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ABSTRACT

Each year, the Internal Revenue Service (“IRS”) awards 501(c)(3), tax-
exempt status to thousands of organizations that do not meet the statutory
requirements for charities. This is because the IRS, facing increasingly severe
budget cuts, adopted a woefully inadequate application process that fails to
identify even the most obvious of unworthy applicants. To illustrate this prob-
lem, this Article reviews the formation documents of 500 charities that received
501(c)(3) status in 2018 using this new application process. The results of this
study are dramatic as they are upsetting: In Florida, only 41.11% of the chari-
ties in the study met the statutory requirements necessary for 501(c)(3) status.
In Ohio, that number is 33.33%, meaning that two-thirds of the organizations
using the new application process were incorrectly awarded 501 (c)(3) status.
The worst performing state in the study, Idaho, boasted only 22.08% of orga-
nizations meeting the statutory test.

As unworthy charities proliferate, the public may lose faith in the entire
charitable regime. As trust dissipates, donations are likely to follow, and the
charitable sector may lose a vital revenue stream. It is not an exaggeration to
say that this potential loss of donations represents an existential threat to the
entire charitable sector.

With a change in budgetary priorities unlikely in the foreseeable future, it
is unwise to wait for the IRS to curb this threat. Rather, it is prudent to identify
another way to increase regulatory compliance in the charitable sector. This
Article proposes a cost-efficient mechanism for states to fill the regulatory void
left by the IRS. To identify this mechanism, this study identified two states with
procedures that resulted in high levels of regulatory compliance: Maryland
and North Carolina. Approximately 94% of the organizations formed in Ma-
ryland met statutory requirements, while that number was 80.68% in North
Carolina. By replicating the procedures in Maryland and North Carolina,
other states will not only ensure higher levels of regulatory compliance, but
also may help restore the public’s trust in the charitable sector.
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INTRODUCTION

Why do we give to charities?' One is tempted to point to our tax
code’s financial incentive to give,? but this cannot be the only reason

1 See Eric Franklin Amarante, The Perils of Philanthrocapitalism, 78 Mb. L. Rev. 1, 11
(2018) (noting that Americans donate more to charity than almost any other nation). Through-
out this Article, “charity” and “charitable status” will refer to public charities described in
§ 501(c)(3) of the Internal Revenue Code of 1986, as amended.

2 Donations to 501(c)(3) organizations are tax deductible. See I.R.C. § 170(b)(1)(A)(vii).
The amount of the deduction is limited to a percentage of the donor’s adjusted gross income and
dependent on whether the tax-exempt entity is a public charity or a private foundation. See id.
§ 170(b).
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because many people give to charity without taking advantage of any
tax benefits.? Scholars have offered numerous additional justifications
for our generosity, including the “desire to win prestige, respect, [or]
friendship,”* “social pressure, guilt, [or] sympathy,”> and the “desire
to avoid the scorn of others.”® These justifications have an intuitive
appeal, but I suspect that they miss the point of charitable giving. Ask
most donors, and they are likely to tell you they are not driven by tax
considerations, status, or social pressures. Rather, they give because
they are motivated by the intrinsic pleasure associated with a particu-
lar form of prosocial behavior.” Or to say it plainly, people donate
because it feels good. Economists call this the “warm glow” effect of
charitable giving, an effect so powerful that it might be the primary
motivation people give to charity.?

But the warm glow is under threat. If we cannot trust charities to
use our donations for good deeds—if, for example, a charity used do-
nations to throw lavish private parties or line the pockets of the foun-
ders—the warm glow would certainly dissipate. More than any other
type of organization, charities rely upon the confidence and trust of
the general public for their continued existence, and to the extent the
general public loses faith in the charitable sector, donations of time
and money are unlikely to continue. In other words, if the general
public has reason to doubt that charities are, for lack of a better word,
charitable, then the entire sector faces an existential threat.

Unfortunately, this existential threat is not entirely hypothetical.
Due to severe underfunding,'® the Internal Revenue Service (“IRS”)

3 See Tax PoL’y Ctr., THE Tax PoLicy CENTER BRIEFING Book 159 (Frank Sammar-
tino et al. eds, 2020), https://www.taxpolicycenter.org/sites/default/files/briefing-book/
tpc_briefing_book_2021.pdf [https://perma.cc/ASM8-LZ9U] (“In recent years about 30 percent
of taxpayers, mostly high income, have chosen to itemize, but increases in the standard deduc-
tion and limits to itemized deductions starting in 2018 will greatly reduce the number of
itemizers.”).

4 MaNcUR OLsoN, THE Locic oF CoLLECTIVE AcTION 60 (1965).

5 James Andreoni, Impure Altruism and Donations to Public Goods: A Theory of Warm-
Glow Giving, 100 Econ. J. 464, 464 (1990).

6 Gary S. Becker, A Theory of Social Interactions, 82 J. PoL. Econ. 1063, 1083 (1974).

7 See Ozgiir Evren & Stefania Minardi, Warm-Glow Giving and Freedom to be Selfish,
127 Econ. J. 1381, 1381 (2017).

8 See Usha Rodrigues, Response, The Power of Warm Glow, 88 TEx. L. REv. SEE ALso
149, 151 (2010) (defining “warm glow” as “a specific kind of utility that comes from giving”).

9 See id. at 153 (“Even in a tax-neutral world, at least some nonprofits would continue to
flourish because they offer a special kind of warm glow . . ..”).

10 See Paul Kiel & Jesse Eisinger, How the IRS Was Gutted, PRoPuBLica (Dec. 11, 2018,
5:00 AM), https://www.propublica.org/article/how-the-irs-was-gutted [https://perma.cc/QTA2-
6385].
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is no longer able to either assess the worthiness of aspiring tax-exempt
charities or monitor the activities of existing charities.! This failure is
most evident in the IRS’s decision'? to implement a streamlined appli-
cation for tax-exempt status (“Streamlined Application”).!* Designed
to address an embarrassingly large backlog of tax-exempt applica-
tions,'* the Streamlined Application elicits so little information'> that
at least one commentator credibly quipped that “it takes more to get a
library card than it takes to get this new exempt status.”'®

An insufficient application process might be acceptable if the IRS
properly monitored charities, but the tool to monitor most charities is
similarly insufficient.!” Ultimately, our country has a meaningless tax-
exempt application process and a toothless monitoring regime, a com-
bination resulting in thousands of unworthy entities enjoying charita-

11 See generally IRS, U.S. DEP'T oF TREASURY, PuUB. 557, TAX-EXEMPT STATUS FOR
Your OrRGANIZATION (2021), www.irs.gov/pub/irs-pdf/p557.pdf [https://perma.cc/FTP6-6AW?2].
Interestingly, it is not clear that role was ever considered by Congress. See Lloyd Hitoshi Mayer
& Brendan M. Wilson, Regulating Charities in the Twenty-First Century: An Institutional Choice
Analysis, 85 Cui-Kent L. Rev. 479, 498 (2010) (“[I]Jt is generally recognized that
Congress . . . did not intend for the IRS to become a national regulator of the charitable
sector.”).

12 See IRS News Release IR-2014-77 (July 1, 2014), https://www.irs.gov/newsroom/new-
1023-ez-form-makes-applying-for-501c3-tax-exempt-status-easier-most-charities-qualify [https://
perma.cc/GK3W-Q946).

13 IRS, U.S. DepP’T oF TREASURY, OMB No. 1545-0056, Form 1023-EZ: STREAMLINED
APPLICATION FOR RECOGNITION OF ExEMPTION UNDER SECTION 501(C)(3) OF THE INTERNAL
Revenue Cope (2014), https://www.irs.gov/pub/irs-pdf/f1023ez.pdf [https://perma.cc/A2GN-
DVDF].

14 1 TAXPAYER ADvoc. SERV., IRS, NATIONAL TAXPAYER ADVOCATE: ANNUAL REPORT
10 CONGRESs 39 (2015), https:/www.taxpayeradvocate.irs.gov/wp-content/uploads/2020/08/
ARCI15_Volumel.pdf [https://perma.cc/47X6-Q76G] (“By 2012, the volume of [the IRS’s] open
inventory was 36,034 cases, applications requiring little or no development were taking four
months to close, and applications requiring assignment to a reviewer were taking nine months
just to be assigned.”).

15 See id. at 36; Robert O’Harrow Jr., Fallout from Allegations of Tea Party Targeting
Hamper IRS Oversight of Nonprofits, WasH. Post (Dec. 17, 2017), https:/
www.washingtonpost.com/investigations/fallout-from-allegations-of-tea-party-targeting-hamper-
irs-oversight-of-nonprofits/2017/12/17/6403c1c0-c59e-11e7-a441-3a768c8586f1_story.html [https://
perma.cc/79VY-EPVZ] (noting that the Streamlined Application, in conjunction with other reg-
ulatory failures, results in “a disturbing lack of information” about the tax-exempt entities and
“undermin[es] ‘the public’s and the IRS’s ability to effectively monitor this segment of the ex-
empt organization population.’” (quoting Taxpayer Advoc. Serv., IRS)).

16 Patricia Cohen, I.R.S. Shortcut to Tax-Exempt Status Is Under Fire, N.Y. TiMES (Apr. 8,
2015), https://www.nytimes.com/2015/04/09/business/irs-shortcut-to-tax-exempt-status-is-under-
fire.html [https://perma.cc/8KZ6-3XFQ] (quoting Tim Delaney, President & Chief Exec., Nat’l
Council of Nonprofits).

17 See generally Eric Franklin Amarante, Unregulated Charity, 94 WasH. L. Rev. 1503
(2019) (discussing the IRS’s current monitoring of charities and the negative consequences asso-
ciated with poor regulation).
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ble status.!® If this widespread noncompliance continues unabated, it
will decimate the public’s confidence in the entire charitable sector.!

