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Legal Compliance: It’s Not Weird Science! 

Kevin M. Davis         Greta A. Proctor  

California Charter Schools Conference 
March 17, 2016 

Presenter
Presentation Notes
March 17, 2016 @ 12:30 PM to 1:45 PM in Room 101A
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What We Will Cover in This Program 
Key Corporate Documents 

– Articles of Incorporation 
– Bylaws 
– Conflict of Interest Code and Policy 
– EIN 
– Timing—before charter submission? 

 

Federal and State Tax Exemptions 
– What Is a Tax Exempt 

Organization? 
– Applying for Tax Exemption 
– Property Tax Exemption? 
– Timing 

 

 

Maintaining Tax-Exempt and Corporate 
Status; Annual Filings 

– Statement of Information 
– Annual Tax Returns 
– Form 700s 

 

Registry of Charitable Trusts 
– What is it?  Does your school need to 

be on here?  School Exemption 
 

Presenter
Presentation Notes
Most of you did not pursue a career in education because you wanted to learn about corporate compliance.  We get that.  But there are important requirements you should know to make sure your charter school:	(1)  complies with California law for corporations and charter schools (i.e., the Charter Schools Act)	(2)  does not have to pay income taxes and can accept charitable donations, and 	(3)  will not have its tax exemption revoked, which could cause you to lose your charter and cease operations.Today we will explain:	(1)  filing and amending your articles of incorporation	(2)  the purposes of your bylaws and what goes in them	(3)  adopting a conflict of interest code	(4)  what a tax exemption organization is	(5)  how to get and maintain your exemption	(6)  what the Registry of Charitable Trusts is, and why it doesn’t apply to charter schools	(7)  how to apply to a pubic retirement system
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KEY CORPORATE 
DOCUMENTS 
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Articles of Incorporation 

The California Secretary of State requires: 
– Name of the corporation 
– Type of corporation 
– Street address of corporation 

• No PO Boxes 
• Also the mailing address, if different from street address 

– Name and street address of agent for service of process 
• No PO Boxes 
• Must be in California 

– Corporate purposes 
– What happens to assets upon dissolution? 

• New requirements for PERS 
 

 

Presenter
Presentation Notes
The Charter Schools Act requires charter schools “to operate as, or be operated by, a nonprofit public benefit corporation under California law.”  (Ed Code Section 47604.) In California, you form (or incorporate) as a nonprofit public benefit corporation by filing Articles of Incorporation with the California Secretary of State.The basic requirements to file articles of incorporation are:(1)  Name of the corporation	Make sure it is not already taken or reserved	Cannot be too similar to existing or reserved names (or may require permission)(2)  Type of corporation (i.e., nonprofit public benefit corporation)(3)  Initial address	Cannot be a PO Box, but many postal stores have street addresses for their mailboxes	Initial mailing address, if different from the street address(4)  Name and address of agent for service of process	Again, cannot be a PO Box	Must be in California	There are private companies that will serve as your agent for service of process(5)  California law also requires that nonprofit public benefit corporations specify their corporate purposes, such as “operating one or more public charter schools”
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Articles of Incorporation – 501(c)(3) Limitations 

To qualify for tax exemption, the IRS and FTB also require the Articles 
of Incorporation to specify: 

– Cannot operate for benefit of private interests 
– Net earnings cannot inure to benefit a private shareholder or individual 
– No participation / intervention in political campaigns for / against 

candidates for public office 
– Substantial part of activities cannot be to: 

• Carry on propaganda 
• Attempt to influence legislation (lobbying) 

 

Presenter
Presentation Notes
This is jumping ahead, and we will address these limitations throughout the presentation.But the Internal Revenue Service and Franchise Tax Board also require for tax exemption that the corporation 	Cannot benefit not private interests (must pursue public interests, like educating the public) and therefore the net earnings cannot benefit private shareholders or individuals.	Also, what happens to the corporation’s assets on dissolution, cannot go benefit private shareholders or individuals then either.	Cannot be political organizations, but they can do some lobbying (if its not a substantial part of the overall operations).So these are additional provisions to include in your articles of incorporation.
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Example: Forming a Nonprofit 501(c)(3) 
Organization to Run a California Charter School 

Presenter
Presentation Notes
We have included a template for Articles of Incorporation with the presentation materials.For example, here is an excerpt from the Articles of a charter school corporationWe see:(1)  Forming a California nonprofit public benefit corporation(2)  Limiting purposes to exempt activities -  Operation of a public charter school-  Charitable and educational purposes
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Example: Forming a Nonprofit 501(c)(3) 
Organization to Run a California Charter School 

