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DEDICATION
Thank you to all the homeschool leaders who have served their
members so generously and taught me so much. I admire you

immensely.

Carol Topp






Introduction

As the homeschooling movement grows, so do our support groups,
co-ops, music and sports programs! This growth means more organi-
zation and more structure and needed for homeschool groups.

Perhaps your group has grown and you are wondering if you have
any obligation to the IRS. Perhaps your board is asking about being
officially recognized as a nonprofit organization. You've heard terms
like ‘nonprofit,” ‘tax-exempt’ and 501(c)(3).” Do you understand what
they mean?

You may wonder what nonprofit status might mean for your
group-good and bad. What are the benefits? What will it cost in dollars
and time? Is it needed? Is your group ready?

This book will help you sort out the decisions you need to make. I
will discuss the different types of homeschool groups and when they
need to worry about taxes and the IRS. I'll explain the pros and cons of
being a nonprofit corporation and obtaining 501(c) tax exempt status.

Unlike other books on this subject, I am writing specifically to
homeschool organizations. I homeschooled my two daughters, now
both grown, for fourteen years. I know how homeschool groups oper-
ate and understand their mission. I also know what it is like to be a
homeschool leader. You want clear answers and don’t have time to
read a lot of books or websites. You have no desire to become an expert
in nonprofit law—you just want to run a program that benefits home-
schooling families.

11
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This second edition includes several recent changes, procedures
and forms from the Internal Revenue Service (IRS) that have made ob-
taining tax exempt status somewhat easier for many small home-
school organizations. But, at the same time, IRS required filings have
made life more difficult for many homeschool leaders as well. My goal
in this book is to clear the confusion and offer practical assistance. I
hope you find it helpful.

Carol Topp, CPA
Cincinnati, Ohio



Chapter One: The IR&nd
Homeschool Organizations

I'm a homeschool leader and I'm wondering if my group is supposed
to be paying taxes to the IRS.

What happens when a homeschool group makes a profit? Do they
owe taxes? Is there paperwork with the IRS? Should we hire an ac-
countant?

Homeschool leaders frequently ask questions like the ones above.
They are concerned about paying taxes and filing forms, but unlike
personal income taxes, homeschool leaders are in unfamiliar territory.
They are unsure if their homeschool group is a business or a nonprofit
organization and question whether being a nonprofit means they do
not owe any taxes. Leaders wonder what their involvement should be
with the Internal Revenue Service (IRS).

HOMESCHOOL CONTACT WITH THE IRS

There are several situations when a homeschool organization
should be in contact with the IRS:

13
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YOUR HOMESCHOOL GROUP OPENS A CHECKING ACCOUNT AND
NEEDS A TAX IDENTIFICATION NUMBER

Usually the first contact a homeschool organization has with the
IRS is getting an Employer Identification Number (EIN). Most banks
now request an EIN when a group opens a checking account. An EIN
is similar to a Social Security Number for a business or nonprofit or-
ganization. They are available from the IRS at no charge at

www.IRS.gov .

YOUR HOMESCHOOL GROUP PAYS A WORKER

Your worker may be an independent contractor or an employee. Ei-
ther way, there are forms to file with the IRS at the end of the calendar
year (typically a W-2 or a 1099MISC). Additionally, there are employer
taxes, such as Social Security or Medicare taxes to pay in addition to
worker wages.

YOUR NONPROFIT HOMESCHOOL ORGANIZATION BRINGS IN IN-
COME OF MORE THAN $5,000 IN A YEAR

If your annual gross revenues are more than $5,000 and you have
an educational, religious or charitable purpose, your organization
should file for tax exempt status as a 501(c)(3) charitable organization
with the IRS. Approval of tax exempt status by the IRS means that your
group will not pay income tax on its profit or financial surplus.

YOUR HOMESCHOOL GROUP IS RUN AS A FOR-PROFIT BUSINESS

Most homeschool organizations are operated as nonprofit organi-
zations governed by a board and bylaws, but increasingly some home-
school groups are for-profit businesses. They will need to have a tax
number (called an Employer Identification Number or EIN) and file
tax returns, such as the Form 1040 Schedule C Business Profit or Loss.


http://www.irs.gov/
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YOUR GROUP MAKES MONEY FROM FUND RAISERS, SELLING
PRODUCTS OR SELLING ADVERTISING ON YOUR WEBSITE

Homeschool groups often make money from activities not related
to homeschooling. The IRS calls income from these activities “unre-
lated business income (UBI)” and will tax the profit from these activi-
ties. Usually homeschool groups avoid the UBI tax by using one of the
IRS exemptions (volunteer labor, selling donated merchandise or un-
related business income of less than $1,000 annually).

The remainder of this book or my other books, especially Money
Management in a Homeschool Organization and Paying Workers in a Home-
school Organization, will discuss these issues in more detail.

GOVERNMENT INTRUSION INTO HOMESCHOOLERS'
LIVES

As a whole, homeschoolers avoid government intrusion in their
lives. They have decided to turn down the public education offered to
them by their local government and educate their children on their
own, so naturally, many homeschool leaders are resistant to local, state
or federal governments interfering with their right to homeschool.
This resistance continues when they wish to band together in home-
school co-ops or support groups and find themselves facing taxes, IRS
rules and employment regulations.

In general, a homeschool leader usually deals with a government
agency on behalf of his or her group and not as an individual home-
school parent. In this book, I will be addressing the group's interaction
with the IRS and state governments, not an individual's dealing with
the government.

As a homeschool leader wishing to do things legally and correctly,
you may feel as though the government agencies are “harassing” you.
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Sometimes the regulations seem overly complex for a small organiza-
tion. That is frequently true, but do not misinterpret these rules and
regulations as restricting your freedom to homeschool. There are usu-
ally established to keep unscrupulous people from committing fraud
or self-dealing under the guise of a nonprofit organization. We all live
with excess regulations put into place because someone going before
us has been dishonest. Homeschool leaders are no different; they must
play by the rules of the game or they will be suspect of being dishonest
also.