Rather than place faith in the false hope of one day having an
appropriately funded IRS, this Article turns to other potential solu-
tions. More specifically, this Article highlights simple and cost-effec-
tive steps that individual states might implement to address the IRS’s
chronic failure to regulate charities. To identify these steps, I reviewed
the formation documents of successful Streamlined Application filers
in 2018 in the following five states: Florida, Idaho, Maryland, North
Carolina, and Ohio. This study confirms the greatest fears of scholars
and commentators®' who predicted that the Streamlined Application
would result in widespread noncompliance.?? I ultimately conclude
that if the IRS were to have engaged in even the most cursory review
of the applicant’s organizational documents, it would have easily iden-
tified thousands of entities unworthy of tax-exempt status.>*> But be-
yond merely highlighting the problem, this study provides some
lessons for states interested in stepping into the regulatory vacuum
left by the IRS.?* By studying the formation practices of states that

18 See id. at 1506.

19 Id. at 1507.

20 See generally Manoj Viswanathan, Essay, Form 1023-EZ and the Streamlined Process
for the Federal Income Tax Exemption: Is the IRS Slashing Red Tape or Opening Pandora’s
Box?, 163 U. Pa. L. REv. OnNLINE 89 (2014), https://scholarship.law.upenn.edu/cgi/viewcontent.
cgi?article=1134&context=Penn_law_review_online [https://perma.cc/3BC8-AY9G] (discussing
the IRS’s adoption of the streamlined application for federal income tax exemption and the fear
that such an easy application process produces counterintuitive results, including noncompli-
ance); George K. Yin, The IRS’s Misuse of Scarce EO Compliance Resources, Tax NoTEs, Jan.
12, 2015, at 267, 268.

21 See 1 TaxpAYER ADvoc. SERv., IRS, supra note 14, at 36-44; Nat’l Council of Non-
profits, Comment Letter on Discussion Draft: The Taxpayer First Act 4 (Apr. 6, 2018) (“By any
measure, the problems with the express-lane approach to tax exemption continue and, indeed,
are increasing. . . . And the IRS’ primary obligation of preventing ineligible organizations and
perhaps bad actors from receiving and exploiting tax-exempt status for personal gain is being
shirked with every application processed. [The Streamlined Application] should be withdrawn
immediately.”).

22 See Amarante, supra note 17.

23 2 TAXPAYER ADvoc. SERv., IRS, StTunpy oF TAXPAYERS THAT OBTAINED RECOGNI-
TION As IRC § 501(c)(3) ORGANIZATIONS ON THE Basis oF Form 1023-EZ 14 (2015), https:/
www.taxpayeradvocate.irs.gov/wp-content/uploads/2020/08/ ARC15_Volume2_1-1023-EZ.pdf
[https://perma.cc/EEM9-FZP3]. In a similar study, the National Taxpayer Advocate noted,

It took the reviewers about three minutes on average to review an organization’s
articles and determine whether there were acceptable purpose and dissolution
clauses. The longest it took to search for and review articles was 15 minutes (in four
cases). In over 90 percent of the cases, it took five minutes or less.
Id. (footnote omitted).
24 See infra Part I11.
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produce Streamlined Application filers with high levels of regulatory
compliance, this study identifies a number of low- or no-cost changes
on the state level that address the IRS’s failure to properly vet the
formation documents of tax-exempt applications.?

Part I of this Article discusses the IRS’s failure to regulate the
charitable sector. This Part begins by explaining the first step many
organizations undertake in their journey toward tax-exempt status:
forming a nonprofit corporation at the state level.?¢ This Part then dis-
cusses the IRS’s “Organizational Test,” which requires certain provi-
sions to be included in an applicant’s formation documents before tax-
exempt status is appropriate. Part I concludes with a discussion of the
tax-exempt application process and how the Streamlined Applica-
tion’s poor design has resulted in widespread noncompliance. Part II
discusses the harms of the Streamlined Application’s failure, including
the damage to the charitable sector’s reputation and the vulnerability
of Streamlined Application filers. Part III sets forth the results of the
study, including a description of the study’s methodology and a discus-
sion of each state’s success rate in fulfilling the Organizational Test.
Part IV analyzes the results of the study to determine state-specific
lessons and what more poorly performing states might do to increase
their compliance rate.

I. Our FAILURE TO REGULATE CHARITIES

Perhaps we should start with a simple question: why do we ex-
empt some organizations from paying taxes? Somewhat surprisingly,
the answer is not settled.?” Legal scholars have only recently begun to
formulate with justifications for the tax exemption of certain entities,
producing a robust and spirited debate.?® But unfortunately, each the-

25 Id.

26 See Alicia Alvarez & Paul R. Tremblay, INTRODUCTION TO TRANSACTIONAL LAWYER-
ING PracTICE 363 (2013) (“In our experience, most organizations that opt to seek tax-exempt
status from the IRS will want to start as a [nonprofit] corporation . . . .”). Incidentally, Alvarez
and Tremblay’s conclusion that most entities opt to form a nonprofit corporation is borne out by
the study data, as the vast majority of entities that filed a Streamlined Application formed a
nonprofit corporation.

27 See, e.g., Mark A. Hall & John D. Colombo, The Donative Theory of the Charitable Tax
Exemption, 52 Ounio St. L.J. 1379, 1381 (1991) (“It is extraordinary that no generally accepted
rationale exists for the multi-billion dollar exemption from income and property taxes that is
universally conferred on ‘charitable’ institutions.”).

28 There are also other theories justifying tax exemption. See Henry Hansmann, The Ratio-
nale for Exempting Nonprofit Organizations from Corporate Income Taxation, 91 YALE L.J. 54,
67-68 (1981) (market failures); Nina J. Crimm, An Explanation of the Federal Income Tax Ex-
emption for Charitable Organizations: A Theory of Risk Compensation, 50 FLa. L. Rev. 419, 420
(1998) (amount of risk assumed by nonprofit organizations); Rob Atkinson, Altruism in Non-
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ory fails to provide a universally accepted justification for the tax ex-
emption of charities.?® This failure might not be surprising if one
considers the absurd complexity of charity law, born from a persistent
carelessness that has characterized the American tax-exempt regime
since its inception.*® The charitable regime reflects blindly adopted
law from as early as the 14th century®' and a panoply of unprincipled
congressional acts.? Collectively, this has led to the facially absurd
notion that the same vague statute purports to govern the tax exemp-
tion of entities as disparate as churches, amateur bowling leagues, hos-
pitals, soup kitchens, and universities.

Complicating matters, the process for obtaining tax-exempt status
has evolved in a manner driven more by administrative necessity than
any coherent theoretical foundation.?* But before delving into the ap-
plication process in detail, it is important to discuss what most aspiring
charities must do prior to applying for a tax exemption: file as a legal
entity with a state.?*

profit Organizations, 31 B.C. L. Rev. 501, 501-639 (1990) (governmental interest in promoting
altruism); Hall & Colombo, supra note 27 (level of donations a charity receives); Mark A. Hall
& John D. Colombo, The Charitable Status of Nonprofit Hospitals: Toward a Donative Theory of
Tax Exemption, 66 WasH L. Rev. 307, 307-411 (1991) (same).

29 See Crimm, supra note 28, at 424 (“[I]t may appear remarkable that there is no univer-
sally-accepted theory to explain the fundamental reason underlying the deliberate and continued
conferral of [the tax] exemption on all qualifying charitable organizations.”); see also Rob Atkin-
son, Theories of the Federal Income Tax Exemption for Charities: Thesis, Antithesis, and Synthe-
ses, 27 STETsoN L. Rev. 395, 401-02 (1997). Professor Atkinson suggests that

If . . . we want a theory that takes account of the ‘charity’ of charities . . . we are
bound to be disappointed. At best, we will find a proxy for what we are inclined to
believe is the real criterion. Alternatively, if we admit charity to be a complex phe-
nomenon, we avoid the fallacy of the one true way, but only at the price of a seri-
ously complicated legal definition. . . . [W]e can be sure from the outset that a legal
definition of charity will not be entirely satisfactory, in large part because some of
the things we want in an exemption theory are at odds with others.
1d.

30 See Crimm, supra note 28, at 424.

31 Id. at 425 (“The seeds of the tax exemption notion for American ‘charitable’ organiza-
tions can be traced to fourteenth century England.”).

32 See, e.g., Robert M. Penna, The Johnson Amendment: Fact-Checking the Narrative,
Stan. Soc. InNovation REv. (Aug. 24, 2018), https://ssir.org/articles/entry/
the_johnson_amendment_fact_checking_the_narrative [https:/perma.cc/ASR5-KR4R] (discuss-
ing the origins of the Johnson Amendment).

33 See Amarante, supra note 17, at 1506.

34 See Alvarez & Tremblay, supra note 26, at 366.
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A. The First Step: Formation

Although an entity does not have to be a nonprofit corporation in
order to obtain tax-exempt status,*> most charities are formed as non-
profit corporations.’® State law dictates the rules for formation and
governance of nonprofit corporations, but all states require incorpora-
tors to file a document to form a nonprofit corporation.’’” Depending
on the state, this document might be known as either the charter,? the
certificate of incorporation,* or articles of incorporation.*® Given that
state law dictates nonprofit corporation formation, there are as many
as fifty different variations in the formation process. Luckily, the pro-
cess is relatively simple*' and there are enough similarities across the
states that one can safely assume that the formation process will in-
volve filing a document containing something along the lines of the
following information: the name of the organization, the organiza-
tion’s mission statement, the name and address of the organization’s
incorporator and registered agent, and whether the organization will
have members.*> Some states also require a fiscal year end date and
the names and addresses of the initial officers and board of directors.*
More often than not, this is the only information an incorporator will
need to form a nonprofit corporation within a state.* If the founders
of the nonprofit corporation, however, desire to obtain tax-exempt
status, the charter must also include specific language required by the

35 LR.C. § 501(c)(3) refers to “[c]orporations, and any community chest, fund, or founda-
tion” as the entities that may apply for tax-exempt status. /d. at 363 n.54 (quoting L.R.C.
§ 501(c)(3)). But see IRS, U.S. DEP'T oF TREASURY, INSTRUCTIONS FOR Form 1023-EZ:
STREAMLINED APPLICATION FOR RECOGNITION OF ExEmMPTION UNDER SEcCTION 501(C)(3) OF
THE INTERNAL REVENUE CoDE 4 (2018), https://www.irs.gov/pub/irs-pdf/i1023ez.pdf [https:/
perma.cc/Z7N4-GTX3] (“Only certain corporations, unincorporated associations, and trusts are
eligible for tax-exempt status under section 501(c)(3). Sole proprietorships, partnerships, and
loosely affiliated groups of individuals are not eligible.”).