Presenter
Presentation Notes
In the same charter school’s Articles of Incorporation we specify that the corporation will be tax exempt under 501(c)(3)We also prohibit non-exempt activities(1)  No participation / intervention in political campaigns(2)  Substantial part of activities cannot consist of carrying on propaganda or attempting to influence legislation
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Example: Forming a 501(c)(3) Organization to Run 
a California Charter School 

Presenter
Presentation Notes
Finally, we also ensure net income and assets will not inure to any director, officer or member or benefit any private personAnd we provide for the wind-up and dissolution of the corporation in compliance with 501(c)(3) and the California counter-partLEGAL UPDATE – if you’re planning to participate in PERS/STRS, you may need to amend the dissolution language as required by your retirement plan.  It may be sufficient to add at the end of Paragraph B here “or shall be distributed to another public school.”
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California Form: 
 
Articles of Incorporation  
for a Nonprofit Public Benefit 
Corporation with 501(c)(3) 
Required Language  

Presenter
Presentation Notes
If you don’t like the template in our handouts, there is also a Secretary of State form you can fill-in and file.
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Filing Your Articles of Incorporation 

How to File 
– U.S. Mail to the Sacramento office 
– In person at the Sacramento or Los Angeles offices 
– You can hire a private service to file in person for you 

 

Filing Fee 
– $30 by mail 
– $45 in person 

 

Processing 
– Secretary of State will return a “filed” stamped copy in 1-2 weeks 
 
When does my corporation exist? 
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Amending Your Articles of Incorporation 
When would my school need to amend its Articles? 
 
Legal requirements 

– Must be approved by a majority vote of the board 
• At a meeting with quorum  
• If the corporation has a member or members, may also require 

member approval 
– May only amend articles to contain provisions that could have 

lawfully been included in the original articles 
• E.g., cannot add non-charitable activities or remove limitations 
• Attorney General approval may be required to amend limitations on 

corporate assets held in charitable trust 
– Must be submitted with an officer’s certificate of amendment  

Presenter
Presentation Notes
Reasons to amend: new school if limited; to get into PERS if asset distribution doesn’t match IRS ruling.  NOT for changes of address or agent for service of process.  There are additional rules for amending your articles.	- Must be approved by a majority of your board, may need approval from members	- Can only amend the articles with provisions that were legally allowed in the original articles.	- Must be submitted with an officer’s certificate of amendment (signed by the president and secretary of the corporation)You can submit a certificate of amendment changing only certain sections of the articles, or you can submit amended and restated articles that include everything.The amended articles are submitted to the Secretary of State in the same manner (U.S. Mail, in person, by private service) as the original articles, with the same filing fees.
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Bylaws 
Purpose is to establish the procedures for governing and operating 
your corporation 
 

Why is it important to know what is in my bylaws? 
 

Key provisions 
– Membership 
– Board of directors 

• Number and qualifications  
• Elections, vacancies, and removal of directors 

– Meetings of the board of directors 
• Quorum 
• Compliance with Brown Act 
• Actions and voting 

Presenter
Presentation Notes
Your corporation’s bylaws establish the procedures for governing and operating the corporation’s activities and conduct.  This means, your school is signing on to follow them!  Need to be consistent with charter, e.g. board member terms, number of board members, election, committees, officers, etc.  We see many schools get in trouble here!Also, bylaws answer a lot of questions.  What’s a quorum to conduct business?  Check the bylaws.  How long is a board member’s term?  Check the bylaws.  What’s the process for electing new board members?  Check the bylaws.  Bylaws are adopted by a majority vote of your directors in office.So typically with a startup, we form the corporation by filing the articles of incorporation and as the incorporator we appoint the initial board of directors.Then the initial board of directors holds an organizational board meeting to adopt the bylaws and other related resolutions.�
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Bylaws (cont.) 

Additional key provisions 
– Committees 
– Officers 

• Required – president, secretary and treasurer 
• Others – vice-president, chief executive officer, chief financial officer 
• Elections, vacancies, removals 

– Corporate records and reports 
• All directors have access 
• Forms 990 for public inspection 

– Insurance and indemnification rights 
– Fiscal year 
– Amendments 
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Conflict of Interest Code 
The Political Reform Act applies to charter schools 

– PRA has 2 prongs:  
• (1) disclosing possible conflicts;  
• (2) avoiding conflicts (e.g. recusal).  