Hi1STORICAL PERSPECTIVE ON CHARITIES AND TAXES

Many homeschool leaders view the IRS like most taxpayers: as the
big bad wolf coming to blow down their house and leave them penni-
less. But to a homeschool leader the IRS can be a friend and ally, and
not the enemy.

Since the early days of the Puritans and Quakers in America, the
United States has had a history of charitable organizations doing what
governments cannot or should not do including founding hospitals,
orphanages, schools, churches and libraries. Many charities were
founded on the religious principles of helping others. Some early
Americans feared that if the government provided charitable services,
it would give rise to a rebirth of the monarchy. So they promoted pri-
vate charities via the tax code. The Revenue Act of 1913 established the
income tax system with tax exemption for certain organizations. It
contained language allowing tax exemption for “charitable, religious
and educational purposes” taken from legislation dating back to 1894.
In 1927 tax deductions for charitable donations were allowed. *

The US tax code allows most nonprofit organizations to apply for
and be granted tax-exempt (i.e. tax free) status. That means that no
income taxes are paid on your profits and therefore can stay with your
group to be used in the future. For-profit businesses do not have this
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advantage. They pay income taxes of 15-35% (or more) of their profit.
Additionally, most states follow the federal tax exemption and do not
tax nonprofits on their surplus income. Some even grant sales and
property tax exemption to nonprofits in their state.

This tax exempt status is something for which to be grateful and to
participate in fully if your group is eligible. There is paperwork and a
one-time IRS filing fee, but once tax exempt status is granted, it is a
right and privilege to be appreciated, not avoided.

Several times I have had leaders tell me that they don't want to get
involved with the IRS. So, I explain that unfortunately that might not
be possible. Instead, I explain that the IRS tax exempt status should be
seen as an advantage to their organization and not something to be
avoided. It is not every society in the world that is so generous to its
charitable and nonprofit organizations. For instance, in Austria, char-
ities are mainly subject to tax, but are exempted from paying income
tax if the given purpose of the charity is related to public welfare.
Homeschool groups may not be tax exempt in Austria.? If Americans
do not exercise their rights, we are in danger of losing them.

DoOES TAX EXEMPT STATUS LIMIT HOMESCHOOL FREE-
DOMS?

Via my website, HomeschoolCPA.com, I am frequently asked ques-
tions such as this one from a homeschool leader:

Some of the people in our group that have had some experiences
with 501(c)(3) status said that the government has made them open
their group up to individuals that they would not normally allow in
their group because they are a government entity (like permitting
someone not in our faith to teach a class).

This leader has been misled. Receiving 501(c)(3) tax exempt status
from the IRS does not make a homeschool organization a government
entity; it simply means that the group is exempt from paying income
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tax on their profit and that donors can make tax-deductible contribu-
tions. It is a tax status.

Additionally, having tax exempt status does not mean that a group
must open up their membership. Some nonprofits as private organi-
zations are not subject to the anti-discrimination laws which might
apply to for-profit organizations. For example, the Boy Scouts of
America do not allow girls as Cub Scouts or Boy Scouts, and the courts
have held this does not violate anti-discrimination laws.

Americans still have religious freedom and freedom to assemble.
While there are anti-discrimination rules in the United States, we still
have the right to “discriminate” on the basis of religion. Homeschool
organizations are free to choose their members and teachers or ex-
clude members in order to maintain a common religious belief. Does
a Catholic school have to allow non-Catholics teach their classes? Of
course not.

The Boy Scouts won a very important Supreme Court case in 2000
allowing them to exclude homosexual men from being Boy Scout lead-
ers. The Supreme Court determined that the Boy Scouts had the free-
dom of association, which allows a private organization to exclude a
person from membership when “the presence of that person affects in
a significant way the group's ability to advocate public or private view-
points.”

In summary, do not fear the IRS, but instead be thankful we Amer-
icans can exercise our rights and freedoms to homeschool and to as-
semble together in a support group, homeschool co-op, music or
sports programs. In addition, many homeschool organizations may be
exempted from paying income tax on their profits. The remainder of
this book will discuss tax exemption for these organizations.



Chapter Two: What Doed ax
Exempt StatusMean?

NONPROFIT STATUS IS NOT THE SAME AS TAX EXEMPT

Many homeschool leaders are confused by the words “non profit”
and “tax exempt.” They are not the same thing. Nonprofit is a status
conferred by state law for organizations that are organized and oper-
ate as nonprofits. Tax exempt status is conferred by the Internal Rev-
enue Service to qualified nonprofit organizations granting them
freedom from federal income tax.

Think of it like being in love and getting married. Being a nonprofit
is like being in love. You have passion and act like it. But it’s not until
you are married that you gain tax benefits from the IRS. Similarly,
your nonprofit will not have tax advantages until it applies for tax ex-
empt status with the IRS. (Fortunately, the IRS offers several exemp-
tions to submitting paperwork for tax exempt status. More on that
later.).

Naturally, like many couples in love who get married, the vast ma-
jority of nonprofit organizations pursue tax exempt status. After all,

19
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they eligible for tax exemption and can use their financial surplus to
fund their mission and activities rather than pay taxes.

OPERATE AND ORGANIZE LIKE A NONPROFIT

Your organization is a nonprofit organization if you do two things:
operate like a nonprofit and organize like one. To operate like a non-
profit means that you have a mission other than making a profit. For
homeschool groups their mission is usually social (like support
groups) or educational (like co-ops, music groups or youth sports
teams).