36 See Alvarez & Tremblay, supra note 26, at 358.

37 See IRS, U.S. DeP’T OF TREASURY, supra note 35, at 4 (“A corporation must be incor-
porated under the non-profit or non-stock laws of the jurisdiction in which it incorporates.”); see
also Alvarez & Tremblay, supra note 26, at 365 (“State law will control the type of entity used or
created (corporation, trust or unincorporated association) and the requirements of that entity.”).

38 See, e.g., TENN. COoDE ANN. § 48-52-102 (2021).

39 See, e.g., N.Y. Not-FOR-PROFIT CorP. Law § 402 (McKinney 2014).

40 See, e.g., CaL. Corp. CobE § 5130 (West 2020). For this Article, the formation docu-
ment will be referred to as the charter.

41 Alvarez & Tremblay, supra note 26, at 366 (“Th[e] process is fairly simple, perhaps
simpler than it should be, because filing the articles of incorporation may not necessarily require
that someone have considered all the provisions of the state’s nonprofit corporation act.”).

42 See, e.g., TENN. CODE ANN. § 48-52-102.

43 See Alvarez & Tremblay, supra note 26, at 366.

44 See infra Section IIL.B.
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IRS.# These required provisions, sometimes referred to as “magic”
language, ensure that the nonprofit corporation’s formation docu-
ments limit the charity’s ability to enrich individuals; prohibit the dis-
tribution of propaganda or intervention in campaign activity; and
permanently dedicate its assets, even upon dissolution, to a charitable
purpose.“® This language is collectively known as the “Organizational
Test.”+

The Organizational Test is one of the core requirements an entity
must meet in order to obtain tax-exempt status.*® Though some com-
mentators refer to the Organizational Test as little more than a for-
mality,* others note that it contains, “in essence, the federal tax
definition of a charity.”>® Regardless of how it is viewed, the Organi-
zational Test is the standard by which aspiring charities will be mea-
sured, and it remains an important way for the IRS to help charities
ensure future compliance with charity law.

1. The Nondistribution Constraint

Before delving into the Organizational Test in detail, there is some
value in spending some time on the test’s underlying goals. To that
end, it is important to note that the term “nonprofit,” when referring

45 See Organizational Test—Internal Revenue Code Section 501(c)(3), IRS (Sept. 1, 2021)
[hereinafter Organizational Test], https://www.irs.gov/charities-non-profits/charitable-organiza-
tions/organizational-test-internal-revenue-code-section-501c3 [http://perma.cc/66FN-VAT3].

46 Alvarez & Tremblay, supra note 26, at 36667 (describing the “magic” language as en-
suring “that no part of the net earnings of the organization will inure to the benefit of a private
shareholder or individual, no substantial part of the activities will be carrying on propaganda or
otherwise attempting to influence legislation and that the organization will not participate or
intervene in any political campaign on behalf of or in opposition to any candidate for public
office”).

47 See Organizational Test, supra note 45; see also Terri Lynn Helge, Rejecting Charity:
Why the IRS Denies Tax Exemption to 501(C)(3) Applicants, 14 Prrt. Tax Rev. 1, 5 (2016)
(“This statutory definition results in a five-part test that an applicant must meet to qualify as an
exempt charitable organization: (i) the organizational test; (ii) the operational test; (iii) the pro-
hibition on private inurement; (iv) the prohibition on political campaign intervention; and
(v) the limitation on lobbying activity. If an organization fails to meet any part of this five-part
test, the organization may be denied exemption as a charitable organization.”).

48 See Organizational Test, supra note 45 (“The organizing documents must limit the or-
ganization’s purposes to exempt purposes in section 501(c)(3) and must not expressly empower
it to engage, other than as an insubstantial part of its activities, in activities that are not in fur-
therance of one or more of those purposes.”).

49 David M. Flynn & Noel A. Fleming, Private Foundation or Public Charity? Type 111
Supporting Organizations After the PPA, 108 J. Tax’~n 365, 366 (2008).

50 Marion R. Fremont-Smith, The Legal Meaning of Charity 2 (Apr. 2013) (unpublished
report), https://www.urban.org/sites/default/files/the-legal-meaning-of-charity.pdf [https://
perma.cc/JVQ7-8EZU].
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to charities, is a bit of a misnomer.5! There is, in fact, no restriction on
charities making a profit.>> Indeed, if a charity consistently failed to
realize profits, it would likely result in a failure. Profits are how chari-
ties pay for their charitable works; profits allow Goodwill Industries to
pay rent to keep its stores open,> the American Lung Association to
conduct research on lung disease,’ and Habitat for Humanity to
purchase building materials.>s

Thankfully, the tax-exempt legal regime does not prohibit chari-
ties from making a profit.>¢ Rather, the provisions required by the Or-
ganizational Test restrict how charities may spend those profits. In a
nutshell (and in perhaps a gross overgeneralization), the provisions
required by the Organizational Test require charities to spend assets
in a charitable manner and prohibit charities from simply distributing
profits to individuals.’” This restriction is known as the
“[N]ondistribution [Clonstraint” and is considered the defining char-
acteristic of all charities.”®® Divined from the statutory provision that
prohibits private inurement,’ the Nondistribution Constraint requires
that a nonprofit’s “[n]et earnings, if any, must be retained and devoted
in their entirety to financing further production of the services that the
organization was formed to provide.”® In this manner, one might ar-
gue that the Nondistribution Constraint promotes charitable activity
and limits noncharitable activity.®® Under the reign of the Nondis-
tribution Constraint, no matter how much an organization may have

51 See Bruce R. Hopkins, STARTING AND MANAGING A NONPROFIT ORGANIZATION 7 (7th
ed. 2017) (“The English language does not serve us well in this context, in that the term non-
profit organization is often misunderstood. This term does not refer to an organization that is
prohibited by law from earning a profit (that is, an excess of gross earnings over expenses);
nonprofit does not mean no profit.” (emphasis omitted)).

52 See Henry B. Hansmann, The Role of Nonprofit Enterprise, 89 YaLe L.J. 835, 838
(1980) (“[A] nonprofit organization is not barred from earning a profit. Many nonprofits in fact
consistently show an annual accounting surplus.”).

53 See About Us, GoopwiLL, https://www.goodwill.org/about-us/ [https://perma.cc/DQL6-
S4YE].

54 See About Us, AM. LUNG Ass’N, https://www.lung.org/about-us [https://perma.cc/3HVE-
R28K].

55 See HaBrraT FOR Human., https://habitat.org [https://perma.cc/J34B-U82A].

56 See Hansmann, supra note 52, at 838.

57 See id.

58 Id.

59 Treas. Reg. § 1.501(c)(3)-1(c)(2) (2020) (“An organization is not operated exclusively
for one or more exempt purposes if its net earnings inure in whole or in part to the benefit of
private shareholders or individuals.”).

60 Hansmann, supra note 52, at 838.

61 See Alvarez & Tremblay, supra note 26 (“One might argue that the non-distribution
constraint provides some assurance that the subsidy to the nonprofit organization will ultimately
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in reserves, it may not distribute funds to individuals. As such, the
Nondistribution Constraint limits the ability of individuals involved
with the organization to enrich themselves at the expense of the or-
ganization’s charitable purpose.5?

The contours of the Nondistribution Constraint are established
and defined by the provisions that make up the Organizational Test.
These provisions are discussed in detail in the following Sections, but,
in short, the Organizational Test might be most easily understood as
serving two distinct purposes: first, limiting the activities of the organi-
zation to charitable purposes; and second, ensuring that all organiza-
tional assets are permanently dedicated to charity.

2. The Limitation of Activities Clause

The first purpose of the Organizational Test is limiting the activi-
ties of charities to those that are in furtherance of a charitable pur-
pose.s3 In the words of the regulation, “[i]n order to be exempt as an
organization described in section 501(c)(3), an organization must
be . . . organized . . . exclusively for one or more [charitable] pur-
poses.”® The regulation has been interpreted to conceive of this limi-
tation in two ways: first, the organization’s charter must “[l]imit the
purposes of such organization to one or more exempt purposes,” and,
second, the charter must “not expressly empower the organization to
engage, otherwise than as an insubstantial part of its activities, in ac-
tivities which in themselves are not in furtherance of one or more ex-
empt purposes” (collectively, “Limitation of Activities Clause”).®
Importantly for this Article, the IRS expressly requires a Limitation of
Activities Clause in the charity’s charter.®® Neither statements of of-
ficers evidencing intent to limit activities nor limitations contained in

benefit the consumers of the organization [i.e., the beneficiaries of charity] in lower prices or
higher quality . . ..”).

62 Although the IRS requires all charities to include provisions that operationalize the
Nondistribution Constraint in their formation documents, there is little policing of the restric-
tion. The responsibility of compliance falls largely upon overworked and uninterested state at-
torneys general. See Hansmann, supra note 52, at 873-74. (“[M]ost states . . . make little or no
effort to enforce [the Nondistribution Constraint]. As a rule, its enforcement is placed exclu-
sively in the hands of the state’s attorney general . . . . Yet in most states neither the office of the
attorney general nor any other office of the state government devotes any appreciable amount of
resources to the oversight of nonprofit firms.”).

63 See Treas. Reg. § 1-501(c)(3)-1(a)(1).

64 Id.

65 Id. § 1-501(c)(3)-1(b)(1)(I)(A)-(B).

66 IRS, U.S. DEP'T oF TREASURY, supra note 11, at 25.
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the organization’s bylaws are sufficient.®” Indeed, even if an applicant
can prove that its actual operations have been exclusively charitable,
the IRS should not award tax-exempt status unless the Limitation of
Activities Clause appears in the organization’s charter.%

This may appear to be the IRS valuing form over substance, but
there are at least two good reasons to require the inclusion of the
Limitation of Activities Clause in an organization’s charter. First, or-
ganizations are often formed without an explicit expiration date, with
many charities lasting for generations.®® Given how long a charity
might survive, the intent of the individuals who formed the entity is
irrelevant. Although a particular board of directors may admirably
limit an organization’s activities to charitable purposes, there is no
guarantee that any future boards will do the same. Thus, it is impor-
tant to govern the behavior of future boards of directors by limiting
the permissible activities of the organization in the charter, a docu-
ment that will govern the organization’s activities for its lifetime. Sec-
ond, many charities are largely self-policed and although state
attorneys general and the IRS have the authority to bring actions
against charities,”” any malfeasance by a charity is more likely to be
identified and remedied by an insider.”" Directors and members of
nonprofit organizations have the power to bring derivative suits to en-
force, for example, the Nondistribution Constraint.”> And because the

67 Id. (“The requirement that your organization’s purposes and powers must be limited by
the articles of organization isn’t satisfied if the limit is contained only in the bylaws or other rules
or regulations. Moreover, the organizational test isn’t satisfied by statements of your organiza-
tion’s officers that you intend to operate only for exempt purposes.”).