– Your Conflict of Interest Code is a guide for your board members/ key 
employees for how to disclose possible conflicts.     

– Board members/ key employees report financial interests using Form 700.  But 
how do they know what types of interests to report on the Form 700?   

– The Conflict of Interest Code describes what categories of interests should be 
reported 

• E.g., “Investments and business positions in business entities or income (including 
gifts, loans, and travel payments) from any source of the type that provides 
services, supplies, products, materials or equipment that the Corporation utilizes 
or currently plans to utilize, including school supplies, books, and furnishing.”   

 

Presenter
Presentation Notes
There are many layers of laws that prohibit conflicts of interest.  Typical conflicts are a director voting to approve a contract with a vendor owned by the same director, or a director voting on the salary of his or her spouse who is an employee at the school.  But charter schools must adopt a Conflict of Interest Code under the Political Reform Act.  This act has more stringent reporting obligations than the IRS policy, and less stringent that Government Code section 1090.  The California Fair Political Practices Commission has ruled that the act applies to charter schools, so all charter schools must do this.  Schools either report under their district’s code (rare, except in LA), report under a County-approved Code, or report under a FPPC-approved Code.  
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Process for Adopting Conflict of Interest Code 

– Board tentatively adopts the Code 
– Must post 45-day notice of intent to adopt the Code 
– Board then adopts the Code and considers any public comments 
– Adopted Code must be sent out for review by code-reviewing body 

• County Board of Supervisors 
– Except for those in Los Angeles County—you have special rules! 

• Fair Political Practices Commission 
– Adopted Code is then approved by code-reviewing body (County or 

FPPC) 
– Should be reviewed; may need to be amended as positions change 

 
 
  

 
 

Presenter
Presentation Notes
There are separate presentations on adopting Conflict of Interest Codes and reporting under them because there’s a lot that goes into it, so we will just summarize:	- “Designated positions” in the corporation must report financial interests using for Form 700	- Code must be presented for public review	- After adopted, must be reviewed by your school district, county board of supervisors, or the FPPC
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How Do You Use Your Conflict of Interest Code? 

– When to file Form 700s? 
• Within 30 days of approval of Code 
• Within 30 days of assuming office (e.g. new board members) 
• Within 30 days of leaving office (e.g. departing board members)   

– Form 700s filed annually thereafter  
• Due April 1, but LA has special rules! 

 

 
 
What is the difference between a Conflict of Interest Code and 
Conflict of Interest Policy?  Do I need both? 

 

Presenter
Presentation Notes
Code is about Political Reform Act.  Policy is about IRS rules.  LAUSD has another document on top of all this!  Wow!  What do I have to follow?  All of them.  The IRS requires a conflict of interest policy that is separate from your bylaws to make sure interested directors do have to influence over decisions of the board.  This is typically all that is required for a CMO or charter supporting organization.  
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TAX EXEMPTIONS 



18 

Types of Organizations 
Internal Revenue Code § 501(c) describes organizations that are 
exempt from federal income tax: 

– Corporations, community chests, funds or foundations 
– Organized and operated for religious, charitable, scientific, testing for 

public safety, literary or educational purposes 
 

California covers all of the IRS 501(c)(3) requirements, limitations and 
classifications into one type of exemption: 

“A corporation, community chest or trust, organized and operated exclusively for 
religious, charitable, scientific, testing for public safety, literary, or educational purposes 
… no part of the net earnings of which inures to the benefit of any private shareholder 
or individual, no substantial part of the activities of which is carrying on propaganda or 
otherwise attempting to influence legislation … and which does not participate in, or 
intervene in (including the publishing or distribution of statements), any political 
campaign on behalf of (or in opposition to) any candidate for public office.” 

 

 

Presenter
Presentation Notes
Section 501(a) of the Internal Revenue Code provides for organizations described in Section 501(c) or 501(d) of the Code to be exempt from federal income tax.This is where we get the term “501(c)(3) organization.”Charter schools are typically run by a 501(c)(3) corporation, but 501(c)(3) also include community chests, funds or foundations.They must be organized and operated for exempt purposes.  The IRS calls this the “organizational test” and the “operational test”As a charter school, you would meet these tests by organizing for charitable and educational purposes and operating for these purposes.  We discussed those provisions in the articles of incorporation earlier in the presentation.
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WHAT TYPE OF 501(C)(3)  
IS YOUR SCHOOL? 

