business and Keeping Records 

Pub 598, Tax on Unrelated Business Income of 

Exempt Organizations 

Pub 1771, Charitable Contributions – Substantiation 

and Disclosure Requirements 

Pub 1828, Tax Guide for Churches and Religious 

Organizations 

Pub 3833, Disaster Relief, Providing Assistance 

Through Charitable Organizations 

Pub 4220, Applying for 501(c)(3) Tax-Exempt Status 
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Pub 4221-PF, Compliance Guide for 

501(c)(3) Private Foundations 

Pub.4202, A Charity’s Guide to Vehicle Donations 

Pub.4203, A Donor’s Guide to Vehicle Donations 

Forms for Exempt Organizations 

Get forms via the Internet or by calling the IRS at 

(800) 829-3676. 

Form 941, Employer’s Quarterly Federal Tax Return 

Form 990-EZ, Short Form Return of Organization 

Exempt From Income Tax 

Form 990-PF, Return of Private Foundation or 

Section 4947(a)(1) Nonexempt Charitable Trust 

Treated as a Private Foundation 

Schedule A, of Form 990 or 990-EZ, Supplementary 

Information – Organization Exempt Under Section 

501(c)(3) 

Schedule B, of Form 990, 990-EZ, or 990-PF, 

Schedule of Contributors 

Form 990-N, Electronic Notice (e-Postcard) For Tax-

Exempt Organizations not Required To File Form 

990 or 990-EZ 

Form 990-T, Exempt Organization Business Income 

Tax Return 

Form 990-W, Estimated Tax on Unrelated Business 

Taxable Income for Exempt Organizations 

Form 1023, Application for Recognition of 

Exemption Under Section 501(c)(3) of the Internal 

Revenue Code 
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Form 1041, U.S. Income Tax Return for Estates 

and Trusts 

Form 4720, Return of Certain Excise Taxes Under 

Chapters 41 and 42 of the Internal Revenue Code 

Form 5578, Annual Certification of Racial 

Non-Discrimination for a Private School Exempt 

from Federal Income Tax 

Form 5768, Election/Revocation of Election by 

an Eligible Section 501(c)(3) Organization To Make 

Expenditures to Influence Legislation 

Form 8282, Donee Information Return 

Form 8283, Noncash Charitable Contributions 

Form 8734, Support Schedule for Advance 

Ruling Period 

Form 8868, Extension of Time To File an Exempt 

Organization Return 

General IRS Assistance 

Get materials on the latest tax laws, assistance with 

forms and publications, and filing information. 

IRS Web site www.irs.gov 

federal tax questions (800) 829-1040 

employment tax questions (800) 829-4933 

order IRS forms (800) 829-3676 

and publications 
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501(c)(3) Tax-Exempt Status

Internal Revenue Service

Tax Exempt and  
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1(c)(3)

Federal tax law provides tax benefits to nonprofit 

organizations recognized as exempt from federal income 

tax under section 501(c)(3) of the Internal Revenue Code 

(IRC). It requires that most organizations apply to the 

Internal Revenue Service (IRS) for that status.

This IRS Publication 4220 presents general guidelines for 

organizations that seek tax-exempt status under section 

501(c)(3) of the IRC. Content includes references to the 

statute, Treasury regulations, other IRS publications that 

explain the requirements for tax-exempt status, and IRS 

forms with instructions. Publication 4220 is neither com-

prehensive nor intended to address every situation. As 

an alternative to applying for exemption, an organization 

may obtain many of the benefits of 501(c)(3) status by 

affiliating with an existing charity that acts as its agent. 

It is important to note that the existing charity must be 

given full control and authority over the program.

To learn more about the rules and procedures that  

pertain to organizations applying for exemption from 

federal income tax under section 501(c)(3) of the IRC, see 

Publication 557, Tax-Exempt Status for Your Organization. 

For assistance on 501(c)(3) status, you may also want to 

consult a tax adviser.
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The benefits of having 501(c)(3) status include 

exemption from federal income tax and eligibility  

to receive tax-deductible charitable contributions. To 

qualify for these benefits, most organizations must 

file an application with, and be recognized by, the 

IRS as described in this publication. Another benefit 

is that some organizations may be exempt from  

certain employment taxes. 

Individual and corporate donors are more likely to 

support organizations with 501(c)(3) status because 

their donations can be tax deductible. Recognition of 

exemption under section 501(c)(3) of the IRC assures 

foundations and other grant-making institutions that 

they are issuing grants or sponsorships to permitted 

beneficiaries. 