68 Treas. Reg § 1.501(c)(3)-1(b)(1)(i-iv).

In no case shall an organization be considered to be organized exclusively for one
or more exempt purposes, if, by the terms of its articles, the purposes for which
such organization is created are broader than the purposes specified in section
501(c)(3). The fact that the actual operations of such an organization have been
exclusively in furtherance of one or more exempt purposes shall not be sufficient to
permit the organization to meet the organizational test. Similarly, such an organiza-
tion will not meet the organizational test as a result of statements or other evidence
that the members thereof intend to operate only in furtherance of one or more
exempt purposes.
Id. § 1.501(c)(3)-1(b)(1)(iv).

69 See, e.g., About Ford, Forp Founp., https://www.fordfoundation.org/about/about-ford/
our-origins/ [https:/perma.cc/B4DY-YKR4] (“In 1936, Edsel Ford—son of Henry, the founder
of the Ford Motor Company—established the Ford Foundation with an initial gift of $25,000.”).

70 See Hansmann, supra note 52, at 873.

71 Professor Hansmann points out that the compliance is self-imposed by the sector, sug-
gesting that “social norms that reinforce the legal restraints on profiteering” are enforcing the
Nondistribution Constraint in the presence of “minimal policing.” See id. at 875.

72 See MARION R. FREMONT-SMITH, GOVERNING NONPROFIT ORGANIZATIONS 334 (2004);
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governing mechanisms of an organization are, largely, set forth in in-
ternal documents, it makes intuitive sense to include important limita-
tions in a charity’s charter document.

The actual language of Limitation of Activities Clauses found in
charters is relatively uniform. This is likely because the IRS has pub-
lished sample language that complies with the Organizational Test,
and most organizations simply include the suggested language in their
charter documents.” The language is comprised of three sentences,
and it might be best understood by considering each sentence sepa-
rately. The first sentence is as follows:

No part of the net earnings of the corporation shall inure to
the benefit of, or be distributable to its members, trustees,
officers, or other private persons, except that the corporation
shall be authorized and empowered to pay reasonable com-
pensation for services rendered and to make payments and
distributions in furtherance of the [corporation’s charitable]
purposes . .. .7

This sentence ensures that charities may not, other than in the form of
reasonable salaries, distribute funds to individuals. This prohibition is
known as the prohibition against private inurement (for insiders such
as directors and officers) and private benefit (for noninsiders).”> This
sentence directly addresses the core concern of the Nondistribution
Constraint, by prohibiting distributions to individuals and encouraging
distributions toward the entity’s charitable purpose.”®

The second sentence of the Limitation of Activities Clause shifts
the focus from distributions to individuals and emphasizes political ac-
tivity. It reads as follows:

DeBORAH A. DEMOTT, SHAREHOLDER DERIVATIVE AcTIONS § 2.12 (2003). On rare occasions,
courts will give standing to private individuals. See Terri Lynn Helge, Policing the Good Guys:
Regulation of the Charitable Sector Through a Federal Charity Oversight Board, 19 CornELL J.L.
& Pus. PoL’y 1, 40-41 (2009) (“Some courts have granted standing to private individuals to
bring suit against charitable organizations under the special interest doctrine.”).

73 IRS, U.S. DEP’T oF TREASURY, supra note 11, at app. 71.

74 Id. The third article in the sample formation document is as follows: “Said corporation is
organized exclusively for charitable, religious, educational, and scientific purposes, including, for
such purposes, the making of distributions to organizations that qualify as exempt organizations
under section 501(c)(3) of the Internal Revenue Code, or the corresponding section of any fu-
ture federal tax code.” Id.

75 See IRS, U.S. DEP'T OF TREASURY, OVERVIEW OF INUREMENT/PRIVATE BENEFIT Is-
sues IN IRC 501(c)(3) (1990), https://www.irs.gov/pub/irs-tege/eotopicc90.pdf [https:/perma.cc/
2DRP-J4XV].

76 See supra Section I.A.1.
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No substantial part of the activities of the corporation shall
be the carrying on of propaganda, or otherwise attempting to
influence legislation, and the corporation shall not partici-
pate in, or intervene in (including the publishing or distribu-
tion of statements) any political campaign on behalf of or in
opposition to any candidate for public office.””

This sentence ensures that the activities of the organization avoid im-
permissible political activity or excessive involvement in lobbying.”
Unlike the first sentence, which focuses on prohibiting individual en-
richment, this sentence endeavors to keep the organization focused on
its stated charitable purpose rather than political or lobbying
activities.

The Limitation of Activities Clause ends with the following sen-
tence, which serves somewhat like a catchall provision to prohibit the
charity from engaging in any activities that run contrary to the statute:

Notwithstanding any other provision of these articles, the

corporation shall not carry on any other activities not permit-

ted to be carried on (a) by a corporation exempt from fed-

eral income tax under section 501(c)(3) of the Internal

Revenue Code, or the corresponding section of any future

federal tax code, or (b) by a corporation, contributions to

which are deductible under section 170(c)(2) of the Internal

Revenue Code, or the corresponding section of any future

federal tax code.”

This sentence serves as a “belt and suspenders” approach to ensure all
activities by the organization are permissibly charitable, and, when
combined with the first two sentences, the Limitation of Activities
Clause provides a rough guide to charities on how to operate in a
manner that complies with IRS regulations. The first two sentences
specifically prohibit both individual enrichment and political activity,
and the third sentence generally prohibits any activity that would oth-
erwise violate IRS regulations.

3. The Dissolution Clause

In addition to the Limitation of Activities Clause, the Organiza-
tional Test requires charities to restrict the distribution of assets upon

77 1IRS, U.S. DeEP’T oF TREASURY, supra note 11, at app. 71.

78 The prohibition against political activity is more commonly known as the Johnson
Amendment. For a detailed discussion of the prohibition against political activity, see Penna,
supra note 32.

79 IRS, U.S. DeEpP’T oF TREASURY, supra note 11, at app. 71.
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dissolution of the organization (“Dissolution Clause”).8° Although the
Limitation of Activities Clause focuses on restricting certain activities
of the charity, such as distributions to insiders, substantial lobbying,
and political activity, the Dissolution Clause regulates how assets are
distributed once the entity ceases operations. Similar to the first sen-
tence of the Limitation of Activities Clause, the Dissolution Clause
provides the operative language to ensure compliance with the
Nondistribution Constraint. In conjunction, the two clauses ensure
that assets of a charity are never misused, either while the organiza-
tion is operating or when the organization ceases to operate. After all,
what good would the Limitation of Activities Clause’s restriction of
the enrichment of individuals serve if an organization were permitted
to hoard assets, decide to dissolve, and distribute assets to insiders
upon dissolution? To address this concern, the Dissolution Clause en-
sures “[a]ssets of an organization [are] permanently dedicated to an
exempt purpose.”®! More specifically, the Dissolution Clause requires
charities that are dissolving to distribute the remaining assets in one of
the following manners: (1) in furtherance of the organization’s chari-
table purpose, (2) to another 501(c)(3) organization, (3) to the federal
government, or (4) to a state or local government.s?

Similar to the Limitation of Activities Clause, the IRS has pub-
lished suggested language that appears in the formation documents of
many charities. The suggested language is as follows:

Upon the dissolution of the corporation, assets shall be dis-

tributed for one or more exempt purposes within the mean-

ing of section 501(c)(3) of the Internal Revenue Code, or the

corresponding section of any future federal tax code, or shall

be distributed to the federal government, or to a state or lo-

cal government, for a public purpose. Any such assets not so

disposed of shall be disposed of by a Court of Competent

Jurisdiction of the county in which the principal office of the

corporation is then located, exclusively for such purposes or

to such organization or organizations, as said Court shall de-

termine, which are organized and operated exclusively for

such purposes.®?

Simply put, although the Limitation of Activities Clause ensures
that entities will adhere to appropriate restrictions on distribution

80 For a discussion of the dedication and distribution of assets upon the dissolution of a
charitable entity, see id. at 25.

81 Id.

82 ]d. at app. 71.

83 Id.
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while the organization is active, the Dissolution Clause ensures that
assets are appropriately handled when the organization ends. To-
gether, the Limitation of Activities Clause and the Dissolution Clause
make up the Organizational Test, arguably the most fundamental of
requirements for organizations that aspire to be charities.?*

B. The Second Step: Applying for Tax-Exempt Status

Once formation is complete, the nonprofit corporation must draft
and adopt bylaws®> and obtain an employer identification number.3°
At that point, the entity is eligible to apply to the IRS for tax-exempt
status.8” Until relatively recently, that meant filing the Form 1023.88
Before its recent conversion to an online form,® the IRS estimated
that this behemoth of an application would take approximately 105
hours to complete.” All told, with required attachments and exhibits,
a completed Form 1023 could boast as many as 100 pages.®* But the
tax-exempt application process was fundamentally altered with the in-

84 See Helge, supra note 47, at 5.

This statutory definition results in a five-part test that an applicant must meet to
qualify as an exempt charitable organization: (i) the organizational test; (ii) the
operational test; (iii) the prohibition on private inurement; (iv) the prohibition on
political campaign intervention; and (v) the limitation on lobbying activity. If an
organization fails to meet any part of this five-part test, the organization may be
denied exemption as a charitable organization.

Id.

85 Although the Streamlined Application does not explicitly require bylaws, most state
nonprofit corporation statutes require bylaws. See, e.g., TENN. CODE ANN. § 48-52-106(a) (2021)
(“The incorporators or board of directors of a corporation shall adopt initial bylaws for the
corporation.”).