To be organized like a nonprofit usually means you have a board,
not a single owner, and have some type of organizing document such
as bylaws, Articles of Association (for unincorporated associations) or
Articles of Incorporation (for nonprofit corporations). These docu-
ments usually spell out your mission, membership requirements and
board duties.

Many people incorrectly think that there is some paperwork to
“register” with their state to be a nonprofit organization, but this is not
usually the case. Paperwork is not filed with your state until (and if)
you decide to become a nonprofit corporation or if you do fundraising
and solicit donations from the public. Many states (usually the Attor-
ney General’s office) then require you to register and explain your
fundraising activities.

Sometimes homeschool leaders will tell me their homeschool group
is not a nonprofit, meaning they have never filed any paperwork with
their state or the IRS. I explain if they are not a nonprofit, then they
are a for profit business! “No; we’re not that either! We're run by a
board, not an owner,” they explain. So I advise them to call themselves
what they are: an unincorporated nonprofit association.
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DEFINITION OF TAX EXEMPT

Tax exempt status is recognized by the IRS to qualified organiza-
tions. There are over 20 types of tax exempt status including charities,
schools, hospitals, veterans organizations, trade and business leagues,
hobby clubs, and even cemeteries! The most popular by far is the tax
exempt status called “qualified charity” explained in Section 501(c)(3)
of the IRS Code. Approximately 80% of all tax exempt organizations
are 501(c)(3) “qualified charities.”

Tax exempt status for 501(c)(3) organizations is not automatically
granted just because your organization is a nonprofit; it must (usually)
be applied for with the IRS. There are a few specific instances where
501(c)(3) tax exempt status is granted without formally applying:

1. Churches and auxiliaries of churches.

2. Organizations with annual gross revenues less than $5,000 per
year.

These very small charities are granted all the benefits of 501(c )(3)
status without filing the official paperwork with the IRS, but they still
are required to file an annual information return with the IRS (Form
990, 900EZ or 990-N). Churches are not required to file an annual in-
formation return with the IRS.

Sowhat is 501(c)(3) status and can your homeschool group qualify?
From the Internal Revenue Service comes this definition of a 501(c)(3)
organization:

(3) Corporations, and any community chest, fund, or foundation, or-
ganized and operated exclusively for religious, charitable, scientific,
testing for public safety, literary, or educational purposes, or to fos-
ter national or international amateur sports competition (but only if
no part of its activities involve the provision of athletic facilities or
equipment), or for the prevention of cruelty to children or animals,
no part of the net earnings of which inures to the benefit of any pri-
vate shareholder or individual, no substantial part of the activities of
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which is carrying on propaganda, or otherwise attempting, to influ-
ence legislation (except as otherwise provided in subsection (h)), and
which does not participate in, or intervene in (including the publish-
ing or distributing of statements), any political campaign on behalf
of (or in opposition to) any candidate for public office.4 >

If that is too full of “legalese” for you, try this definition from Wik-
ipedia, the free on-line encyclopedia:

501(c)(3) is a section of the US tax code that defines a type of non-
profit organization that is dominant in the United States. The term
refers to:

* Section 501. Exemption from tax on corporations, certain trusts,
etc.

* Subsection (c) List of exempt organizations

* Sub-subsection (3) Corporations, and any community chest, fund,
or foundation, organized and operated exclusively for religious,
charitable, scientific, testing for public safety, literary, or educa-
tional purposes, or to foster national or international amateur sports
competition, or for the prevention of cruelty to children or animals.

Section 501(c)(3) is just one of the sections in the Internal Revenue
Code which grants tax exemption to nonprofit organizations, but it
is also the most common one. For this reason, nonprofit organiza-
tions in general are often referred to as "501(c)(3) organizations" or
similar.

501(c)(3) status is important to many charitable groups. Not only
does the group avoid paying taxes on income, but the donor may de-
duct their donations from their income for tax purposes. Some indi-
viduals and groups (and virtually all foundations) will not give to a
charity if it does not have 501(c)(3) status. Therefore, loss of this sta-
tus can be harmful to a charity's existence.®
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This is a pretty good definition. As you can see, there are many
types of organizations that can be called 501(c)(3) from a church to the
Humane Society.

Many homeschool organizations, especially co-ops, are formed
for educational purposes and are qualified for 501(c)(3) status.

WE'RE NOT 501(C)(3) AND DON'T WANT TO BE!

I was a little surprised when a homeschool leader emailed me to

say,

“We not a 501(c)(3) and don’t want to be! It would take so much work,
money, etc. to be a 501(c)(3)! Our group does not take donations.
Membership fees cover our cost of doing business.”

I think she failed to see 501(c)(3) status for its benefits. She saw only
the paperwork and, as we all know, paying taxes costs money and in-
volves paperwork too! She probably incorrectly assumed that her non-
profit organization didn’t owe any tax. I explained that if her
organization made a profit, it owes tax on that profit unless it is legally
tax exempt. Just because her homeschool group does not accept dona-
tions does not exempt them from the IRS and tax filing regulations.

Another homeschool support group leader told me that they “never
filed anything with the IRS because all the money we bring in goes
right back out every year.” This group was certainly operating like a
nonprofit with no profits, but being financially insolvent does not au-
tomatically make your organization tax exempt either.

Both these leaders had the right motive, but incorrectly assumed
there organizations were free from paying taxes or applying for tax
exempt status. The USA offers a wonderful opportunity for nonprofit
groups to keep all of their surplus and avoid paying taxes on it, but it
does mean filing a document (Form 1023 or 1024) with the IRS to be-
come a tax exempt organization.
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HOMESCHOOL SUPPORT GROUPS

While homeschool co-ops may be eligible to be tax exempt as
501(c)(3) educational organizations, many homeschool groups are
formed for support of the homeschooling family. Indeed, in the begin-
ning of the homeschool movement these support groups were the only
type of homeschool group. There were not enough homeschooled chil-
dren to form a co-op or a sports league, but parents still gathered for
support.