An IRS determination of 501(c)(3) status is recognized 

and accepted for other purposes. For example: state 

officials may grant exemption from state income, 

sales, and property taxes; and the U.S. Postal Service 

offers reduced postal rates to certain organizations.

There are three key components for an organization 

to be exempt from federal income tax under section 

501(c)(3) of the IRC. A not-for-profit (i.e., nonprofit) 

organization must be organized and operated exclu-

sively for one or more exempt purposes.

organized—A 501(c)(3) organization must be  

organized as a corporation, trust, or unincorporated 

association. An organization’s organizing documents 

Why apply  
for 501(c)(3) status?

Who is eligible  
for 501(c)(3) status?
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(articles of incorporation, trust documents, articles  

of association) must: limit its purposes to those 

described in section 501(c)(3) of the IRC; not 

expressly permit activities that do not further its 

exempt purpose(s), i.e., unrelated activities; and 

permanently dedicate its assets to exempt pur-

poses.  

operated—Because a substantial portion of an 

organization’s activities must further its exempt 

purpose(s), certain other activities are prohibited 

or restricted including, but not limited to, the fol-

lowing activities. A 501(c)(3) organization:

■  must absolutely refrain from participating in the 

political campaigns of candidates for local, state,  

or federal office;

■  must restrict its lobbying activities to an insub-

stantial part of its total activities;

■  must ensure that its earnings do not inure to the 

benefit of any private shareholder or individual;

■  must not operate for the benefit of private inter-

ests such as those of its founder, the founder’s 

family, its shareholders or persons controlled by 

such interests;

■  must not operate for the primary purpose of  

conducting a trade or business that is not related 

to its exempt purpose, such as a school’s operation 

of a factory; and

■  may not have purposes or activities that are  

illegal or violate fundamental public policy.

exempt purpose—To be tax exempt, an organiza-

tion must have one or more exempt purposes, 

stated in its organizing document. Section  

501(c)(3) of the IRC lists the following exempt pur-

poses: charitable, educational, religious, scientific, 

literary, fostering national or international sports 

competition, preventing cruelty to children or ani-

mals, and testing for public safety.
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501(c)(3) Organizations

The most common types of 501(c)(3) organizations 

are charitable, educational, and religious.

CHARITABLE 

Charitable organizations conduct activities that promote: 
- relief of the poor, the distressed, or the underprivileged
- advancement of religion
- advancement of education or science
- erection or maintenance of public buildings,   
 monuments, or works
- lessening the burdens of government
- lessening neighborhood tensions
- eliminating prejudice and discrimination
- defending human and civil rights secured by law
- combating community deterioration and juvenile  
 delinquency

EDUCATIONAL

Educational organizations include:
- schools such as a primary or secondary school, a  
 college, or a professional or trade school
- organizations that conduct public discussion groups,  
 forums, panels, lectures, or similar programs
- organizations that present a course of instruction  
 by means of correspondence or through the use of  
 television or radio
- museums, zoos, planetariums, symphony orchestras,  
 or similar organizations
- nonprofit day-care centers
- youth sports organizations

RELIGIOUS 

The term church includes synagogues, temples, mosques, 
and similar types of organizations. Although the IRC excludes 
these organizations from the requirement to file an application 
for exemption, many churches voluntarily file applications for 
exemption. Such recognition by the IRS assures church lead-
ers, members, and contributors that the church is tax exempt 
under section 501(c)(3) of the IRC and qualifies for related tax 
benefits. Other religious organizations that do not carry out the 
functions of a church, such as mission organizations, speakers’ 
organizations, nondenominational ministries, ecumenical orga-
nizations, or faith-based social agencies, may qualify for exemp-
tion. These organizations must apply for exemption from the 
IRS. See Publication 1828, Tax Guide for Churches and Religious 
Organizations, for more details.
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Public Charities and Private Foundations

Every organization that qualifies for tax-exempt  

status under section 501(c)(3) of the IRC is further 

classified as either a public charity or a private 

foundation. Under section 508(b) of the IRC, every 

organization is automatically classified as a private 

foundation unless it meets one of the exceptions 

listed in sections 508(c) or 509(a).

For some organizations, the primary distinction 

between a classification as a public charity or a  

private foundation is the organization’s source of 

financial support. Generally, a public charity has a 

broad base of support while a private foundation 

has very limited sources of support. This classifica-

tion is important because different tax rules apply 

to the operations of each. Deductibility of contribu-

tions to a private foundation is more limited than 

deductibility of contributions to a public charity. See 

Publication 526, Charitable Contributions, for more 

information on deductibility of contributions. In addi-

tion, private foundations are subject  

to excise taxes that are not imposed on public  

charities. For more information about the special 

tax rules that apply to private foundations, see 

Publication 4221-PF, Compliance Guide for 501(c)(3) 

Private Foundations; and the Life Cycle of a Private 

Foundation website on www.irs.gov/eo. 