86 See IRS, U.S. DEP’T OF TREASURY, supra note 13, pt. I, no. 2, at 1.

87 Please note that not all organizations are required to submit tax-exempt applications.
More specifically, churches and very small organizations (those that expect less than $5,000 in
annual gross receipts) are automatically tax-exempt. See Organizations Not Required to File
Form 1023, IRS (Sept. 23, 2021), https://www.irs.gov/charities-non-profits/charitable-organiza-
tions/organizations-not-required-to-file-form-1023 [https://perma.cc/2JG7-E9GE].

88 For an example of Form 1023, see IRS, U.S. DEp’T oF TREASURY, OMB No. 1545-0056,
Form 1023: APPLICATION FOR RECOGNITION OF EXEMPTION UNDER SECTION 501(C)(3) OF THE
INTERNAL REVENUE CopE (2017), https://www.irs.gov/pub/irs-pdf/f1023.pdf [https://perma.cc/
2SQV-5BGU].

89 IRS News Release IR-2020-25 (Jan. 31, 2020), https://www.irs.gov/newsroom/irs-revises-
form-1023-for-applying-for-tax-exempt-status [https://perma.cc/6X8G-RISW].

90 See 2 TAXPAYER ADvocC. SERV., IRS, supra note 23, at 4 n.7. For the base Form 1023
alone, this includes nine hours and thirty-nine minutes to prepare the form, eighty-nine hours
and twenty-six minutes of recordkeeping, and five hours and ten minutes to learn about the law.

91 See Greg McRay, How Long Does It Take to Complete Form 1023, Founp. Grp. (June
17, 2021), https://www.501c3.org/frequently-asked-questions/how-long-does-it-take-to-complete-
form-1023/ [http://perma.cc/TTR3-YRAQ)].
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troduction of the Streamlined Application, a “radical change to a de-
cades-old process.””?

1. The Streamlined Application

In comparison to the Form 1023, the Streamlined Application
represents a dramatically less intense mechanism for obtaining tax-
exempt status. To be eligible for the Streamlined Application, an ap-
plicant must answer “no” to each of the questions on the Form 1023-
EZ Eligibility Worksheet.®> Among other questions, the Form 1023-
EZ Eligibility Worksheet asks applicants if they have less than
$250,000 in assets and applicants must reasonably anticipate an aver-
age of less than $50,000 in annual gross receipts over the ensuing three
years.”* In this manner, the Streamlined Application is restricted to
smaller organizations. Or more specifically, it was designed for those
organizations that reasonably anticipate being smaller.%s

In stark contrast to the estimated 105 hours it takes to complete
the Form 1023’s twenty-six pages,® the Streamlined Application is
two-and-a-half-pages long and the IRS estimates applicants will spend
about nineteen hours learning about the law and completing the
Streamlined Application.”” A difference of eighty-six hours—over two
full work weeks—is certainly significant, but in practice, the Stream-
lined Application demands far less than nineteen hours of work.® The
National Council of Nonprofits even argued, that “Form 1023 EZ goes
way too far”® in simplifying the application process for smaller orga-
nizations, claiming that completion of the Streamlined Application
could take “as little as an hour or so—not because [applicants] delib-

92 Viswanathan, supra note 20, at 89.

93 See IRS, U.S. DeP’'T OF TREASURY, supra note 35, at 13-20.

94 See id. at 13 (noting that an entity is not eligible to use the Streamlined Application if
(1) it anticipated “annual gross receipts will exceed $50,000 in any of the next 3 years,” (2) its
“annual gross receipts exceeded $50,000 in any of the past 3 years,” or (3) it has “assets the fair
market value of which is in excess of $250,0007).

95 See id.

96 See IRS, U.S. DEP’T oF TREASURY, INSTRUCTIONS FOR FORM 1023: APPLICATION FOR
REecocnrITiON OF EXEMPTION UNDER SECTION 501(C)(3) OF THE INTERNAL REVENUE CODE 25
(2020), https://www.irs.gov/pub/irs-pdf/i1023.pdf [https://perma.cc/K7Q2-DDVE].

97 See IRS, U.S. DeP’T OF TREASURY, supra note 35, at 12.

98 See Yin, supra note 20, at 267.

99 Nat’l Council of Nonprofits, Comment Letter on Proposed Rule Introducing an ‘EZ’
Version of the Form 1023 as an Alternative in Applying for Recognition of Exemption from
Federal Income Tax Under Section 501(c)(3), at 3 (Apr. 30, 2014) (emphasis omitted), www.
ctphilanthropy.org/sites/default/files/resources/National %20Council %200f % 20Nonprofits
%20Comments %20About %20IRS %20Proposed %20Form %201023-EZ.pdf  [https://perma.cc/
6MBL-VGML].
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erately intend to skirt the law, but because [applicants] simply don’t
know or understand what they are required to certify.”1%

Given the difference in length, it should not be surprising that the
Streamlined Application elicits far less information than the Form
1023. By way of example, the Form 1023 requires disclosure of the
salaries for the five highest paid insiders, employees, and independent
contractors.!°! In contrast, the Streamlined Form asks whether the or-
ganization plans to compensate insiders, only allowing applicants to
respond with a “yes” or “no.”'2 The Form 1023 requires applicants to
draft a narrative description of “past, present, and planned activities,”
which includes a full description of “all of the activities in which it
expects to engage, including the standards, criteria, procedures, or
other means adopted or planned for carrying out the [charitable] ac-
tivities.”19 The Streamlined Application requires no such narrative,
and does not elicit any information about the applicant’s planned
charitable activities beyond a request for the organization’s mission
statement.'** Further, unlike the Form 1023, the Streamlined Applica-
tion does not ask the applicant for any financial information,'% disclo-
sure of related parties and potential conflicts of interest,'® or
identification and explanation of close connections with other organi-
zations.!?”” Finally, and perhaps of most interest to this Article, the
Form 1023 requires each applicant to provide copies of its charter and
bylaws,'%® and asks applicants to “describe specifically” which provi-
sion in the formation documents restricts the organization to exempt
purposes'® and which provision ensures assets are dedicated to chari-

100 Id. (emphasis omitted).

101 See IRS, U.S. DEP'T OF TREASURY, supra note 88.

102 See IRS, U.S. DeP'T OF TREASURY, supra note 13, pt. III, no. 5, at 2 (“Do you or will
you pay compensation to any of your officers, directors, or trustees?”).

103 Bruce R. Hopkins, THE Law oF Tax-Exempr OrGaNizaTions 798, 806 (11th ed.
2016).

104 See IRS, U.S. DEP'T OF TREASURY, supra note 13.

105 See IRS, U.S. DEP’T oF TREASURY, supra note 88, pt. IX, at 9-10. The Form 1023 re-
quires “actual or projected financial information (e.g., budgets) for three to five years” and “a
balance sheet for the organization’s most recently completed tax year.” See Form 1023: Required
Financial Information, IRS (Oct. 22, 2021), https://www.irs.gov/charities-non-profits/form-1023-
required-financial-information [https://perma.cc/9GU4-WTCU].

106 See IRS, U.S. DEP’T oF TREASURY, supra note 88, pt. V, at 2-5.

107 See id. pt. VIII, no. 15, at 5-8.

108 [d. pt. 11, at 2.

109 Id. pt. 111, no. 1, at 2 (“Section 501(c)(3) requires that your organizing document state
your exempt purpose(s), such as charitable, religious, educational, and/or scientific
purposes. . . . Describe specifically where your organizing document meets this require-
ment . ..."”).
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table purposes upon the organization’s dissolution.!'® In other words,
the Form 1023 requires applicants to not only identify which charter
provisions meet the Organizational Test, but also to provide a copy of
the organization’s actual charter. In sharp contrast, the Streamlined
Application merely asks the applicant to attest that it meets the Orga-
nizational Test.!!!

2. Criticisms of the Streamlined Application

From the perspective of efficiency, the Streamlined Application
was a clear success: the IRS eliminated the backlog of tax-exempt ap-
plications and now promises to process tax-exempt applications within
180 days.'? Unfortunately, this efficiency came at a price. Under the
assumption that smaller organizations require less scrutiny, the IRS
crafted an application process that is utterly devoid of rigor.''? In fact,
many commentators argue that the IRS has decided to virtually ignore
the applications of smaller organizations.''*

Initially, the IRS ignored these complaints and stubbornly sup-
ported the Streamlined Application. Its primary argument was that
any complaints ignored the fact that the Streamlined Application was
intended for organizations such as “a small soccer or gardening club,”
as opposed to “a major research organization.”!'> The implication, a
debatable one, is that smaller organizations present less risk to the

110 See id. pt. III, no. 2a-b, at 2 (“Section 501(c)(3) requires that upon dissolution of your
organization, your remaining assets must be used exclusively for exempt purposes, such as chari-
table, religious, educational, and/or scientific purposes. . . . [S]pecify the location of your dissolu-
tion clause . . . .”).

111 See IRS, U.S. DEP'T OF TREASURY, supra note 13, pt. II, no. 5-7, at 1.

112 See Where’s My Exemption Application?, IRS (Nov. 17,2021), https://www.irs.gov/chari-
ties-non-profits/charitable-organizations/wheres-my-application-for-tax-exempt-status  [http://
perma.cc/67BM-PEVB].

113 See Cohen, supra note 16.

114 See Amarante, supra note 17; 1 TAXPAYER ADvoc. SERv., IRS, supra note 14, at 39.
According to the National Taxpayer Advocate, an independent organization housed at the IRS
dedicated to protecting the rights of taxpayers, the Streamlined Application makes it impossible
for “the IRS . . . to effectively determine whether applicants qualify as [charitable] organiza-
tions.” Id. at 44; Yin, supra note 20, at 271 (calling the Streamlined Application process “
sham”); Viswanathan, supra note 20; Nat’l Council of Nonprofits, supra note 99; Nat’l Ass’n of
State Charity Offs., Comment Letter on Proposed Internal Revenue Service Form 1023-EZ,
OMB Number 1545-0056 (May 23, 2014), www.nasconet.org/wp-content/uploads/2018/03/May-
23-letter-to-IRS-re-1023EZ.pdf [https://perma.cc/CBZ8-MWLR].

