How does an organization become tax-exempt?

An organization becomes tax-exempt by applying for recognition of exemption from the Internal Revenue Service (IRS). The IRS will recognize an organization as tax-exempt if it meets the requirements of the Internal Revenue Code. See Types of Tax-Exempt Organizations and Publication 557 , Tax-Exempt Status for Your Organization, for more information.

Organizations applying for tax-exempt status must submit two applications:  First, one requesting an Employer Identification Number (EIN); and second, the other applying for recognition of exemption.

Exemption Requirements

To be tax-exempt under section 501(c)(3) of the Internal Revenue Code, an organization must be organized and operated exclusively for purposes set forth in section 501(c)(3), and none of its earnings may inure to any private shareholder or individual.  In addition, it may not attempt to influence legislation as a substantial part of its activities and it may not participate in any campaign activity for or against political candidates.

Organizations described in section 501(c)(3) are commonly referred to as charitable organizations.  Organizations described in section 501(c)(3), other than testing for public safety organizations, are eligible to receive tax-deductible contributions in accordance with Code section 170.

The exempt purposes set forth in section 501(c)(3) are charitable, religious, educational, scientific, literary, testing for public safety, fostering national or international amateur sports competition, and the preventing cruelty to children or animals.  The term charitable is used in its generally accepted legal sense and includes relief of the poor, the distressed, or the underprivileged; advancement of religion; advancement of education or science; erecting or maintaining 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; and combating community deterioration and juvenile delinquency.

To be organized exclusively for a charitable purpose, the organization must be a corporation, community chest, fund, or foundation.  A charitable trust is a fund or foundation and will qualify.  However, an individual will not qualify.  The articles of organization must limit the organization's purposes to exempt purposes set forth in section 501(c)(3) and must not expressly empower it to engage, other than as an insubstantial part of its activities, in activities that are not in furtherance of one or more of those purposes.  This requirement may be met if the purposes stated in the articles of organization are limited in some way by reference to section 501(c)(3).  In addition, an organization's assets must be permanently dedicated to an exempt purpose.  This means that if an organization dissolves, its assets must be distributed for an exempt purpose, to the federal government, or to a state or local government for a public purpose.  To establish that an organization's assets will be permanently dedicated to an exempt purpose, its articles of organization should contain a provision insuring their distribution for an exempt purpose in the event of dissolution.  Although reliance may be placed upon state law to establish permanent dedication of assets for exempt purposes, an organization's application can be processed by the IRS more rapidly if its articles of organization include a provision insuring permanent dedication of assets for exempt purposes.  For examples of provisions that meet these requirements, see Publication 557, Tax-Exempt Status for Your Organization.

An organization will be regarded as operated exclusively for one or more exempt purposes only if it engages primarily in activities that accomplish exempt purposes specified in section 501(c)(3).  An organization will not be so regarded if more than an insubstantial part of its activities does not further an exempt purpose.  For more information concerning types of charitable organizations and their activities, see Publication 557.

The organization must not be organized or operated for the benefit of private interests, such as the creator or the creator's family, shareholders of the organization, other designated individuals, or persons controlled directly or indirectly by such private interests.  No part of a section 501(c)(3) organization's net earnings may inure to the benefit of any private shareholder or individual.  A private shareholder or individual is a person having a personal and private interest in the activities of the organization.  If the organization engages in an excess benefit transaction with a person having substantial influence over the organization, an excise tax may be imposed on the person and any organization managers agreeing to the transaction.

Section 501(c)(3) organizations are restricted in how much political and legislative (lobbying) activities they may conduct.  For a detailed discussion, see Political and Lobbying Activities.  For more information about lobbying activities by charities, see the article Lobbying Issues; for more information about political activities of charities, see the FY-2002 CPE topic Election Year Issues.

Unrelated Business Income Tax

Even though an organization is recognized as tax exempt, it still may be liable for tax on its unrelated business income. Unrelated business income is income from a trade or business, regularly carried on, that is not substantially related to the charitable, educational, or other purpose that is the basis of the organization's exemption. An exempt organization that has $1,000 or more or gross income from an unrelated business must file Form 990-T.  See Unrelated Business Income Tax Returns and the Form 990-T instructions for more information about return filing.

The obligations to file Form 990-T is in addition to the obligation to file the annual information return, Form 990, 990-EZ or 990-PF.  Group or consolidated returns are generally not permitted.  Title holding corporations and organizations receiving their earnings may file a consolidated return, however.

Filing Requirements

Generally, tax-exempt organizations must file an annual information return ( Form 990 or Form 990-EZ).  Tax-exempt organizations that have annual gross receipts not normally in excess of $25,000 are not required to file the annual information return.  In addition, churches and certain church-affiliated organizations are excepted from filing.

Charities, Churches, and Educational Organizations - Political Campaign Intervention

The following materials discuss the federal tax rules that apply to political campaign intervention by section 501(c)(3) tax-exempt organizations:

Charities, Churches, and Politics: An article discussing the history of the political campaign activity ban and the latest IRS enforcement statistics regarding its administration of this congressional ban.

IRS Reports on Political Activity Compliance Initiative: Discussing a report on the IRS examination of political activity by tax-exempt organizations during the 2004 election campaign. This website article incorporates several other items of interest:

· Fact Sheet 2006-17: Election Year Activities and the Prohibition on Political Campaign Intervention for Section 501(c)(3) Organizations

· News Release IR-2006-36: IRS Releases New Guidance and Results of Political Intervention Examinations

· Executive Summary of Report
· Final Report - Political Activity Compliance Initiative

· 2004 Political Activity Compliance Initiative Summary of Results
Report on IRS Review of Alleged Political Campaign Intervention: The Treasury Inspector General for Tax Administration (TIGTA) finds IRS properly operated its program for investigating claims of inappropriate political campaign intervention by tax-exempt organizations.

Phone Forum: Political Campaign Intervention:  Information about a recent telephone forum on the prohibition on political campaign activity by section 501(c)(3) tax-exempt organizations.  This article includes links to the script and presentation materials used in this program.

Tax Talk Today - Political Intervention Do's & Don'ts: Information about a recent Tax Talk Today program on "Political Intervention: Do's and Don'ts for 501(c)(3) Organizations".

Political and Lobbying Activities: An article describing the federal tax rules on political and lobbying activities for tax-exempt organizations under Internal Revenue Code section 501(c)(3).

Political and Lobbying Activities - Private Foundations: An article highlighting the excise tax that applies to political activities conducted by private foundations.

Attempts to Influence Judicial Appointments: An article describing the tax treatment of attempts by exempt organizations to influence judicial appointments.

Publication 1828, Tax Guide for Churches and Religious Organizations.

News releases and fact sheets on political campaign activities by tax-exempt organizations
Exempt Organizations Continuing Professional Education Text articles:

· Affiliations Among Political, Lobbying, and Educational Organizations
· Developments Relating to Churches
· Election Year Issues (2002)
· Election Year Issues (1996)
· Election Year Issues (1993)
· Update on Churches