Organizations statutorily classified as public  

charities under section 509(a) of the IRC are: 

■  churches;

■  schools;

■  organizations that provide medical or hospital care 

(including the provision of medical education and in 

certain cases, medical research);

5

(c)(3)

Page 264



6

■  organizations that receive a substantial part of 

their support in the form of contributions from  

publicly supported organizations, governmental 

units, and/or from the general public;

■  organizations that normally receive not more 

than one-third of their support from gross invest-

ment income and more than one-third of their  

support from contributions, membership fees,  

and gross receipts from activities related to their 

exempt functions; and

■  organizations that support other public charities.

If the organization requests public charity classifica-

tion based on receiving support from the public, it 

must continue to seek significant and diversified 

public support in later years.  Beginning with the 

organization’s sixth year of existence and for all suc-

ceeding years, the organization must demonstrate 

in its annual return that it receives the required 

amount of public support.  If the organization does 

not meet the public support requirement, it could 

be reclassified as a private foundation. 

In addition, to avoid unexpectedly losing its pub-

lic charity classification, the organization should 

keep careful track of its public support information 

throughout the year, so that it will have the infor-

mation it needs to complete Schedule A, Form 990 

or 990-EZ.  Unless the organization is committed 

to raising funds from the public, it may be more 

appropriate to consider an alternate statutorily 

based public charity classification.  See Publication 

557, Tax-Exempt Status for Your Organization, for 

assistance with determining how your organization 

would be classified.
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While conferring benefits on 501(c)(3) organizations, 

federal tax law also imposes responsibilities on 

organizations receiving that status. 

Recordkeeping

Section 501(c)(3) organizations are required to  

keep books and records detailing all activities, 

both financial and nonfinancial. Financial infor-

mation, particularly information on its sources of 

support (contributions, grants, sponsorships, and 

other sources of revenue) is crucial to determining 

an organization’s private foundation status. See 

Publications 4221-PC and 4221-PF, Publication 557, 

and the instructions to Forms 990, 990-EZ, and 990-

PF for more information.

Filing Requirements

Annual Information Returns – Organizations  

recognized as tax exempt under section 501(c)(3)  

of the IRC may be required to file an annual  

information return: Form 990, Form 990-EZ, or Form 

990-PF along with certain schedules that may be 

required for your organization. Certain categories 

of organizations are excepted from filing Form 990 

or Form 990-EZ including churches and very small 

organizations. See the instructions with each of 

these forms for more information. See Publication 

4221 for more information about annual information 

return requirements. 

Annual Electronic Notice – Small organizations are 

not required to file Form 990 if their gross receipts 

are normally $25,000 or less.  Beginning in 2008, 

however, these organizations must submit an  

What responsibilities  
accompany 501(c)(3) status?
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annual electronic notice using Form 990-N, 

Electronic Notice (e-Postcard) for Tax-Exempt 

Organizations not Required To File Form 990 or 990-

EZ.  The e-Postcard can only be filed electronically; 

there is no paper version.  For more information 

about the e-Postcard, go to www.irs.gov. 

Unrelated Business Income Tax – In addition to  

filing Form 990, 990-EZ, or 990-PF, an exempt orga-

nization must file Form 990-T if it has $1,000  

or more of gross income from an unrelated trade 

or business during the year. The organization must 

make quarterly payments of estimated tax on  

unrelated business income if it expects its tax liabil-

ity for the year to be $500 or more. The organization 

may use Form 990-W to help calculate the amount 

of estimated payments required. In general, the tax 

is imposed on income from a regularly carried-on 

trade or business that does not further the orga-

nization’s exempt purposes (other than by provid-

ing funds). See Publication 598, Tax on Unrelated 

Business Income of Exempt Organizations, and the 

Form 990-T instructions for more information.

Disclosure Requirements

Public Inspection of Exemption Applications and 

Returns – Section 501(c)(3) organizations must make 

their application (Form 1023) and the annual returns 

(Form 990 or Form 990-EZ) available to the public 

for inspection, upon request and without charge 

(except for a reasonable charge for copying).  Each 

annual return must be made available for a three-

year period starting with the filing date of the return. 

The IRS also makes these documents available for 

public inspection and copying. Private foundation 

returns (Form 990-PF) filed on or after March 13, 

2000, are subject to the same disclosure rules. These 

documents must be made available at the organiza-

tion’s principal office during regular business hours. 
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Upon request, an organization must furnish copies 

of the application and the three most recent annual 

returns. The requests may be made in person or in 

writing. See Publication 557 for more information.