115 IRS News Release IR-2014-77 (July 1, 2014), https://www.irs.gov/newsroom/new-1023-
ez-form-makes-applying-for-501c3-tax-exempt-status-easier-most-charities-qualify [https:/
perma.cc/A2SE-LYZS5].

a
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public and therefore deserve less scrutiny.!'® Further, with an apparent
confidence in the Streamlined Application’s ability to vet aspiring
charities, the IRS publishes tax-exempt entities that utilized the
Streamlined Application on the same list as entities that used the
Form 1023."7 Thus, one could not easily tell the difference between an
entity that filed a Form 1023 and an entity that filed a Streamlined
Application without directly asking the charities or requesting the
documents from the IRS (a relatively long process).''® More recently,
however, the IRS began to publish separate lists of Streamlined Ap-
plication filers.!'® The point of this data, according to Commissioner
Koskinen, was to “allow taxpayers to more easily research informa-
tion on tax-exempt organizations.”'?* This announcement carried a
hint of an admission that some Streamlined Application critics had
merit. After all, if the Streamlined Application were as rigorous as the
Form 1023, there would be no need to indicate which form a particular
entity filed. In fact, one might argue that the only reason to publish a
separate list of Streamlined Application filers is because the process is
less trustworthy.!2!

The separate publication of Streamlined Application filers is not
the only example of the IRS admitting the possibility the Streamlined
Application might not properly vet applicants. As early as the Stream-
lined Application announcement, the IRS hinted that the Streamlined
Application might result in unworthy entities obtaining charitable sta-
tus by highlighting the IRS’s ability to use freed-up resources to iden-
tify such unworthy charities after they have obtained charitable
status.’22 To that end, former IRS Commissioner Koskinen said,
“[r]ather than using large amounts of IRS resources up front review-
ing complex applications during a lengthy process, we believe the

116 For the counterargument, see Amarante, supra note 17; see also Yin, supra note 20
(noting that many large organizations were once small organizations).

117 Tax Exempt Organization Search, IRS (Nov. 20, 2020), https://apps.irs.gov/app/eos/
[https://perma.cc/HI2T-ANWH)].

118 IRS New Release IR-2017-41 (Feb. 22, 2017), https://www.irs.gov/newsroom/irs-makes-
approved-form-1023ez-data-available-online [https:/perma.cc/SZH2-RLAB] (noting that before
the announcement, “Form 1023-EZ data was only available through a lengthier process that
included completing and submitting Form 4506-A to the IRS”).

119 [d. (“The data . . . is available in spreadsheet format and includes information for ap-
proved applications beginning in mid-2014, when the 1023-EZ form was introduced, through
2016. The information will be updated quarterly . . . .”).

120 [d. (quoting John Koskinen, Comm’r, IRS).

121 See Amarante, supra note 17, at 1572.

122 IRS News Release IR-2014-77 (July 1, 2014), https://www.irs.gov/newsroom/new-1023-
ez-form-makes-applying-for-501c3-tax-exempt-status-easier-most-charities-qualify [https:/
perma.cc/A2SE-LYZS5].
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streamlined form will allow us to devote more compliance activity on
the back end to ensure groups are actually doing the charitable work
they apply to do.”'?3

In other words, if any unworthy charities obtained status through
the Streamlined Application, the IRS hoped to identify such bad ac-
tors by reviewing their actual activities, as opposed to identifying such
entities in the application phase. This argument boasts an intuitive ap-
peal. After all, who cares what applicants hope to do if the IRS can
instead learn what charities are actually doing? But, however appeal-
ing, there are a number of problems with this approach. First, how,
precisely, would the IRS identify which entities to scrutinize? Com-
mentators have convincingly argued that the Streamlined Application
elicits so little information that the IRS has no means of identifying
the charities that deserve scrutiny.’” As Professor Yin notes,
“[blecause there is essentially no information obtained about appli-
cants upfront, the IRS will be largely in the dark to determine which
groups it should challenge at the back end.”'>> Second, and perhaps
more alarmingly, the announcement of the Streamlined Application
came shortly after the IRS decided to exempt most charities from
meaningful annual reporting requirements. More specifically, any
charity that claims that it normally receives less than $50,000 in gross
receipts is permitted to file a truncated annual report known as the
Form 990-N or “e-Postcard.”'?¢ Unlike the more traditional annual re-
ports, the e-Postcard requires no disclosure of financial information
(other than acknowledgment that “the organization’s annual gross re-
ceipts are $50,000 or less”), no information on salaries, and no re-
quirement to describe any charitable activities performed.'?” Thus,
without any meaningful annual reporting requirement, the IRS’s
promise to focus on the back end (i.e., after the application stage) is
bound to fail. Without regularly collecting information about the ac-

123 Id. (quoting John Koskinen, Comm’r, IRS).
124 See Yin, supra note 20, at 270.

125 Yin, supra note 20, at 268, 270 (“[The Streamlined Application] will enable the [IRS] to
make a major inroad into its [tax-exempt application] backlog because it will not need to devote
any significant resources to the processing of the new, short-form applications. Because the short
form basically does not ask for any specific information from the applicant, there is really noth-
ing for the IRS to do in processing it.”).

126 - Annual Electronic Filing Requirement for Small Exempt Organizations—Form 990-N (e-
Postcard), IRS (Dec. 23, 2021), https://www.irs.gov/charities-non-profits/annual-electronic-filing-
requirement-for-small-exempt-organizations-form-990-n-e-postcard  [https://perma.cc/HE7K-
KMH2].

127 [d.; see also Amarante, supra note 17, at 1531.
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tivities of charities, the only option left to the IRS is random audits,
which is a wildly inefficient mechanism for large-scale monitoring.!®

Ultimately, the Streamlined Application and the e-Postcard com-
bine to create a regulatory blind spot. In effect, the IRS has deter-
mined that any organization that anticipates less than $50,000 in gross
receipts will not be vetted on the front end (the application stage) and
any organization that normally receives less than $50,000 in gross re-
ceipts will not be monitored on the back end. This results in the IRS
virtually ignoring a huge swath of the charitable sector.

II. Tae Harms oF UNREGULATED CHARITY

At this point, it might be a good idea to discuss why any of this
matters. In other words, what, precisely, are the concrete harms of the
IRS’s failure to regulate and monitor smaller charities? If the harms
are not cognizable, then this is merely an academic exercise and the
IRS is completely justified in deciding to subject smaller charities to
less (or, indeed, no) scrutiny. This section will discuss two distinct
harms of the IRS’s failure to regulate: (1) the negative effect on the
reputation of the charitable sector as a whole, and (2) the possibility

128 See Yin, supra note 20, at 270 (“Random selection is the gold standard for doing re-
search. But undertaking truly random audits as an administrative tool is incredibly inefficient.”);
see also Sasha Courville, Christine Parker & Helen Watchirs, Introduction: Auditing in Regula-
tory Perspective, 25 Law & Por’y 179, 180 (2003).

An audit might promise to compensate for lack of government regulatory oversight
and to provide accountability for organizational behavior. Yet the capacity of an
audit to do so depends on the answers to a number of questions: Who are the
auditors? What is their expertise? How are they regulated or accredited? What is
their relationship to the auditee? What methods do the auditors use to collect data
or evidence? How, if at all, do they sample the data to be checked? To what extent
do they use fieldwork, rely on expert opinions, rely on checks of internal controls
and systems? How widely do they consult and to what extent do they rely on con-
sultations? How authentic is the participation of any stakeholders? How do the
auditors form an opinion on the data or evidence? Who sets the parameters of the
opinion that the auditor is to form? To what extent are the audit findings negoti-
ated with the auditee before being published? What is the response of the auditees
to the audit? Is it possible to measure the impact of the audit process? In what
intended and/or unintended ways does the prospect or reality of audit change the
behavior of the auditee? Is there evidence of “creative compliance” to maintain
autonomy while appearing to comply? Is there evidence of dysfunctional side-ef-
fects or conflicts between the consequences of audit and effectiveness or
performance?
Id.
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that smaller charities formed in good faith will be vulnerable to loss of
charitable status.'?®

A. A Tarnished Halo: Loss of Public Faith in the Charitable Sector

The success of an individual charity relies upon the reputation of
the entire charitable sector. At first blush, this might appear to be an
overstatement. After all, the tax code provides a strong incentivize for
donors to give to charities with the promise of a reduced tax burden.!3°
If this incentive is strong enough, the reputation of the charitable sec-
tor would be irrelevant, as donors would be inspired to financially
support the sector simply out of self-interest. But this initial instinct is
not supported by reality. In fact, many donors and volunteers give
time and money to charities not to lower their tax burden, but because
it feels good to donate to a good cause.!*! This good feeling is known
as the “warm glow.”'32 As Professor Usha Rodrigues argues, the warm
glow is “a specific kind of utility that comes from giving” to chari-
ties.'** Rodrigues points out that many of the goods and services pro-
vided by charities can be acquired through for-profit entities,
sometimes in a more convenient manner and oftentimes more
cheaply.’** For example, in most cities, it is easy to obtain organic veg-
etables from a grocery store chain.'?s Despite the abundance of or-
ganic produce in many cities, people continue to patronize nonprofit
cooperative and farmers markets. This suggests that these entities of-
fer more than just organic produce. Rather, according to Rodrigues,
these entities offer “community participation” or perhaps the oppor-
tunity of “investment in local farms.”'** Whatever the reason, it is
more than merely financial in nature. Rather, it is “a distinctive ethos
that is incompatible with the profit motive and closely connected to
the construction of an individual’s social identity.”*3

129 For an argument focusing on the IRS’s failure to monitor smaller charities, as opposed
to vet, see Amarante, supra note 17.

130 L.R.C. § 170(b)(1)(A)(vii). Donations to charities are tax deductible, meaning that cer-
tain donors are able to lower the amount of taxes they owe by giving to charities.

131 See Brian Galle, Keep Charity Charitable, 88 Tex. L. REv. 1213, 1222 (2010).

132 Id.

133 Rodrigues, supra note 8, at 151.

134 Jd. at 152 (“For example, a local nonprofit food cooperative is selling more than the
free-range eggs or organic strawberries that Whole Foods and other for-profits market so
effectively.”).