Homeschool support groups may qualify as tax exempt under a dif-
ferent section of the IRS code, 501(c)(7) for social and recreational
clubs. According to IRS guidelines, a social club exists for pleasure or
recreation and includes personal contact and fellowship. These crite-
ria might fit a homeschool support group. The members of most
homeschool support groups are limited to homeschool parents, they
meet for social reasons, and are supported by membership fees (and
maybe a little bit of fund raisers), but do not sell products or services
and do not collect tax deductible donations.

Most homeschool support groups can be considered
501(c)(7) Social Clubs.

Here are the criteria to be classified as a 501(c)(7) Social Club.

1. Purpose: pleasure, social or recreation. A nonprofit motive and
no part of the net earnings may inure to the benefit of any person hav-
ing a personal and private interest in the activities of the organization.
There must be an established membership of individuals, personal
contacts and fellowship. A commingling of the members must play a
major role in the life of the organization. Common examples include
college fraternities or sororities, country clubs, garden clubs, hobby
clubs, etc.

2. Limited membership: Membership is limited and consistent
with the character of the club.
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3. Supported by membership fees. In general, a social club should
be supported solely by membership fees, dues, and assessments. A
501(c)(7) organization can receive up to 35% of its gross receipts from
sources outside of its membership without losing its tax exempt sta-
tus. For example, up to 35% of your total revenues can come from fund
raising.

4. Business activities. If your club will engage in business, such as
selling products or services, it generally will be denied tax exempt sta-
tus. However, your organization can provide meals, refreshments, or
services related to its exempt purposes only to its own members or
their dependents or guests.

5. Tax treatment of donations. Donations to social and recreation
clubs are not deductible as charitable contributions on the donor's fed-
eral income tax return.

Most homeschool co-ops do not fit this description of a social club
because they sell services (classes) and have an educational purpose,
not a social or recreational purpose. They may qualify for 501(c)(3) tax
exempt status as an educational organization.

COMPARISON OF 501(C)(3) QUALIFIED CHARITY AND
501(c)(7) SocIAL CLUB

For homeschool leaders the difference in 501(c)(3) qualified charity
status and 501(c)(7) social club boils down to the organization's pur-
pose. A nonprofit organization must have an educational purpose (or
religious, charitable, scientific, literary purpose, or to foster national
or international amateur sports competition) to qualify for 501(c)(3)
status.

But there are other major differences as well. 501(c)(3) organiza-
tions may accept tax deductible donations, but donations to 501(c)(7)
social clubs are not tax deductible to the donor.
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Additionally, social clubs do not have to file an application with the
IRS to receive tax exempt status. Social clubs may “self-proclaim” their
tax exempt status. Here is how the IRS explains the requirement to file
for tax exempt status:

It is true the Tax Reform Act of 1969 requirement to “give notice,” (to
apply for recognition of tax-exempt status) applies only to organiza-
tions wanting section 501(c)(3) status.

So, although other types of organizations are not required to file
Form 1024, they may still wish to do so in order to receive a determi-
nation letter of IRS recognition of their status. Having the determi-
nation letter ensures public recognition of their status and may
enable exemption from some state taxes.

Also, even though an organization may “self-proclaim” its tax-ex-
empt status, it is still subject to the rules governing its particular sub-
section. It is also subject to IRS examination to determine whether
it meets the requirements for the exemption it is claiming. ’

As the IRS stated above, a 501(c)(7) social club does not have to file
the Form 1024 to be tax exempt. Most homeschool support groups
forgo filing the form and save pay the IRS filing fee of $400 too. But
the IRS still requires all nonprofit organizations to file an information
return, the Form 990, 990-EZ or 990-N every year. See Chapter Ten for
details.

If your organization wishes to obtain 501(c)(3) tax exempt status,
then you must file an application, IRS Form 1023, and pay the associ-
ated fee. Alternatively, if you fit the criteria of a social club, then your
organization can “self-proclaim” that you are tax exempt without fil-
ing the paperwork.

You may be confused about whether your homeschool organization
is a 501(c)(3) “qualified charity” or 501(c)(7) social club. This chart® ex-
plains the difference:
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Comparison of 501(c)(3) Qualified Charity and 501(c)(7) Social Club

501(c)(3) Qualified Charity

501(c)(7) Social Club

Purpose Religious, Educational, Pleasure, recreation, social activities
Charitable, Scientific, Literary
Examples churches, charities, private Fraternities, sororities, country clubs,

schools, homeschool co-ops
with an educational purpose

hobby clubs, homeschool support
groups

Requirements

No private inurement allowed.
Upon dissolution all assets must
be distributed to another
501(c)(3) organization.

Personal contact, fellowship and co-
mingling of members. No private
inurement allowed.

Activities

Can hold programs, sell senices
and products as part of their
exempt purpose.

Can provide meals or senices only to
members in connection with club
activities

Tax deductible
donations allowed

Yes

No

Tax exempt (no
taxes on profits)

Exempt from Federal income tax
unless the organization has
unrelated business income

Exempt from Federal income tax on
income derived from members; other
income taxed

Source of Income

Membership fees, fees for
senices, donations, fund
raisers, program fees

Primarily (65% or more) from
membership fees.

Membership

Open to public

Limited membership and consistent
with the purpose of the club.

IRS Application

Yes, if gross revenues over

No. The IRS does not require 501(c)(7)

Required? $5,000/year. File Form 1023 organizations to file an application.
They can fAself-pro
status.

Annual IRS Form 990N, Form 99EZ or Form {Form 990N, Form 99EZ or Form 990

Reporting 990

Legislative Insubstantial lobbying allowed No limit on legislative activity as long

Lobbying (less than 20% of total as it furthers the exempt purpose

permitted? expenses). No endorsement of a

candidate.
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WHAT IF WE ARE NOT A CHARITY?

