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Types of Non-Profit Organizations



Exemptions under IRC Section 501(c)
 501(c)(3): Organized and operated exclusively for religious, charitable, scientific, 

testing for public safety, literary, or educational purposes.

 501(c)(3) and 170(b)(1)(A)(iii): Hospital.

 501(c)(4): Civic leagues or organizations not organized for profit, but operated 
exclusively for the promotion of social welfare, or local associations of employees, 
the membership of which is limited to the employees of a designated person or 
persons in a particular municipality, and the net earnings of which are devoted 
exclusively to charitable, educational, or recreational purposes.

 501(c)(8): Fraternal beneficiary societies, orders, or associations (A) operating under 
the lodge system or for the exclusive benefit of the members of a fraternity itself 
operating under the lodge system, and (B) providing for the payment of life, sick, 
accident, or other benefits to the members of such society, order, or association or 
their dependents.

 501(c)(14): Credit unions without capital stock organized and operated for mutual 
purposes and without profit.



Compensating Non-Profit Directors



Limitations on Director Compensation
 Organizations must work within the limits of the 

Internal Revenue Code.

 Director compensation may invite public scrutiny.

 Compensating directors continues to be a hot topic 
among tax exempt entities.

 Compensation is recognition that a director is 
engaged in overseeing a business enterprise, albeit 
one that does not make distributions to 
shareholders.

– Management may feel the need to provide compensation 
to have the level of involvement required.



Reasonable Compensation

 “Based on all relevant facts and circumstances”

– Comparable data

 From both for-profit and non-profit

– Availability of similar individuals in the geographic area

 Forced to hire from outside area

– Compensation surveys from independent firms

– Written offers from competitors



Fiduciary Duties of Board 
Members



Meeting a Director’s Fiduciary Duties
 Duty of Loyalty

– Requires directors to act in good faith for the benefit of the organization.

– Conflict of Interest Policy is vital to meeting the duty of loyalty.

 Duty of Care

– A director must employ duty of care when making decisions or acting on behalf of the 
organization.

– Directors must be familiar with the organization’s finances and activities, and participate 
regularly in its governance.

– Use degree of diligence, care, and skill which a prudent person would use in similar 
positions.

 Duty of Obedience

– Decision is made to advance the mission of the organization and its members.

– Ensure the organization complies with applicable laws and regulations.



Conflict of Interest Policies
 IRS Form Conflict of Interest Policy

– Often the starting point for many organizations

– Individual Conflicts

 Duty to Disclose Conflict

 Appointment of disinterested person or committee to review and approve 
transaction:

 “Determine whether the corporation can obtain with reasonable efforts a more 
advantageous transaction or arrangement from a person or entity that would not give rise 
to a conflict of interest.”

 Individuals who receive compensation cannot vote on compensation

– Annual Reports

– Periodic Reviews

 Compensation

 Contracts/partnerships with other organizations



Conflict of Interest, Cont.
 Conflicts of Interest that should be disclosed:

– Facilitating a transaction in an attempt to curry favor with the 
proponent of the transaction, other members of the board or members 
of management.

– Usurping corporate opportunities for the director’s personal benefit; 
the organization must be given the first opportunity to take advantage 
of all opportunities within its line of business or in which the 
organization has an interest or a reasonable expectation of having an 
interest.

– Deriving an unfair or secret profit or commission from the director’s 
position at the expense of the organization.

– Receiving additional compensation or enhanced career prospects as 
a result of a transaction.



Going Beyond Minimum Requirements
 Although the IRS provides an example conflict of interest 

policy, many organizations choose to implement a broader 
policy.

 Situations in which an individual may not be directly 
enriched by the organization’s actions, but where there may 
be an issue of perception.

 Ex. A health insurance executive who serves on the board of 
directors for a hospital.



Private Inurement
 The Internal Revenue Code states that an organization is exempt under Section 501(c)(3) 

only if “no part of [its] earning … inures to the benefit of any private shareholder or 
individual.”

– Excessive compensation paid to a director may constitute private inurement.