135 See id.

136 Id.

137 Id. at 152-53.
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Rodrigues suggests that the warm glow is so valuable that the tax
incentives are unnecessary for charities rich in warm glow.*® For
proof, one need look no further than the financial sacrifice of many
charity employees, who could secure more remunerative work in the
for-profit sector. One might reasonably conclude, therefore, that any
phenomenon that threatens the warm glow would affect the entire
charitable sector. If the nonprofit cooperative in Rodrigues’s hypo-
thetical did not provide either the community participation or an op-
portunity to invest in local farms, one might assume that patrons
would begin treating it as just another grocery store. And if a for-
profit grocery store were to offer the same organic vegetables, it
would appear to be a viable alternative.

It is reasonable to suspect that the IRS’s failure to regulate the
charitable sector will harm the sector’s warm glow. As former IRS
Commissioner Mark Everson has argued, a failure to address wide-
spread noncompliance in the sector might result in “the loss of the
faith and support that the public has always given to this sector.”!3
Everson was speaking about abuses by charities, not the failure of the
IRS to regulate charities, but the argument stands. If the public cannot
trust the legitimacy of charities, it might lose faith in the charitable
sector, and if that faith is eroded, the warm glow is at risk. Or as Pro-
fessor Rossman more succinctly argues, “the chief function of the IRS
as it relates to the charitable sector is to monitor who qualifies for
501(c)(3) status to assure the public and donors that the charitable
subsidy is utilized for legitimate charitable purposes.”'4°

B. Leaving Charities Vulnerable to Attack

Beyond the loss of the warm glow, the IRS’s failure to recognize
widespread compliance has another potential negative: leaving
smaller charities vulnerable. If a sector is rife with noncompliance,
participants in that sector are subject to attack by ideological enemies
using the noncompliance as an opportunity to delegitimize the entity

138 Id. at 153 (“Even in a tax-neutral world, at least some nonprofits would continue to
flourish because they offer a special kind of warm glow that for-profits cannot provide, the warm
glow of participating in a nonprofit organization.”).

139 Albert B. Crenshaw, Tax Abuse Rampant in Nonprofits, IRS Says, WasH. Post (Apr. 5,
2005) (quoting Mark W. Everson, Commn’r, IRS), https://www.washingtonpost.com/archive/bus-
iness/2005/04/05/tax-abuse-rampant-in-nonprofits-irs-says/db3{ff8d-3206-4493-961f-
ddd24¢224c¢91/ [https://perma.cc/J6JV-MBLK].

140 Matthew J. Rossman, Evaluating Trickle Down Charity: A Solution for Determining
When Economic Development Aimed at Revitalizing America’s Cities and Regions is Really
Charitable, 79 Brook. L. Rev. 1455, 1500-01 (2014).
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or invalidate the entity’s tax-exempt status. This harm is considerably
more tangible than the potential loss of the warm glow. Simply put, if
the IRS allows charities to obtain tax-exempt status despite the failure
to pass the Organizational Test, those charities are vulnerable. All it
would take is a carefully placed word in the right ear (e.g., a politician,
the U.S. Attorney General, or someone with influence at the IRS) to
initiate an action to deprive the charity of tax-exempt status.

Imagine a charity dedicated to women’s health. Because it oper-
ates in a poor neighborhood and serves a small population, it antici-
pates low annual gross receipts and opts to use the Streamlined
Application to obtain tax-exempt status. The founders of this entity
are unaware of the requirements of the IRS, and they form a non-
profit corporation without the provisions required by the Organiza-
tional Test. Due to the shortcomings of the Streamlined Application,
the IRS does not learn of this omission and instead bestows charitable
status upon the entity. As part of a holistic approach to women’s
health, the organization considers offering family planning services,
including abortions. Now imagine that an antiabortion advocate hears
of these plans and endeavors to hinder them. The advocate might
launch a marketing campaign to convince politicians to look into the
entity’s noncompliance with the Organizational Test. As far-fetched as
this might have sounded just a few years ago, this scenario seems con-
siderably less alarmist in an era rife with political favors and politically
motivated prosecutions. And the consequences of the revocation of
tax-exempt status could be disastrous, “wreak[ing] havoc on an organ-
ization and its donors, as well as its employees.”!*! Revocation can be
either prospective or can be applied retroactively. If the revocation is
prospective, the most obvious consequence is that the entity would no
longer be tax exempt. The entity would be subject to future federal
corporate income tax, and future donors would not be able to take a
tax deduction.'*? Further, the organization might be subject to back
taxes or penalties.'*> Finally, any state benefits (such as property tax

141 NicHoLAS P. CAFARDI & JACLYN FABEAN CHERRY, Tax EXEMPT ORGANIZATIONS 998
(3d ed. 2014).

142 See IRS, AutoMATIiC REVOCATION OF EXEMPTION FOR NON-FILING: FREQUENTLY
AskeDp QUESTIONS 2-3 (2020), https://www.irs.gov/publ/irs-tege/auto_rev_faqgs.pdf [https://
perma.cc/Z47N-G6F3].

143 Amato v. UPMC, 371 F. Supp. 2d 752, 756 (W.D. Pa. 2005) (“[T]he tax code permits the
Internal Revenue Service (‘IRS’) to pursue civil actions against tax exempt organizations that
contravene their tax exempt status, so as to collect back taxes or revoke an entity’s tax exempt
designation.”).
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exemption and sales tax exemption) would also likely be revoked.!#
Although less likely, the IRS has the ability to revoke an organiza-
tion’s tax-exempt status retroactively.'*s In such an event, in addition
to all the negative consequences discussed above, the entity could be
subject to tax liability for the lifetime of the organization.'* And all of
these potential negative consequences are due to the fact that the IRS
failed to note that the entity did not meet the Organizational Test. If
the IRS had noticed this failure at the time of application, it could
have simply asked the entity to remedy the oversight and reapply for
tax-exempt status.!4’

III. TuE DATA

As noted above, the Streamlined Application does not require
applicants to submit formation documents, rendering the IRS incapa-
ble of confirming that a particular entity complies with the Organiza-
tional Test. Given this lapse, one might reasonably hypothesize that
the Streamlined Application process has awarded tax exemption to
entities that would not have passed muster if they were to have filed
the Form 1023. This hypothesis was confirmed through a study by the
National Taxpayer Advocate, which revealed that thirty-seven percent
of the study sample failed the Organizational Test.!*3

The data discussed in this Part confirms the National Taxpayer
Advocate’s conclusion that the Streamlined Application is deficient
and that the IRS continues to award tax-exempt status to a substantial
number of unworthy applicants.'** The data also confirms the National

144 See IRS, supra note 142, at 3; see also IRS, AutomaTtic REvocaTioN oF Tax-EXEMPT
StaTus, PuBLicaTION 4991, at 2 (2014), https://www.irs.gov/publ/irs-pdf/p4991.pdf [https://
perma.cc/B7XS-PCT6] (“State and local laws may affect an organization that loses its tax-ex-
empt status as well.”).
145 LR.C. § 7805(b).
146 HopkINs, supra note 51, at 371 (noting that the IRS “has been known to grant recogni-
tion of exemption to an organization, then years later change its mind, and revoke the exemption
back to the date the organization was formed, setting the organization up for a huge tax
liability™).
147 See 2 TaxPAYER Apvoc. SERvV., IRS, supra note 23, at 17.
The National Taxpayer Advocate recommends that the IRS adjust Form 1023-EZ
to require organizations to submit their organizing documents . . . and require a
narrative statement of the organization’s activities and its financial
information. . . . [A]nd to the extent a deficiency can be corrected by amending the
organizing document, the IRS should require the applicant to submit an amend-
ment that corrects the deficiency and has been approved by the state.
Id.
148 Id. at 13.
149 See infra Section II1.B.6.
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Taxpayer Advocate’s conclusion that very little effort would be re-
quired to remedy this failure because it only takes a few minutes to
review the organizational documents of applicants.'*® But this Article
has greater aspirations beyond just confirming the findings of the Na-
tional Taxpayer Advocate study. Rather, this Article endeavors to
find a low-cost solution to the problem. To that end, this study re-
viewed organizational documents from five states: Florida, Idaho, Ma-
ryland, North Carolina, and Ohio. Each of these states has a unique
approach to entity formation, and this study identifies those states that
produced the highest percentage of Streamlined Application filers in
compliance with the Organizational Test. By focusing on these states,
the study identifies mechanisms and practices that any state may
adopt to produce tax-exempt applicants that are more likely to meet
the Organizational Test.

One might reasonably ask why this study focuses on the Organi-
zational Test. After all, the Operational Test, which focuses on the
actual activities of the organizations rather than what their formation
documents say, might be a better measure of whether an applicant is
worthy of tax-exempt status.'>! The reason for focusing on the Organi-
zational Test is twofold. First, determining an organization’s compli-
ance with the Organizational Test requires little more than a review of
the organization’s formation documents. As noted above, the review
takes little more than a few minutes, and thus represents a reasonable
amount of work, even for an agency as resource-strapped as the IRS.
The second reason is more pragmatic. The Operational Test requires
gathering information from the applicant regarding their political ac-
tivities; lobbying efforts; commercial activity; and payments to insid-
ers, employees, and contractors.’> Unfortunately, the only way to

150 2 TAXPAYER ADvoc. SERV., IRS, supra note 23, at 14. In a similar study, the National

Taxpayer Advocate noted that
[i]t took the reviewers about three minutes on average to review an organization’s
articles and determine whether there were acceptable purpose and dissolution
clauses. The longest it took to search for and review articles was 15 minutes (in four
cases). In over 90 percent of the cases, it took five minutes or less.

Id. (footnote omitted).

151 In short, the Operational Test requires applicants to refrain from any amount of private
inurement or political activity, and to limit lobbying, private benefit, and commercial activity to
an amount that is considered insubstantial. See Kenya J.H. Smith, Hobby Lobby’s Conflated
Corporate Tax Exemption and Its Impact on I.R.C. § 501(c)(3), 71 RutGers U. L. Rev. 135, 143
(2018).

152 The operational test requires that the nonprofit actually operate in the manner

prescribed by the governing documents, “primarily” and substantially accomplish-
ing the “exempt” purpose. The private inurement prohibition protects charitable
assets by preventing any portion of the entity’s net earnings to benefit any private
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procure such information would be to individually contact each char-
ity, a process that would be prohibitively inefficient.'>3

A. Study Methodology

This Section describes the methodology for the study. First, this
Section describes the data collection process. More specifically, it dis-
cusses the IRS’s quarterly publications of Streamlined Application
filers, and how I culled that data for the study. Second, it discusses the
justifications for choosing the states included in the study. Third, this
Section details the process by which I determined the sample of char-
ter documents reviewed in the study.