Presenter
Presentation Notes
The IRS does not stop there.  Next, the IRS must fit your school into one of the 501(c)(3) categories.  Not all charter schools fit neatly into these IRS classifications.
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The IRS Definition of a “School” 

4 core requirements: 
– Regular faculty 
– Curriculum 
– Regularly enrolled student body 
– Facility where students receive formal instruction 
 
How should your school show the IRS you meet these factors? 
 
This works for brick and mortar schools, but what about hybrid, 
independent/ home study, or online schools? 

Presenter
Presentation Notes
“an educational organization which normally maintains a regular faculty and curriculum and normally has a regularly enrolled body of pupils or students in attendance at the place where its educational activities are regularly carried on”  (IRC § 170(b)(1)(A)(ii).)The IRS definition of a school has 4 core requirements:	(1) regular faculty, 	(2) curriculum, 	(3) regularly enrolled student body, and 	(4) a facility where the educational activities are carried on.This definition works for the traditional “bricks and mortar” school.It does not work for:	(1)  independent study programs where the students (and parents) replace the regular faculty	(2)  independent study or online programs where the school does not have a formal campus for the instruction	(3)  even hybrid models, where students take online courses on a school campus, the IRS does not view this as receiving formal instruction because the curriculum is not being formally presented by a teacher in front of the roomTo get this classification for one applicant, we had to go so far as sending the IRS pictures of the charter school’s students sitting in a classroom with a teacher in front of a whiteboard and pictures of the playground and other campus facilities.The alternative classifications do not have simple names like “school.”  They are often referred to only by their code sections.These classifications are both based on the source of income (rather than the physical components of the operations), which the IRS will determine at the time you file for tax exemption.  So, if you are receiving most of your support from public donations or your charter has been approved and you’re receiving per pupil funding, the IRS would likely determine you are tax exempt under 170(b)(1)(A)(vi) which we tried to simplify by calling a “freestanding publicly supported educational organization.”Alternatively, you could be tax exempt under 509(a)(2), which is for organizations that received grants or generate revenue from their exempt function.  This is more typical for a charter school that is relying on a startup grant when filing the exemption application.  The IRS acknowledges that charter schools do not charge admissions, but they would consider future per pupil funding to be income from their educational operations.  So that is a work-around for this classification to apply after the charter is granted and the school is operating.
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Review Questions:  Charter School Operations 
Can a 501(c)(3) tax-exempt charter school help charter-friendly 
candidates into public office? 

No.  This would be participating or intervening in a political campaign. 
 
Can a 501(c)(3) tax-exempt charter school support a proposed bill 
that would affect charter schools? 

Yes.  But this support cannot favor or oppose a particular candidate or 
amount to a substantial part of its operations. 

 

Presenter
Presentation Notes
Answer to Question 1 – No, this would be participating or intervening in a political campaign.Answer to Question 2 – Yes, but this support cannot favor or oppose a particular candidate or amount to a substantial part of its operations.The IRS would look at the amount of time and expenditures devoted to lobbying to determine whether it is a “substantial part” of its operations.
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APPLYING FOR YOUR TAX 
EXEMPTION 
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What You Need to File: Get Your Documents 
Ready! 
• Federal Employer Identification Number (EIN) 
• Articles of Incorporation (file-stamped by the Secretary of State) 
• Board of Directors 
• Bylaws (with certificate of adoption) 
• Conflict of Interest Policy (with certification/resolution of 

adoption) 
• Documentation of Operations 

– Charter Petition (preferably approved or at least submitted) 
– Memorandum of Understanding if there is one 

• Financial Projections (current tax year and the next 2-3 years) 
• Agreements with Other Organizations (leases, vendors, etc.) 

 
 

Presenter
Presentation Notes
The documents and information needed to prepare the tax exemption are:EIN – can be obtained same-day through IRS websiteArticles of Incorporation – usually takes 1-2 weeks for California Secretary of State to file and return file-stamped copy	(1) must specify exempt purposes	(2) must specify how assets will be treated upon dissolutionA board of directors, which has adopted Bylaws and a Conflict of Interest codeDocumentation to support your operation of a charter school.  The charter petition is generally what is submitted.  The IRS prefers that the charter petition actually be approved by the school district prior to submitting the application (thereby proving you are authorized to operate the school), but we often file an application with a charter petition that was submitted to the district and will be reviewed while the application is pending (and hopefully approved).  A MOU or Charter School Agreement with the District works too.Current year of financial projection + 2 future years is needed if you have not yet completed your first tax year in operations; current year + 3 future years if you have completed your first year.Agreements with other organizations are key for the IRS’s review of whether there is private interests or private inurement.
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– Form 1023 
– Form 1023 Interactive 
– Form 1023-EZ 
 

Which form can your school 
use? 