Do not be confused by the IRS's use of the word “charity.” To them
it means more than helping the poor. It means promoting the com-
mon good through education, the arts, civil rights, public works and
other meaningful endeavors. Your group does not have to operate as a
charity, meaning free tuition or free books unless it desires to do so.
Most homeschool co-ops may offer low fees, but do not usually offer
free classes. They have an educational purpose, not a pure charitable
focus. Some homeschool groups might have a charitable emphasis and
several have established special funds to help financially strapped fam-
ilies, but their main purpose is still education, not charity.

CAN MY HOMESCHOOL BE TAX EXEMPT?

In this book, I am addressing tax exemption for homeschool organ-
izations and groups such as support groups, co-ops, clubs, music pro-
grams and sports teams. But what about an individual family? I am
frequently asked if a person or a homeschooling family can receive tax
exempt status, such as these two parents asked:

[ am interested in writing proposals for grants for my family’s home
school. As an individual home school, not as a home school support
group, I want to apply to receive small amounts of money for travel,
museum entry, art gallery entry, books, posters, etc. What do I have
to do to have our home school be exempt from federal taxation?

I wonder if I could set my own family’s homeschool up as a non-
profit. In my state, homeschools are considered a private school.

Homeschool organizations operating as nonprofit tax exempt or-
ganizations have many benefits including tax free income, discounts,
and sometimes pay no sales tax. Many fund raising organizations and
grants now require 501(c)(3) tax exempt status to participate. It is only
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natural for homeschoolers to think these benefits should apply to them
as individuals, since they apply to many homeschool groups.

A private individual or family cannot be a tax exempt organization.
The reason is that the IRS does not allow tax exempt organizations to
offer private benefits or what they call “inurement” (meaning to be-
come beneficial or advantageous) to individuals.

A nonprofit organization exists to serve a group, not an individual.
The IRS will not grant “recognized charity” tax exempt status to a
group that is formed solely to benefit the founder’s family. A tax ex-
empt organization must serve a public good. The IRS forbids inure-
ment in tax exempt organizations. Inurement occurs when an
organization allows the individuals in control to profit from the organ-
ization. Organizations can lose their tax exempt status for practicing
inurement.

From the IRS website comes this explanation:
Inurement/Private Benefit — Charitable Organizations

A section 501(c)(3) 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 individu-
als, or persons controlled directly or indirectly by such private inter-
ests. No part of the net earnings of a section 501(c)(3) organization
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. °

A individual homeschool is not eligible for the benefits of 501(c)(3)
tax exempt status, even if a state classifies a homeschool as a private
school.

SUMMARY

501(c)(3) status tax exempt status is available for organizations that
have a specific purpose that is religious, charitable, scientific, testing
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for public safety, literary, educational, to foster national or interna-
tional amateur sports competition, or for the prevention of cruelty to
children or animals. Most homeschool co-ops, sports or music pro-
grams that have an educational purpose could qualify for 501(c)(3) tax
exempt status.

Homeschool support groups with a social purpose may qualify for
tax exempt status as a 501(c)(7) social club. Individual homeschool
families cannot receive tax exempt status.

Most of this book will focus on 501(c)(3) tax exempt status for
homeschool organizations with an educational purpose. The 501(c)(3)
status is more common and has more IRS regulations. The next chap-
ter will discuss the benefits and costs of applying for 501(c)(3) tax ex-
empt status.



Chapter Three: Benefits and
Costs 0501(c)(3)
Tax Exempt Status

A nonprofit organization can exist in several forms from a simple
unincorporated, informal organization to a large, structured tax ex-
empt organization. To help your sort out the various terms, I have cre-
ated a diagram to explain the common nonprofit forms.

COMMON NON PROFIT FORMS

A pyramid can visually explain the common forms a nonprofit
homeschool organization can take. The bottom of the pyramid is the
least organized type of homeschool group. They are usually small
groups, without a formal board or bylaws. They may not even have a
checking account in the organization's name because they deal in
small amounts of cash.

31
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* 501(c)(3) Tax Exempt
Status

Large, board, bylaws, finan-
cial statements, Incorporated

Non-profit
Incorporation
filed with your Secretary of
State

Formal Unincorporated Organization:
Medium-sized, checking account, board, bylaws

Informal Unincorporated Organization: Small,
cash based, no formal board, no bylaws

As an organization grows, it may climb up the pyramid, to become
a more formal unincorporated organizations. The organization in-
creases in structure by adopting bylaws, forming a board, and opening
a checking account.

It is typical for homeschool groups to start at the unincorporated
level (at the base of the pyramid). They can exist at that level for as long
as they wish and only progress to another level as their program and
membership demands increase. It is more common for homeschool
co-ops to seek nonprofit incorporation and tax exempt status (the top
two levels of the pyramid). Support groups typically remain unincor-
porated organizations.

As discussed in Chapter Two, a homeschool group can have a social
or educational purpose. Some homeschool groups start as support
groups (and are recognized by the IRS as 501(c)(7) social clubs), and
may add classes or co-ops. Their structures and finances increase as
they add these educational programs. Their purpose shifts from purely
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social to more educational. At some point, they need to consider non-
profit incorporation in their state and applying for 501(c)(3) status
with the IRS.

BENEFITS OF 501(C)(3) STATUS

There are several benefits of 501(c)(3) status tax exempt status. By
far the most valuable benefit is the exemption from paying tax on your
group's financial surplus. Additionally, many organizations consider
the ability to provide a tax deduction to donors for their contributions
as a significant benefit. Other benefits include discounts, prestige and
participation in special programs.

