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Agenda  

• The main issues a new 501(c)(3) organization 
needs to know 

• The five ways an exempt organization can 
jeopardize its tax-exempt status: 

1. Private benefit and/or inurement 

2. Lobbying or legislative activities 

3. Intervention in political campaigns 

4. Unrelated Business Income activities 

5. Failure to comply with reporting obligations 
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Two tests 
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All 501(c)(3) organizations have to pass two 
tests: 
  
1. Organizational test 
2. Operational test 
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Private Benefit 

• A 501(c)(3) organization is not operated 
exclusively for exempt purposes if its activities 
benefit the private interests of any individual or 
organization more than incidentally.  

• This is known as the prohibition on “private 
benefit.” 

• If an exempt organization provides more than 
incidental private benefit, its exempt status can 
be revoked. 
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Inurement  
• Section 501(c)(3) of the Internal Revenue Code 

states that no part of an organization’s net 
earnings may inure to the benefit of a private 
shareholder or individual. 

• “Inurement” generally refers to an arrangement 
where benefits are conferred on insiders. 
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Disqualified Person   
• The term “disqualified person” is sometimes 

used in certain situations where an exempt 
organization engages in a transaction with a 
person who is or was in a position to exercise 
substantial influence of the organization.  
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• Examples of prohibited inurement include: the 
payment of dividends, the payment of 
unreasonable compensation to insiders, and the 
transfer of property to insiders for less than fair 
market value. 

• This does not mean that directors, officers, and 
employees can’t be compensated for their 
services. 

• They can be paid, but any compensation paid for 
services rendered must be reasonable. 
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Inurement examples 
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“Intermediate sanction” is an excise tax on the 
person receiving the benefit and on the 
organization managers who participated in the 
transaction, knowing that it provided a 
prohibited benefit. Intermediate sanctions can 
be imposed in addition to or instead of 
revocation. 

 
 

Intermediate Sanction  
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Excess Benefit 
• Any insider who receives an excess benefit must 

return the excess benefit to the organization and 
pay excise taxes. 

• The insider should file a Form 4720 to report the 
transaction and pay the excise taxes. In addition, 
the organization needs to disclose the 
transaction on its Form 990. 

• Organization managers who participate in an 
excess benefit a transaction, knowing that it is 
improper, must pay excise taxes as well. 
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Example 

• A public charity gives its president a $500,000 
compensation package. 

• Persons in similar jobs in the same geographical 
area get $300,000. The president has received an 
excess benefit of $200,000. 

• In order to correct the situation, the president must 
return the $200,000 with interest and must 
personally pay a 25 percent excise tax on that 
amount.  

• In addition, if the president does not make the 
organization whole by returning the excess benefit, 
the IRS will assess a second excise tax against the 
president equal to 200 percent of the $200,000---or 
$400,000. 
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Reminder 
• Even if the IRS assesses the intermediate 

sanctions penalties against the insider and the 
organization’s managers, it may still propose 
revocation of an organization’s tax exempt status. 

• Whether the IRS seeks only intermediate 
sanctions, proposes revocation or both, depends 
on the facts and circumstances of a particular 
case. 
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• The size and scope of the activities the 
organization regularly conducts to further its 
exempt purposes.  

• The IRS will compare these activities before 
and after the excess benefit transactions 
occurred. 

• The size and scope of the excess benefit 
transactions in relation to the organization’s 
regular and ongoing activities that further its 
exempt purpose 

 
 

Important Factors 
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Appendix G    
• The rules governing these excise taxes are 

detailed.  
• To learn more about the terms “inurement,” 

“disqualified persons,” and “excess benefit 
transactions,” review Appendix G in the 
Instructions for Form 990, Return of 
Organization Exempt from Income Tax. 
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Prohibited Inurement? 2 