 

IRS Applications 

 

Presenter
Presentation Notes
The IRS recently released an Interactive Form 1023 and a Form 1023-EZ, which are updates to the long-standing standard Form 1023.The Interactive form has the instructions and tips for completing the application as pop-up bubbles throughout the application, whereas those same instructions are within a separate PDF for the standard Form 1023.  The Interactive form is submitted to the IRS in paper form just like the standard Form 1023.  The application fee for either form is $850 (unless your average income will be under $10,000 over 4 years, then it is $400).The Form 1023-EZ is like the EZ form for personal income taxes, it is a shorter and simpler application.  This application is filed online and the application fee is $400.  However, organizations meeting the definition of a “school” (the 4 requirements we discussed) cannot use this form.  Also, if your income will exceed $50,000 in any of the next 3 years, you cannot use the form.So for most charter schools, the standard Form 1023 is the way to go and you can use the Interactive form if you prefer pop-up bubbles.
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– Form 3500 
– Form 3500A 

 
What form is your school 
required to use? 

 

FTB Applications 

 

Presenter
Presentation Notes
The California Franchise Tax Board has 2 options.  Both are submitted in paper form (no electronic filing).Form 3500A is available if the IRS already issued its determination letter that you are tax exempt.  There is no filing fee.  The FTB defers to the IRS determination letter and issues the tax exemption.Otherwise file the Form 3500.  The application fee is $25.  The FTB more closely reviews the application, and will likely request additional documents and information before issuing the tax exemption.  This can duplicate efforts as the IRS will similarly request additional documents and information.
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Deadline To File 

IRS deadline is 27 months from incorporation 
– If timely filed, the exemption is retroactive to incorporation 
– If not timely filed, the exemption is effective as of application date 

 
The effective date of the exemption is important for: 
– Taxation of revenue 
– Tax-deductibility of charitable donations 

 
FTB does not have a deadline, but an organization may be subject 
to corporate taxation while its application is pending 

– Exemption cannot be effective before the IRS’s effective date 

Presenter
Presentation Notes
This can be quite a Catch-22 at times because the IRS and FTB expect you to be operating when you apply.The IRS prefers that your charter petition be approved to demonstrate you are authorized to operate for exempt purposes, so it may make sense to not submit right away.  The IRS allows you to file exempt organization returns before the exemption is granted.  (But you may have to file paper returns because you won’t be in the IRS database yet as an exempt organization).California does not have a deadline, but the FTB will consider you as a for-profit corporation until the exemption is granted. Typical for the FTB to request a corporate tax return before the exemption, meaning you have to pay corporate taxes.  The minimum franchise fee is $800 (although the FTB usually does not assess this fee on the first tax year if there is no income).  The taxes (or franchise fees) are refunded once the state tax exemption is granted.FTB will not award a tax exemption that is effective before the IRS exemption, so the FTB will often request the IRS determination letter before issuing the exemption.  So if you apply for the California exemption to avoid state taxes, you may still be on hold until the IRS issues the federal exemption.
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Application Review Process 

It’s getting faster! 

– Charter school applications are reviewed very closely 

– Follow-up requests for additional documents and information are 
part of the process 

– IRS backlog has resulted in review process upward to 2 years! 

– New IRS goal to issue determinations within 180 days 

– FTB typically issues an exemption within 90 days 

Presenter
Presentation Notes
Last year, I would have said expect many delays in the review process, but it’s getting better and faster.The IRS and FTB review charter school applications very closely due to concern over affiliations with CMOs or other for-profit organizations, possible private inurement, and questions about the correct tax exemption classification (is this a “school” as defined by the IRS?)Very typical for the IRS and FTB to request additional documents and information while reviewing the applications.  This slows down the process, particularly in light of staff changes, and recent furloughs and budget cuts.Until this year, IRS was backlogged with some applications taking upward to 2 years to be assigned for review.  IRS’s new goal is to issue determinations within 180 days, but that is still subject to follow-up requests that are typical for charter school applications.The FTB usually issues exemptions within 90 days, but there have also been delays that extend this period by a month or two.  Even when filing the Form 3500A where the IRS has already issued the federal exemption, it can take longer than 90 days for the application to be assigned for review.
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Fast-Tracking the Application Review Process 
The key: submit a fully completed application so that the IRS does not 
have to follow up: 