TAX EXEMPTION

The IRS allows organizations that have applied for and received tax
exempt status to avoid paying income tax on their profit or surplus.
This is a tremendous benefit because it allows the organization to re-
invest their surplus into their mission rather than paying income tax.
Many states also allow exemption from state income tax as well as
other taxes such as property, sales and franchise taxes.

Word of caution: IRS tax exemption applies to federal income tax.
It does not apply to employer taxes (Social Security and Medicare
taxes). If you hire and pay employees, your organization must still file
and pay payroll taxes. See my ebook Paying Workers in a Homeschool Or-
ganization for details on paying workers. It is available at Home-
schoolCPA.com.

CONTRIBUTIONS

A significant benefit of 501(c)(3) status is not for the charity, but for
its donors. Contributions of cash or property to a qualified charity are
tax deductible. This is an important benefit and many organizations
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pursue the paperwork of 501(c)(3) status simply to receive more dona-
tions. If your homeschool group is not receiving donations (i.e., if you
are funded by solely by member fees), you may not consider this as a
significant advantage, but if you have individuals or businesses that
wish to make donations, but will not unless they are tax deductible,
you will need the IRS’s coveted 501(c)(3) “qualified charity” status.

Ifyou are seeking government or charitable foundation grants, you
will need 501(c) (3) status. Competition for grants is stiff and grants are
rarely awarded to organization without 501(c)(3) status.

DISCOUNTS

There are other benefits of 501(c)(3) status including special dis-
counts on postage and discounts on rent, insurance or equipment of-
fered by some businesses. Some states offer special status to
nonprofits such as sales tax exemptions on purchases made by the
nonprofit or property tax exemptions. Check with your state’s Depart-
ment of Revenue to see if 501(c) (3) status is required for these benefits.
Sometimes it is not required.

PRESTIGE

One intangible benefit of the 501(c)(3) status is prestige. When I see
a nonprofit organization state that they are a 501(c)(3) nonprofit or-
ganization, I know that they are serious in their mission, they expect
to be around awhile and they went to extra effort to be accountable. It
gives me assurance that they are trying to run a responsible organiza-
tion.

SPECIAL PROGRAMS

Some special programs, especially fund raising programs are only
open to 501(c)(3) organizations. Our local grocery “Rewards Program”
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requires that a group be a 501(c)(3) tax exempt organization to partic-
ipate. Just being a nonprofit corporation registered by the state as a
charitable organization is not enough and non-501(c)(3) organizations
cannot participate. One homeschool co-op in my area applied for
501(c)(3) status specifically to participate in a fund raiser. Box Tops for
Education now requires homeschool organizations to have 501(c)(3)
status to participate in their popular fund raiser.

Some communities have a discounted office supply store only open
to 501(c)(3) organizations. These stores offer furniture and paper, but
they only sell to 501(c)(3) organizations. Often large companies give
away software and computers, but only to 501(c)(3) organizations.

DISADVANTAGES OF 501(C)(3) STATUS

The disadvantages of 501(c)(3) tax exempt status include fees, pa-
perwork, government imposed limitations and annual reporting to
the IRS and your state.

CosT

The costs to apply for 501(c)(3) tax exempt status can add up. The
application fee to the IRS is $400 for organizations with gross annual
revenues under $10,000. The fee increases to $850 for organizations
with gross annual revenues over $10,000. These fees and thresholds
are subject to change.

In July 2014, the IRS introduced a new, shorter application for
501(c)(3) status, the Form 1023-EZ. Only small organizations with an-
nual gross revenues of less than $50,000 are eligible to use the Form
1023-EZ. The fee to file the form is $400. Learn more about the Form
1023-EZ in Chapter Nine.

In addition to the IRS filing fee, are the fees for state incorporation
which can vary widely. My home state of Ohio charges $150 for non-
profit incorporation, while our neighboring state, Indiana charges
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$30. Visit http://www.hurwitassociates.com for a listing of incorpora-

tion fees for your state.

Many organizations hire professional assistance from either a law-
yer or an accountant to help them with the IRS application (Form
1023). Fees can range from $500 to $1500 and up. I offer services for
preparing Form 1023 or reviewing a self-prepared application. Visit
http://HomeschoolCPA.com and click on the Products page for my

current fees and services.

PAPERWORK

The paperwork to apply for 501(c)(3) status can be daunting. The
IRS has two forms, the longer Form o123 or the shorter 1023-EZ. Or-
ganizations with annual gross revenues of $50,000 or less and assets
of $250,000 or less may be eligible to file the shorter, Form 1023-EZ.
The IRS has other qualifications that you can read about in the Eligi-
bility Checklist found in the instructions to the Form 1023-EZ at
http://IRS.gov .

The application form for the IRS (Form 1023) is 28 pages long! The
instructions for Form 1023 are another 38 pages long! Form 1023 asks
for these documents:

1 Bylaws

1 Articles of Incorporation or “organizing documents”
1 Policy manuals

1 Mission or purpose statements

1 Explanation of activities

1 History of your organization

1 List of board members names and addresses

1 Five years of financial statements

1 List of donors and amounts donated

The Form 1023-EZ does not request any of this information. It does
require an organization to attest that they have proper organizing doc-
uments, but does not request to see them. Some organizations may


http://www.hurwitassociates.com/
http://homeschoolcpa.com/
http://irs.gov/
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find they need to spend time assembling the paperwork before they
can begin the 501(c)(3) application process.