For tax years beginning after August 17, 2006, sec-

tion 501(c)(3) organizations that file unrelated busi-

ness income tax returns (Forms 990-T) must make 

them available for public inspection, and the IRS 

must make those returns publicly available. 

Charitable Contributions— Substantiation and 

Disclosure – Organizations that are tax exempt 

under section 501(c)(3) of the IRC must meet certain 

requirements for documenting charitable contri-

butions. The federal tax law imposes two general 

disclosure rules: 1) a donor must obtain a written 

acknowledgment from a charity for any single con-

tribution of $250 or more before the donor can 

claim a charitable contribution on his/her federal 

income tax return; 2) a charitable organization 

must provide a written disclosure to a donor who 

makes a payment in excess of $75 partly as a 

contribution and partly for goods and services pro-

vided by the organization. See Publication 1771, 

Charitable Contributions – Substantiation and 

Disclosure Requirements, for more information.

Recordkeeping Requirements

A donor cannot claim a tax deduction for any con-

tribution 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 contribution, and the amount of the 

contribution.
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Organizations that want to apply for 501(c)(3) 

status should be aware of the forms required, the 

user fee, the filing deadline, and the processing 

procedures.

Forms to File

FORM SS-4 

An employer identification number (EIN) is your  
account number with the IRS and is required regardless  
of whether the organization has employees. Include the 
organization’s EIN on all correspondence to the IRS.  
Apply for an EIN by completing Form SS-4, Application  
for Employer Identification Number, by calling toll-free 
(866) 816-2065, or by submitting an online version of the 
form via www.irs.gov. Form SS-4 is available at Social 
Security Administration offices, by request through the 
IRS at (800) 829-3676, and by downloading the form from 
the IRS Web site at www.irs.gov. For more information 
about EINs, see Publication 1635, Understanding Your 
EIN. 

FORM 1023 

Complete Form 1023, Application for Recognition of 
Exemption Under Section 501(c)(3) of the Internal 
Revenue Code, and mail to the address indicated in the 
instructions. The required user fee must accompany Form 
1023. The IRS will not process an application until the 
user fee is paid.  

FORMS 2848 and 8821 

Attach Form 2848, Power of Attorney and Declaration  
of Representative, if someone other than your principal 
officer or director will represent you on matters about 
the application. Attach Form 8821, Tax Information 
Authorization, if you want the IRS to be able to provide 
information about your application to someone 
other than a principal officer or director.

How do you apply  
for 501(c)(3) status?
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When to File

Most organizations must file Form 1023 by the end 

of the 15th month after they were created, with a 

12-month extension available. An organization that 

is not a private foundation is not required to file 

Form 1023 unless its annual gross receipts are nor-

mally more than $5,000. An organization must file 

Form 1023 within 90 days of the end of the year in 

which it exceeds this threshold.

Example 1: An organization that was created on 
January 1, 2007, and exceeds the gross receipts 
threshold, must file Form 1023 by April 30, 2010.

Example 2: An organization that was created on 
January 1, 2004, but did not exceed the gross 
receipts threshold until September 30, 2008, must 
file Form 1023 by March 31, 2009.

An organization that files its application before  

the deadline will be recognized as tax exempt 

under section 501(c)(3) of the IRC from the date of 

its creation. An organization that files an applica-

tion after the deadline may be recognized as tax  

exempt from the date of the application; it may 

also request exemption retroactive as of the date  

of creation. See the instructions to Form 1023 for 

more information.

Determination Letter

The IRS tax specialist reviewing an application  

may request additional information in writing. If  

all information received establishes that an organi-

zation meets the requirements for exemption, the 

IRS will issue a determination letter recognizing  

the organization’s exempt status and providing its 

public charity classification. This is an important 

document that should be kept in the organization’s 

permanent records.
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While Your Application is Pending

While an organization’s Form 1023 is waiting  

for approval from the IRS, the organization may 

operate as a tax-exempt organization.  

If an annual exempt organization return is due,  

the organization must file it, indicating that its 

application is pending. These returns are subject  

to public disclosure. If the organization has un-

related business income of more than $1,000, it 

must also file a Form 990-T. See Publication  

4221-PC or 4221-PF for more information.

Although donors have no assurance that contribu-

tions are tax-deductible for federal income tax pur-

poses until the application is approved, contribu-

tions made while an application is pending would 

qualify if the application is approved. However, if 

the application is disallowed, contributions would 

not qualify. Moreover, the organization would be 

liable for filing federal income tax returns unless 

its income is otherwise excluded from federal taxa-

tion.