– Provide all documents required for application 
– Describe your activities to match your 501(c)(3) classification 

• Do you have the 4 requirements for a “school?” 
• What authorizations have you obtained to operate? 
• What are your sources of income? 
• Where in your Form 1023 should you describe this? 
• No copy-pasting from your Articles! 

– Include the necessary financial data 
– Have a director or officer sign the application 
– Submit the correct user fee 

 
 

Presenter
Presentation Notes
The best way to streamline your application review is to submit a completed application that includesThe required documents and informationDescribes your activities to match the requested classification.  Apparently most applicants simply copy the statement on operating for exempt purposes right from their Articles of Incorporation and use that to describe their operations.  The IRS updated the application to state in bold red letters that this is not sufficient.  The IRS wants you to fully describe your operations. Make sure the application is signed (by an officer or director) and includes the appropriate user fee
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What To Do While the Application Is Pending 

Operate like a tax exempt organization 

– Continue your educational operations 

• Obtain charter approval 

• Operate the school 

– Collect charitable donations 

• Tax deduction subject to exemption 

– File annual tax returns!  (Forms 990) 

Presenter
Presentation Notes
Because you are expected to start your exempt (educational) activities before applying for tax exemption, you may continue these operations regardless of the duration of the application review process.You can continue to obtain charter approval, enter memoranda of understanding or other agreements with your charter authorizerYou can open and operate the charter school, contract with vendors.You can also collect charitable donations from the public.  The only hitch here is that, if your tax exemption is not approved, any donations you collected would not be tax deductible for the donor.  While this is unlikely for charter schools, the risk is sometimes enough to deter some donors.Also, be sure to file your tax returns (which we will discuss later).
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REGISTRY OF  
CHARITABLE TRUSTS 
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Registration 

California nonprofit public benefit corporations and other charitable 
organizations that hold property for charitable purposes are required 
to register with the California Attorney General 

– Initial registration within 30 days of incorporating 
– Annual registration 
– May be required to submit Form 990s 
 
However, these filing and reporting requirements do not  
apply to a charitable corporation organized and operated  
primarily as an educational institution.   

Presenter
Presentation Notes
Required to submit Form 990 annual returns only if income is over $25,000 per year.The school exemption is in Government Code § 12583.
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KEEP ON TOP OF YOUR EXEMPTION 
AND CORPORATE STATUS! 
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Statement of Information 

The California Secretary of State requirements a Statement of 
Information: 

– Within 90 days of incorporating 
– Every 2 years from the date of incorporation 

 
The Statement of Information includes: 

– Corporation’s address 
– Names and addresses of corporation’s officers 
– Name and address of agent for service of process 

 
The filing fee is $20, and can be filed online. 
It’s easy, but don’t forget! 
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Federal Tax Returns 
• Form 990 

– Gross receipts of $200,000 or more 
– Total assets of $500,000 or more 

 

• Form 990-EZ 
– Gross receipts under $200,000 
– Total assets under $500,000 

 

• Form 990-N (e-Postcard) 
– Gross receipts normally $50,000 or 

less 
 

California Tax Returns 
• Form 100 (Corporate Return) 

 

• Form 199 (Exempt Return) 

Your School Must File Annual Tax Returns 

Presenter
Presentation Notes
Even though your charter school is tax exempt, you still need to file annual tax returns.The IRS has 3 tiers of tax returns.  You either file the Form 990 or Form 990-EZ based on whether your gross receipts are under $200,000 and your total assets are under $500,000.You can file the e-Postcard if your gross receipts are normally $50,000 or under.  The normal receipts are determined by looking at 3 years, so you may be under this threshold during the years before you open the charter school but one year in operations would make the average exceed $50,000.  Also, the e-file system for this form usually will not recognize your organization until after the tax exemption is granted.  You can call the IRS and ask them to manually enter you into their database, or just file one of the paper returns (Form 990 or Form 990-EZ).In California, there is one form for tax exempt organizations (Form 199) and one return for corporations (Form 100).  
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Failure to File Annual Returns 

The IRS will revoke your tax exemption 
– Occurs after failing to file returns for 3 consecutive years 
– You must file even for years without income 
– IRS will revoke exemption even before it is granted 
– Must file another Form 1023 to reinstate exemption 

California revokes your exemption and suspends your corporate status 
– Can occur after failing to file a single return 
– Must file corporate returns before tax exemption is granted 
– Can reinstate corporate status by 

• Submitting Form 3500 (if not already filed) and waiting for exemption 
• Filing back tax returns (and paying taxes on any revenue earned) 
  May also be a charter violation! 