 Intermediate sanctions apply to any benefit received “in excess” of fair market value

– Apply to excess benefit paid to “disqualified persons”

– Also include % payments that create private inurement (unclear)

 Excess benefits include any unreasonable compensation to disqualified persons

 Intermediate Sanctions 

– Disqualified Person (Recipient of Excess Benefit)

 Excise Tax of 25% of excess benefit

 200% of excess benefit unless corrected

– Managers who Knowingly Approve 

 Excise Tax on 10% of excess benefit (maximum of $20,000)



Disqualified Persons
 Those persons in a position to exercise substantial influence over the 

affairs of the exempt organization

 Directors & Officers

 Anyone who has ultimate responsibility for implementing the board’s 
decisions (regardless of title)

 Anyone who has ultimate responsibility for managing the finances of the 
organization (regardless of title)

 A member of such person’s family

 Any entity in which such person or such person’s family owns more than 
a 35% interest

 Any other person may be a “disqualified person” depending on the facts 
and circumstances



Applicability to Non-Charitable Organizations

 Not all organizations are subject to the private inurement 
prohibition.

 Non-charitable organizations are generally free to 
compensate directors as they see fit.

Section of Code Description
Private Inurement 

Restriction

501(c)(3) Charitable Organizations Yes

501(c)(4) Social Welfare Organization Yes

501(c)(8) Fraternal Beneficiary Societies No

501(c)(14)
State Credit Unions and Mutual 

Reserve Funds
No



Beyond Governance Policies: Key 
Roles of the Board



Key Functions of a Non-Profit Board
1. Organizational Mission & Purpose: The Board must establish and 

clearly communicate the mission and purpose of the organization.

2. Choosing Effective Leadership: The Board is entrusted with the 
responsibility to choose effective leaders with the necessary 
expertise and experience to carry out the organization’s mission.

3. Lead Strategic Thinking: The Board is the key spearhead for 
strategic planning. Successful organizations do not rely on 
consultants to drive strategic thinking for the organization. 

4. Manage Resources Effectively:  Board members are in essence 
the trustees of the organization, responsible for managing the 
organization’s resources, traditionally through the development 
and approval of an annual budget.



Key Functions of a Non-Profit Board, 
Cont’d.
5. Keep the Organization On Track: The Board is charged with 

ensuring the organization continually works toward achieving its 
mission and purpose.

6. Boost the Organization’s Community Image: The Board should 
clearly outline the organization’s strategy for boosting it’s 
community profile and image to ensure a healthy public image for 
the organization.

7. Seek Out Experts: Members of the Board should recognize their 
limitations and seek input from outside consultants and advisors to 
help guide the Board’s strategic decisions.

8. Assess Its Own Effectiveness: The Board should engage in self-
evaluations to reflect on whether the Board is meeting its 
responsibilities and determine how its membership, organization, 
structure, and performance can be strengthened.



ATTORNEY ADVERTISEMENT. The contents of this document, current at the date of 
publication, are for reference purposes only and do not constitute legal advice. Where 
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Agenda 

A. Proper Role for the Board of Directors 

1. Strategic Planning 

2. Oversight of CEO 

3. Practical Aspects of Getting the Board of Directors to Focus on Strategic 
Matters 

B. Board of Directors Approval

1. Legal Requirements 

2. Policies (Conflict of Interest, Non-discrimination, etc.) 

3. Financial Overview (Budget, Audit) 

4. Personnel 

5. Programmatic Changes 

6. Setting Expectations about Board Involvement 

C. Addressing Conflicts of Interest 

1. Policy 

2. Decision-making 

3. Perception 

D. Board of Directors Compensation 

1. Need to have People with Certain Qualities 

2. Perception 

E. Executive Compensation Issues 

1. Special Aspects of Non-profit Status 

2. Culture 

F. Role of the Board of Directors in Determining Culture for the 
Organization 

1. Maintaining and Transmitting the Mission and Culture 

2. Supervising Culture of the Organization 

G. Board Self-Evaluations 
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