    Jane Doe is the founder and president of XYZ Charity, a 
501(c)(3) organization. As president, Jane is a voting 
member of the board of directors.  
    She and her husband, Jim, also own J&J Advertising, a 
for-profit company. Jane signs a $200,000 contract with the 
company to coordinate the advertising campaign for the 
charity’s annual appeal. 
    She signs it without bringing it to the charity’s Board of 
Directors for discussion and action. Since Jim knows that 
there will be no competitive bidding for the contract, he 
decides that J&J Advertising will bill at a rate of about 120% 
of the fair market value of the work. 
    Is this prohibited inurement? 
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Prohibited Inurement? 3    

Yes! 
• If a scenario like this was discovered in an audit 

of XYZ, the IRS agent most likely would propose 
“intermediate sanctions” on J&J Advertising.  

• Depending upon all the facts and circumstances, 
the agent also might propose the 10-percent 
intermediate sanctions on Jane and revocation of 
XYZ’s tax-exempt status. 
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    DEF is a tax-exempt hospital with 250 beds, a busy 
emergency room, and a full range of medical and surgical 
specialties. Bob is the CEO of the hospital. 
    For the most recent calendar year, Bob was paid annual 
compensation of $325,000 – which is comparable to the 
salaries paid to CEOs of other similar-sized health-care 
organizations. 
    Bob is provided a BMW sedan not more than three years old 
for both business and personal use. His personal use of the car 
is carefully documented. 
    Does this scenario show private benefit or inurement?  
 

Example 2 
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No! 
• There is no inurement or private benefit in this 

situation. 
• When considered in total, and compared to other 

top health-care executives, Bob’s salary and the 
personal use of the vehicle are reasonable 
compensation for his position. 

• Additionally, Bob’s compensation arrangement 
was decided on and approved by the hospital 
board as the board’s compensation committee 
recommended. 
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• Lobbying means activities intended to 
influence legislation. 

• Legislation includes action by Congress, 
a state legislature, or a local council, with 
respect to acts, bills, resolutions, or 
similar items, including legislative 
confirmation of appointees. 

• It also includes action by the public in 
referenda, ballot initiatives, constitutional 
amendments, or similar procedures.  

Lobbying 
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• Organization Z supports a research project on 
the use and effects of a pesticide. Z's study leads 
to the conclusion that the pesticide is extremely 
harmful.  

• The study contains a sufficiently full and fair 
exposition of the pertinent facts. 

• Organization Z makes the study available on its 
website and describes it in its monthly member 
newsletter. A bill is pending in the U.S. Senate to 
ban the use of the pesticide. 

• Organization Z’s activities, as described, do not 
constitute lobbying. 

Lobbying?   
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Substantial Part Test 
• The traditional “substantial part” test looks at all 

of the activities of an organization, including its 
volunteer time, in determining the amount of its 
lobbying activities. 

• If the total lobbying activities are a substantial 
part of organization’s activities for the year, its 
exempt status could be revoked. 

• All of the facts and circumstances of a particular 
situation will be considered in determining 
whether substantial lobbying has occurred. 
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Political Activity 

• Publication 4221-PC covers this topic on 
pages 5 through 7. 

• Unlike lobbying, all 501(c)(3)s are absolutely 
prohibited from directly or indirectly 
participating in, or intervening in, any political 
campaign supporting or opposing any 
candidate for elective public office. 

• This means ANY amount of political activity is 
grounds for loss of tax-exempt status. 
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Example 

• President B is the president of a university. President 
B writes a column called “My Views” in the monthly 
newsletter. 

• The month before an election, President B writes in 
his column that “It is my personal opinion that 
“Candidate U” should be reelected.” For that one 
newsletter issue, President B pays from his personal 
funds for the portion of the cost of the newsletter that 
is attributable to his “My Views” column. 

• Did President B improperly intervened? 
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Campaign Intervention?  

• YES! President B specifically stated that 
“Candidate U” should be reelected.  

• His comments were not about a public policy 
issue, but were specifically a partisan 
endorsement for a candidate for public office. 

• This statement constituted participation in a 
political campaign. 