LIMITATIONS

One of the greatest detriments to 501(c)(3) tax exempt status are the
limitations the IRS imposes. Particularly limiting is the political in-
volvement of 501(c)(3) organizations. The IRS does not allow for
501(c)(3) organizations to collect tax deductible donations that could
then be funneled to a political candidate. For that reason, 501(c)(3) or-
ganizations are limited in their political activities. A 501(c)(3) organi-
zation can lobby for legislation, but cannot endorse a candidate for
local, state or federal office. Nonpartisan educational activities are al-
lowed. For homeschool groups this means you may write emails to in-
form your memberships about bills and referendums (i.e. legislation)
that may impact their homeschooling or parental rights. You may not
endorse or promote a candidate for office. Specifically not permitted
are:

1 Statements in support or in opposition to a candidate ei-
ther verbally or in writing
1 Candidate rating

=

Receiving donations for a candidate
1 Preferential treatment to a candidate (i.e., if you invite a
candidate to address your homeschool group, you must
give equal opportunity for the opponents to address your
group)

Many groups find these limitations quite easy to live with because
they are mainly active in educational lobbying and not political candi-
date endorsement. But, occasionally, a candidate runs for office that
is so homeschool-friendly that a group wants to support him or her. In
my town, we had a former homeschool mother run for school board. A
homeschool group invited her to a meeting and prayed for her
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strength and wisdom. Was that in violation of the IRS rules? No, be-
cause the homeschool support group was not a 501(c)(3) organization,
and therefore was free to promote this candidate. Some groups find
that they are uninterested in 501(c)(3) status because they wish to en-
dorse candidates and be active politically. One solution to these groups
is to split off their political activities into a separate group.

ANNUAL REPORTING

Another disadvantage of 501(c)(3) status is the annual reporting.
Your contact with the IRS is not over when you get your letter of
501(c)(3) status (called a determination letter). All 501(c)(3) organiza-
tions (except churches) must file an annual information return called
Form 990 (or 990-EZ or 990-N) with the IRS. This is not a tax return,
because tax exempt organizations are not generally required to pay in-
come tax'?, but it certainly looks like a tax return! The IRS asks detailed
questions about activities, finances, fund raising, donations and
board members.

Organizations with annual gross revenues under $50,000 can file
the much shorter Form 990-N. The Form 990-N has only seven ques-
tions and is filed online. There is no paper version. The Form 990-N
asks a few fairly simple questions such as name, Employer Identifica-
tion Number (EIN), a contact person's name, address and if your or-
ganization had gross revenues under $50,000. Learn more about the
Form 990, 990-EZ and 990-N in Chapter Ten.

Ifyou do need to file a Form 990, I reccommend you hire an account-
ant to assist you. The Form 990 is more complicated than many corpo-
rate tax returns. Find a professional that is knowledgeable about
nonprofit accounting. Many accountants focus on businesses and per-
sonal taxes, but not the specific laws for nonprofits. Through my ac-
counting practice, I offer Form 990 return preparation. I also will
review a 990 return you prepare. Visit my website http://Home-
schoolCPA.com for current services and prices.


http://homeschoolcpa.com/
http://homeschoolcpa.com/
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Your state may also have reporting requirements, although many
states accept the IRS Form 990. This avoids duplication of effort. Visit
http://www.hurwitassociates.com/ for a listing of reporting require-

ment for your state.

Do not let this list of disadvantages discourage you from pursuing
501(c)(3) status. I do not mean to scare you off, but to help you to know
the obstacles in the path. Most groups find these limitations or disad-
vantages easy to live with and decide the advantages far outweigh the
disadvantages. See also Chapter Ten “We’re Tax Exempt! Now What?”
for more information.


http://www.hurwitassociates.com/




Chapter Four: Alternatives to
501(c)(3)Tax Exempt Status

Does my homeschool support group really need to apply to 501(c)(3)
tax exempt status with the IRS? It seems like a lot of time and money.
We have a small budget and we don't accept tax deductible dona-
tions. Can't we just operate as we are?

Many homeschool leaders can identify with the leader's situation
above. This chapter will discuss the alternatives to applying for
501(c)(3) tax exempt status.

Many larger homeschool organizations, especially co-ops that have
an educational purpose, seek 501(c)(3) tax exempt status for its many
benefits:

« tax exemption from federal income tax

«  ability to accept tax deductible donations

« ability to participate in fund raisers only open to 501(c)(3)

charities

Seeking tax exempt status has many benefits, the foremost being
tax exemption, but 501(c)(3) tax exempt status is not automatically
granted. An organization must specifically request 501(c)(3) tax ex-
empt from the Internal Revenue Service (IRS).

41
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FiLE EARLY

Many small nonprofit organizations mistakenly believe that they
must apply for 501(c)(3) status when the reach a specific dollar amount,
but that is not necessarily the case. Your organization should request
tax exempt status when it has a financial surplus and wishes to avoid
paying taxes on that surplus or wish to receive tax deductible dona-
tions. Sometimes there are advantages to applying while your organi-
zation is still small and new, such as reduced filing fees to the IRS.

Failure to request tax exempt status, means your organization
could be liable for income tax on any surplus you have at the end of the
year.

The IRS expects nonprofit organizations to apply to 501(c)(3) status
within 15 months of their formation. Legal formation is usually dated
from the date an organization files for nonprofit incorporation in
their state. If an organization never incorporates, the date of for-
mation may be when they began activities or applied for an Employer
Identification Number (EIN) with the IRS. The IRS does allow an au-
tomatic extension of 12 months, making the deadline for application a
total of 27 months after formation.

If an organization files for tax exempt status after the 27 month pe-
riod, the IRS will date their exemption from the date of the application
(i.e. the date the IRS received the Form 1023 applying for 501(c)(3) sta-
tus). They will not back date tax exempt status to the date of formation
without an explanation of why the organization was delayed in apply-
ing.

Anonprofitorganization could be liable for income tax on any prof-
its earned in the years before tax exemption was requested. For that
reason, nonprofits should apply for tax exempt status within 27
months of formation, preferably earlier.
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SMALL NONPROFITS

The IRS allows very small nonprofit organizations the benefits of
501(c)(3) tax exemption without filing the Form 1023 if their annual
gross revenue is normally not more than $5,000. (See Instructions for
Form 1023, page 1 at http://www.irs.gov/pub/irs-pdf/i1023.pdf).