The EO website (www.irs.gov/eo) provides infor-

mation about how to find out about the status of 

an application for tax-exempt status.

The IRS offers help through assistors and with 

reading material that is accessible either online,  

via mail, by telephone, and at IRS walk-in offices  

in many areas across the country. IRS forms and 

publications can be downloaded from the Internet 

and ordered by telephone.

12

How to get IRS assistance  
and information
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Specialized Assistance  

for Tax Exempt Organizations

Get help with questions about applying for tax-

exempt status, annual filing requirements, and 

information about exempt organizations through 

the IRS Exempt Organizations (EO). 

EO Web site  www.irs.gov/eo

Highlights:

n The Life Cycle of a Public Charity and Life Cycle 

of a Private Foundation – describe the compliance 

obligations of charities. 

n Subscribe to the EO Update, an electronic news-

letter with information for tax-exempt organiza-

tions and tax practitioners who represent them.

Web based  
training module   
& mini-courses www.stayexempt.org

n Tax-Exempt Status

n Unrelated Business Income

n Employment Issues

n Form 990

n Required Disclosures

The IRS also provides mini-courses on specific  

topics of interest to tax-exempt organizations

EO customer service (877) 829-5500

EO Determinations Office mailing address

Internal Revenue Service

TE/GE, EO Determinations Office

P.O. Box 2508

Cincinnati, OH 45201
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Tax Publications for  

Exempt Organizations

GET PUBLICATIONS VIA THE INTERNET  
OR BY CALLING THE IRS AT (800) 829-3676:

Pub 15, Circular E, Employer’s Tax Guide

Pub 15-A, Employer’s Supplemental Tax Guide

Pub 463, Travel, Entertainment, Gift, and Car Expenses

Pub 517, Social Security and Other Information for
Members of the Clergy and Religious Workers

Pub 526, Charitable Contributions

Pub 538, Accounting Periods and Methods

Pub 557, Tax-Exempt Status for Your Organization

Pub 583, Starting a Business and Keeping Records

Pub 598, Tax on Unrelated Business Income of Exempt 
Organizations

Pub 1771, Charitable Contributions – Substantiation and 
Disclosure Requirements

Pub 1828, Tax Guide for Churches and Religious 
Organizations

Pub 3079, Gaming Publication for Tax-Exempt 
Organizations

Pub 3833, Disaster Relief, Providing Assistance
Through Charitable Organizations

Pub 4202, A Charity’s Guide to Vehicle Donations

Pub 4203, A Donor’s Guide to Vehicle Donations

Pub 4220, Applying for 501(c)(3) Tax-Exempt Status

Pub 4221-NC, Compliance Guide Tax-Exempt 
Organizations (other than 501(c)(3) Public Charities and 
Private Foundations). 

Pub 4221-PC, Compliance Guide for 501(c)(3) Public 
Charities

Pub 4221-PF, Compliance Guide for 501(c)(3) Private 
Foundations
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Forms for Exempt Organizations

GET FORMS VIA THE INTERNET OR  BY  
CALLING THE IRS AT (800) 829-3676:  

Form SS-4, Application for Employer Identification 
Number

Form 941, Employer’s Quarterly Federal Tax Return

Form 990, Return of Organization Exempt From Income 
Tax

Form 990-EZ, Short Form Return of Organization Exempt 
From Income Tax

Form 990-PF, Return of Private Foundation or Section 
4947(a)(1) Nonexempt Charitable Trust Treated as a Private 
Foundation

Form 990-N, Electronic Notice (e-Postcard) For Tax-Exempt 
Organizations Not Required to File Form
990 or 990-EZ (available electronically only)

Form 990-T, Exempt Organization Business Income
Tax Return

Form 990-W, Estimated Tax on Unrelated Business
Taxable Income for Exempt Organizations

Form 1023, Application for Recognition of Exemption 
Under Section 501(c)(3) of the Internal Revenue Code

Form 1041, U.S. Income Tax Return for Estates and Trusts

Form 4720, Return of Certain Excise Taxes Under
Chapters 41 and 42 of the Internal Revenue Code

Form 5578, Annual Certification of Racial Non-
Discrimination for a Private School Exempt
from Federal Income Tax

Form 5768, Election/Revocation of Election by an Eligible 
Section 501(c)(3) Organization To Make
Expenditures to Influence Legislation

Form 8282, Donee Information Return

Form 8283, Noncash Charitable Contributions

Form 8868, Extension of Time To File an Exempt
Organization Return

Form TD F 90-22, Report of Foreign Bank and Financial 
Accounts (filed with Treasury Department)
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