• Even though President B paid part of the cost for 
producing the newsletter that week, because his 
endorsement appeared in an official publication 
of the university, it constitutes campaign 
intervention by the university. 
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Example 2  
    “E” Fund is an organization that educates the public on 
environmental issues. G is a candidate running for a seat in the 
state senate. 
    E Fund’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, the Fund’s representative ends the call. 
    If the voter appears to agree with G’s position, the Fund’s 
representative reminds the voter about the upcoming election, 
stresses the importance of voting in the election and offers to 
provide transportation to the polls. 
    The E Fund is engaged in political campaign intervention 
when it conducts this get-out-the-vote drive, which may be the 
basis for revocation of exemption.   
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Substantial vs. Insubstantial 
• A 501(c)(3) organization can conduct small, insubstantial 

amounts of certain types of non-exempt activity without 
jeopardizing its exempt status. 

• Remember – any amount of inurement or political activity 
can jeopardize your exemption. They are never okay in 
even small amounts. 

• You may wonder what exactly constitutes an activity that is 
more than insubstantial. The fact is that there is no bright 
line test.  

• An examining agent will always have to consider all of the 
facts and circumstances in determining whether a non-
exempt activity is substantial in relation to all of an 
organization’s activities. 
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UBI 

• One of the most common types of non-exempt activity by 
an exempt organization is conducting unrelated trade or 
business. 

• Not only might the conduct of such a business activity 
jeopardize an organization’s exempt status, it might also 
generate taxable income for the organization. 

• The rules about when an activity generates unrelated 
business taxable income and the calculation of the tax are 
complex. 

• Much more detailed information can be found in 
Publication 598, Tax on Unrelated Business Income of 
Exempt Organizations. 
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Unrelated Business Income is income 
from: 
• A trade or business 
• Regularly carried on 
• Is not substantially related to the 

organization’s tax-exempt purpose 
 

UBI (continued) 
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Common UBI Activities 

• The sale of advertising space in weekly bulletins, 
magazines, journals or on an organization’s 
website. 

• The sale of merchandise and publications when 
those items do not have a substantial relationship 
to the exempt purpose of an organization. 

• Providing management or other similar services. 

• Some types of fundraising activities. 
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 UBI example 

• An exempt organization organized and operated 
for the prevention of cruelty to animals might 
receive UBI by providing pet boarding and 
grooming services for the general public. 

• So long as the pet boarding and grooming 
services remain an insubstantial part of the 
organization’s activities as a whole, the 
organization would still be operating for 
exclusively exempt purposes.  

• Only the income from pet boarding and  
grooming services would be taxable. 
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Common Exceptions 
 

• Activities conducted by volunteers 
• Activities conducted primarily for the 

convenience of an organization’s 
members, students, patients, employees, 
or officers 

• Selling articles donated to the organization 
• Income derived from traditional bingo 

games 
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Filing Requirements  

• While 501(c)(3) public charities are exempt from 
Federal income tax and Federal unemployment 
tax, most of these organizations have 
information-reporting obligations. 

• This reporting is made on Form 990, Form 990-
EZ, or Form 990-N. 

• Churches and their integrated auxiliaries do not 
have an annual information filing requirement. 
But other public charities generally are required 
to file one of these forms 
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File Correct Form    

• It is critical that exempt organizations file the 
appropriate form, filled out completely and 
submitted on time.  

• Organizations that are eligible to file Form 
990-EZ or Form 990-N may choose to file a 
full Form 990 return instead. 

• These information returns have different 
due dates than the income tax returns 
that individuals businesses file. 
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Important Reminder 

• Any tax-exempt organization that fails 
to file a required annual return for 
three consecutive years will 
automatically lose its tax-exempt 
status.  

• And losing tax-exempt status has 
serious consequences.  
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IRS Website  
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Life Cycles  
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Select Check  
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Stay Exempt  
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Stay Exempt Mini-Courses available  
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Charities & Non-Profits  
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Send Questions   
 
 
 
 
 
 

tege.eo.ceo@irs.gov 
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