Aleader of a small homeschool organization desired written proof
of their tax exempt status for banking purposes, but had no desire to
go through the 501(c)(3) application process. Her organization’s an-
nual gross revenues were under $5,000, so she was not required to file
the Form 1023 or 1023-EZ. Instead, I contacted the IRS on her behalf
and they were mailed a letter stating the following:

“We have no record that your organization has been recognized as
exempt from federal income tax. ...an organization organized and
operated exclusively for 501(c)(3) purposes...does not have to file for
exemption unless its annual gross receipts are normally more than
$5,000.”

If you are a small homeschool nonprofit (gross revenues under
$5,000 a year), and desire a letter from the IRS explaining that you are
tax exempt, do what I did and call the IRS. The phone number for Ex-
empt Organizations is 1-877-829-5500. Request a letter explaining the
exemption for filing a Form 1023 for very small nonprofits.

If your homeschool organization brings in more than $5,000 a year,
it is time to apply for tax exempt status with the IRS (or time to start
paying tax on your surplus!). $5,000is a pretty small amount of money;
even a very small organization can have gross revenues of $5,000 a
year. Note that the measure is gross revenue, meaning all your reve-
nue, not just your profit.

So what should you do when your organization starts bringing in
more than $5,000 a year?


http://www.irs.gov/pub/irs-pdf/i1023.pdf
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LARGER NONPROFITS

If your organization has gross revenue of more than $5,000 annu-

ally, there are several options:

«  File form 1023 or 1023-EZ, if eligible, with the IRS and become
a 501(c)(3) tax exempt “qualified charity.”

«  Determine if another type of tax exempt status with the IRS,
such as 501(c)(7) a social club better describes your organiza-
tion.

«  Askachurch or another 501(c)(3) organization to take you un-
der their tax exempt umbrella as a ministry or in a fiscal spon-
sorship arrangement.

«  Reorganize your organization to stay small (i.e. keep your
gross income under $5,000 per year).

«  Payincome taxes.

These options are ranked in rough order of preference for ease in

obtaining each and the advantages to the organization.

FILE FOR 501(C)(3) QUALIFIED CHARITY STATUS

There are certainly advantages to becoming a 501(c)(3) tax exempt
organization, but they come at a cost. Read about the pros and cons of
501(c)(3) status in Chapter Three. The application process for 501(c)(3)
tax exempt status can be a big undertaking, but the benefits are sub-
stantial. Most organizations seek professional help in applying, since
it is an undertaking they will only pursue once in their organization's
lifetime.

Your organization does not need an attorney to apply for 501(c)(3)
status, but it may be helpful to talk to a lawyer if you are constructing
a complicated organizational structure such as one nonprofit corpo-
ration controlling another (for example, a nonprofit and its founda-
tion), or a for-profit and nonprofit being closely controlled by a
common group.
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The IRS application for 501(c)(3) status is a 28-page application (IRS
Form1023) and involves a good amount of financial reporting. You will
need to supply five years of financial history or two years of projected
budgets if your organization is brand new. A knowledgeable CPA can
be helpful in preparing these statements. Smaller organizations (an-
nual gross revenues under $50,000) may be eligible to file the shorter
Form 1023-EZ. See Chapter Nine “The Application Process” for some
helpful tips. This is the option most pursued by homeschool co-ops.

DETERMINE ELIGIBILITY FOR AN ALTERNATIVE TAX EX-
EMPT STATUS WITH THE IRS

Some nonprofit organizations may qualify to be a 501(c)(4) social
welfare organization or 501(c)(7) social club tax exempt organization
instead of a 501(c)(3) qualified charity. A 501(c)(4) is a social welfare or-
ganization that exists to promote the common good and general wel-
fare of the people in a community. Examples include unions, trade
organizations, the American Association of Retired Persons (AARP)
and the National Association for the Advancement of Colored People
(NAACP). A 501(c)(7) is a social club with limited membership whose
main purpose is to gather face-to-face for fellowship and pleasure. Ex-
amples include college fraternities or sororities, country clubs and pri-
vate pool and tennis clubs. Homeschool support groups may fit under
the 501(c)(7) definition of a social club. See Chapter Two for a full ex-
planation of 501(c)(7) social club status.

Social welfare organizations and social clubs are tax-exempt like
501(c)(3) organizations, but donations are not tax deductible. This
could be a major drawback if your organization is planning or hoping
to receive donations. Also, some fund raising programs may be limited
to 501(c)(3) qualified charities, so 501(c)(4) social welfare organizations
or 501(c)(7) social clubs would not be allowed to participate.
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501(c)(4)s are allowed greater freedom in political lobbying and en-
dorsements than 501(c)(3) organizations. For example, the Ohio Soci-
ety of CPAs, a 501(c)(4) trade organization, endorses candidates for
state auditor and treasurer.

Homeschool organizations should carefully research the difference
between 501(c)(3) qualified charity and 501(c)(4) social welfare and
501(c)(7) social club status. Consult an experienced CPA or nonprofit
attorney before making your decision. I am available to assist home-
school groups in making the decision by private phone consultation.
Feel free to reach me by email at HomeschoolCPA.com if you wish to
schedule a phone consultation.

Read more about 501(c) organizations at the IRS webpage at
http://www.irs.gov/charities/nonprofits/index.html and click Re-

quirements for Exemption.

MINISTRY OF A CHURCH OR FISCAL SPONSORSHIP

There are many advantages to having a church willing to take your
homeschool group in as one of its ministries. You can usually benefit
from the church’s tax exempt status


http://www.irs.gov/charities/nonprofits/index.html














































































































































































































