Presenter
Presentation Notes
The IRS will revoke your tax exemption (even if it hasn’t granted the exemption yet) if you don’t file returns for 3 years in a row.  This happens automatically without any notice from the IRS.Organizations eligible to file the e-Postcard (income under $50,000, under $25,000 before that) used to be exempt from having to file returns.  Then the e-Postcard came out and now they have to file, even if they have no income. But that old information is still circulating and it is quite common for new organizations to have their tax exemption revoked after 3 years of having no income because they thought they did not have to file returns.  The process to reinstate the exemption is to file another Form 1023.  This is so common that the IRS has an expedited review process for these smaller organizations that lost their exemptions right after the rule changed.California not only revokes your exemption, but it also suspends your corporate status.  This can happen even after only 1 return is missed.  However, the FTB will send you a notice before this occurs (unlike the IRS).  The process to reinstate your exemption is trickier in California because you may have to file corporate returns and pay corporate taxes to reinstate your corporate status before the tax exemption is restored.
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Questions:  Tax Returns 
If your school had no income, is it exempt from filing tax returns? 

No, organizations with little or no income are no longer exempt from 
the requirement to file annual returns.  They may be eligible to file the 
Form 990-N (e-Postcard). 

 
Can you file an exempt organization return in California while your 
school’s exemption is pending? 

No, California requires that your school file a corporate return before 
its exemption is granted. 

 

Presenter
Presentation Notes
Answer to Question 1 – No, organizations with little or no income are no longer exempt from the requirement to file annual returns.  They may be eligible to file the Form 990-N (e-Postcard).Answer to Question 2 – No, California requires that your school file a corporate return before its exemption is granted.
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What is Private Inurement?   

501(c)(3) cannot operate for the benefit of private interests, and the net 
earnings cannot inure to benefit of any private shareholder or individual 
This means salaries must be reasonable and supported 
The IRS closely evaluates: 

– Director and officer salaries 
– Use of surplus funds (especially when used for bonuses) 
– Family and business relationships among officers and directors 
– Contracts with directors, officers or family and business relationships 

• CMOs and other vendors 
• Landlords and lessors 

– Sale of charter school property and assets 
– Scholarship and grant recipients 

 
 

Presenter
Presentation Notes
Note overlap w/ conflict of interest statutes.  Talk about Guidestar, etc. How much can you pay your school’s Executive Director?It depends.  The key is that your board has considered factors like: the compensation paid by similar organizations (exempt and taxable) for equivalent positions in the same community; the individual’s experience; your unique school; and other factors. Can my school’s Executive Director set her own bonus based on how much surplus funds my charter school has?Not a good idea for several reasons.  Surplus funds should be used to further your exempt purposes (improve your charter school) rather than for private interests.  Also, a person should avoid determining her own compensation structure (also violates conflict of interest rules).  May be considered private inurement. 
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How Can Your School Avoid Private Inurement?  
Comes Up When Setting Compensation  
Officer (e.g., your Executive Director, CFO, etc.) compensation must 
be fair and reasonable, based on: 

– Compensation paid by similar organizations (exempt and taxable) for 
equivalent positions in the same community or area 

– Need for the officer’s particular services 
– Uniqueness of officer’s background, education, training, experience and 

responsibilities 
– Whether compensation was approved by an independent board 
– Size and complexity of school’s income, assets, number of employees 
– Prior compensation 
– Job performance 
– Relationship to compensation of other employees 
– Number of hours spent performing duties 

Presenter
Presentation Notes
There are a number of factors used by the IRS to determine whether officer or executive compensation is fair and reasonable, thereby avoiding private inurement
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Questions? 

Please contact: 
 

 

 

 

 

Kevin M. Davis   Greta A. Proctor 

(619) 515-3293   (619) 515-3219 

kevin.davis@procopio.com  greta.proctor@procopio.com 
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