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Decision Factors in Forming a Not-For-Profit Corporation
By Nancy Fallon-Houle

Forming a Not-For Profit Corporation Does not mean that your business will automatically become tax Exempt.  Not all “Not-For-Profits” are tax exempt.  In order for donations and revenue to the corporation to be tax exempt, you must apply for, and receive, tax exempt status from the IRS, and from the Illinois Attorney General (or the Attorney General or other regulatory authority in your state.)

Before you plan to operate as, or before you solicit donations for or begin operations of, a Not For Profit organization, determine whether you will be able to receive tax exempt status from the IRS.  Read IRS publication 557 “How to Apply for and Retain Exempt Status for Your Organization” www.irs.gov/publications  , to make the determination of whether your organization may be qualified to operate as tax exempt.  Illinois Attorney General Rules may differ in some respects from the IRS rules, and you are required to also notice file for tax exempt status in Illinois and in any state in which you have donors.


Even if you will be able to receive tax exempt status, determine whether the cost of applying for tax exempt status, and the cost of reporting to the IRS each year after you have earned tax exempt statues, is within your budget, and the budget of the organization. Determine whether your time commitment for the NFP project is something that you want to make, given the limited cash you will be able to take out of the NFP during its operation, and given the prohibition on removing assets during the operation or upon completion.

Even if you will be able to receive tax exempt statues, determine whether that status is the best thing for you and your corporate purpose:

· You will not be able to receive a large salary. Donors, who receive and review all financial statements each year for the not-for-profit, will expect frugal expenditures. Therefore, a meager salary is normally expected to be paid to the operators of a not-for-profit. If higher salaries are paid, then donors tend to dry up.

· Each year, the profits of the company must be used for the purpose for which it was formed. Therefore, the owners and operators cannot withdraw profits for their own use, as they would be permitted to do in a for-profit corporation.
· You will not be able to sell the company at a profit. When you have completed the business and close up the NFP, then you must donate any profits, cash and assets to another IRS tax exempt, not-for-profit organization. You cannot take the liquidation profits, or the assets, or even the name or brand name you have created, for yourself.

You can apply for federal income tax exempt status  such as 501(c) (3) status.  Not all charities qualify as tax exempt, and most often the determination of whether a unique organization will be tax exempt, if not clearly obvious to the IRS, can be costly in legal fees to negotiate the application. 


Only certain kinds of charities, schools, churches, research institutes, clubs, and other groups are exempt under 501(c)(3).  The words “athletic,’’ “benevolent,’’ “eleemosynary,’’ and “social” are not acceptable as “corporate purpose” if the corporation will apply for 501(c) (3) status.


An organization does not have to be incorporated to apply for IRS tax exempt status.  However, it must be incorporated before the IRS will consider your application as a not-for-profit corporation. Incorporation does not guarantee federal tax exemption, but if you wish to apply for IRS Tax exempt status, your Illinois Articles of Incorporation NFP 102.10 must be written with the IRS regulations in mind.

Use IRS Form 1023 or Form 1024 to apply for Federal Tax Exempt Status. Follow up reporting is required annually.

Application to the Illinois Attorney General’s Office is separate.  You must apply for permission to solicit subscriptions in each state in which you solicit subscriptions.  Follow up reporting is required annually.