1. IRS Publication of Streamlined Application Data

As noted above, three years after the launch of the Streamlined
Application, the IRS began publishing spreadsheets that provided de-
tail on Streamlined Application filers.'>* Prior to this decision, there
was no efficient mechanism of determining which tax-exempt entities
filed Form 1023s and which filed Streamlined Applications. A boon
for researchers, the data is published in an excel sheet on a quarterly
basis and includes all of the information on the Streamlined Applica-
tion, including the charity’s name and mission, the names and ad-
dresses of the organization’s officers and directors, and the entity’s
state of incorporation.!'ss

The published data, which is of particular interest to this Article,
includes the applicants’ answers to questions five, six, and seven in
Part II of the Streamlined Application. These questions represent the
Streamlined Applicant’s attempt to determine if the applicant meets
the Organizational Test. The questions are as follows:

5. Section 501(c)(3) requires that your organizing document

must limit your purposes to one or more exempt purposes
within section 501(c)(3).

shareholder or individual. The private inurement prohibition includes excessive
compensation, below market rate loans, and disproportionate benefits of any kind.
Id. (footnotes omitted).

153 Incidentally, the only way for the IRS to determine compliance with the Operational
Test under the current regulatory regime is to contact each charity. See Yin, supra note 20, at
267.

154 See Exempt Organizations Form 1023-EZ Approvals, IRS (Jan. 12, 2022), https://
www.irs.gov/charities-non-profits/exempt-organizations-form-1023ez-approvals [https://
perma.cc/UG4L-TQ7C].

155 See IRS, ExEmMPT ORGANIZATIONS Form 1023-EZ ApprovALs, https://www.irs.gov/
pub/irs-tege/f1023ez_infosheet.pdf [https:/perma.cc/ AP2C-J7TP].
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O Check this box to attest that your organizing docu-
ment contains this limitation.
6. Section 501(c)(3) requires that your organizing document
must not expressly empower you to engage, otherwise than
as an insubstantial part of your activities, in activities that in
themselves are not in furtherance of one or more exempt
purposes.
] Check this box to attest that your organizing docu-
ment does not expressly empower you to engage, other-
wise than as an insubstantial part of your activities, in
activities that in themselves are not in furtherance of one
Oor more exempt purposes.
7. Section 501(c)(3) requires that your organizing document
must provide that upon dissolution, your remaining assets be
used exclusively for section 501(c)(3) exempt purposes. De-
pending on your entity type and the state in which you are
formed, this requirement may be satisfied by operation of
state law.
O Check this box to attest that your organizing docu-
ment contains the dissolution provision required under
section 501(c)(3) or that you do not need an express disso-
lution provision in your organizing document because you
rely on the operation of state law in the state in which you
are formed for your dissolution provision.'>°

Questions five and six are designed to determine if the organiza-
tion’s formation documents contain an appropriate Limitation of Ac-
tivities Clause, and question seven is an attempt to ensure that the
applicant’s formation documents have an appropriate Dissolution
Clause.

Because the IRS granted tax-exempt status to each of the entities
listed on the published spreadsheet, one would hope that the appli-
cants checked each of these boxes. Otherwise, the applicant would
have received tax-exempt status despite a clear indication that the ap-
plicant did not meet the Organizational Test. Indeed, every one of the
500 Streamlined Application filers in this study checked these boxes,
self-proclaiming to the IRS that they each meet the Organizational
Test.'s” Unfortunately, many of these applicants did not, in fact, have
the clauses required by the Organizational Test.

156 RS, U.S. DEP’T OF TREASURY, supra note 13, pt. II, no. 5-7, at 1.
157 See infra Section IIL.B.



474 THE GEORGE WASHINGTON LAW REVIEW [Vol. 90:445

2. Choosing the States for the Study

Because the Streamlined Application does not require submis-
sion of formation documents, the only way to check the veracity of the
applicants’ answers to questions five, six, and seven of the Streamlined
Application is to collect and review the individual formation docu-
ments from the states in which the applicants were formed. Fortu-
nately, such a review takes only a few minutes per applicant.!s
Unfortunately, many states charge for the service of providing forma-
tion documents.!>® Thus, the study is limited to the twenty states that
provide formation documents for free.!®

The next step was to determine which of these twenty states
should be analyzed. Because the study aims to identify specific state
practices that might result in higher compliance rates, it was important
to choose states with different approaches to entity formation. Ulti-
mately, the following states were chosen to analyze: Florida, Idaho,
Maryland, North Carolina, and Ohio. They were chosen because they
represent diversity in both geography and formation processes. With
respect to the former, the selected states represent an obvious geo-
graphic diversity, with states representing the South (Florida and
North Carolina), Mid-Atlantic (Maryland), Midwest (Ohio), and West
(Idaho). With respect to the latter, these states offer very different
levels of support in the formation process. For example, to form a
nonprofit corporation in Florida, one merely goes to the Florida Sec-
retary of State website and completes a form that elicits the organiza-
tion’s name, a business address, the name and address of a registered
agent and an incorporator, a mission statement, and a seventy dollar
payment.'®" Of particular interest to this study, the Florida process
never mentions the need for either a Limitation of Activities Clause
or a Dissolution Clause.'®> On the other end of the spectrum is Mary-
land, which has a similar formation process as Florida with one vital
difference: the Maryland Secretary of State website requires filers to
include standard versions of the Limitation of Activities Clause and

158 See 2 TAXPAYER ADvoc. SERvV., IRS, supra note 23.

159 Cf. id. at 9 n.37.

160 The following twenty states provide free copies of formation documents: Alaska, Colo-
rado, Florida, Idaho, Indiana, Iowa, Kansas, Kentucky, Maryland, Massachusetts, Michigan, Mis-
sissippi, Missouri, New Hampshire, North Carolina, Ohio, Oregon, Rhode Island, South Dakota,
and Texas. Id.

161 See Instructions for Articles of Incorporation (FL Non-Profit), FLA. DEP'T STATE: D1v.
Corps., https://dos.myflorida.com/sunbiz/start-business/efile/fl-nonprofit-corporation/instruc-
tions/ [https://perma.cc/555R-QES5].

162 See id.
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the Dissolution Clause in the organization’s charter document.!¢?
Thus, Maryland takes steps to ensure that its nonprofits meet the Or-
ganizational Test, whereas Florida does not. The specifics of the for-
mation procedures of each state are outlined in more detail below,!64
but in short, (1) Florida’s form contains no prompts for either Organi-
zational Test provision;'®> (2) Idaho splits the difference, providing a
prompt for a Dissolution Clause but not one for a Limitation of Activ-
ities Clause;'® (3) Maryland foists a default Limitation of Activities
Clause and Dissolution Clause upon each new nonprofit corpora-
tion;'¢7 (4) North Carolina’s form references a separate form which
contains appropriate versions of the Limitations of Activities Clause
and Dissolution Clause;'%® and (5) Ohio’s form contains neither the
Limitations of Activities Clause nor the Dissolution Clause.'®® At first
blush, Ohio and Florida appear to have similar formation processes,
with neither providing Organizational Test language, but I included
Ohio in the study because Ohio state law requires all assets of non-
profit corporations to be permanently dedicated to the entity’s chari-
table purpose.'”°

163 For more information regarding Maryland requirements, see Mp. Bus. ExPREss, https://
businessexpress.maryland.gov/ [https://perma.cc/AMYQ-G75M].

164 See infra Section I11.B.

165 See FLa. DEP'T STATE: D1v. Corps., https://dos.myflorida.com/sunbiz/ [https://perma.cc/
UKNB8-YKAB|.

166 See Articles of Incorporation (Non-Profit), IbaHO SEC’Y STATE’s OFF., https://sos-
biz.idaho.gov/forms/new/282 [https://perma.cc/ST6G-7KAN].

167 See Mb. STATE DEP'T ASSESSMENTS & TAX’N, ARTICLES OF INCORPORATION FOR A
Tax-Exempr NonsTOoCcKk CORPORATION (2018), https://dat.maryland.gov/SDAT %20Forms/
ex_corp_form.pdf [https://perma.cc/6QFY-TU2V].

168 See Bus. REGISTRATION Div., N.C. SEC’Y STATE, INSTRUCTIONS FOR COMPLETING AR-
TICLES OF INCORPORATION: NONPROFIT CORPORATION (ForMm N-01) [hereinafter Form N-01],
https://www.sosnc.gov/documents/forms/Business_Registration/nonprofit_corporations/arti-
cles_of_incorporation_for_nonprofit.pdf [https://perma.cc/7PJD-LZLS].

169 See OHio SEC’Y STATE, FILING Form CoveER LETTER (2021), https://www.ohiosos.gov/
globalassets/business/forms/532a.pdf [https://perma.cc/Z99U-NMVK].

170 See OHio REv. CopE ANN. § 1702.49(D)(2) (West 2021).

In the case of a public benefit corporation: (a) assets held by it in trust for specified
purposes shall be applied so far as is feasible in accordance with the terms of the
trust, (b) the remaining assets not held in trust shall be applied so far as is feasible
towards carrying out the purposes stated in its articles, (c) in the event and to the
extent that, in the judgment of the directors, it is not feasible to apply the assets as
provided in above clauses (a) and (b), the assets shall be applied as may be directed
by the court of common pleas of the county in this state in which the principal
office of the corporation is located, in an action brought for that purpose by the
corporation or by the directors or any thereof, to which action the attorney general
of the state shall be a party, or in an action brought by the attorney general in a
court of competent jurisdiction, or in an action brought as provided in section
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Thus, the states were chosen to provide sufficient diversity in for-
mation procedures to discern whether different formation processes
might influence the compliance rate for nonprofits. The hope is that
although the IRS may have eschewed its duty to determine if Stream-
lined Application filers have met the Organizational Test, this study
might chart a path for how states might step into the regulatory void
and ensure that charities comply with the Organizational Test. Ulti-
mately, this study may provide what might best be described as the
best practices for nonprofit state formation schemes.

3. Determining the Sample

Given the number of charities that obtained tax-exempt status
with the Streamlined Application,'”* I decided to review a random
sample of the organizations from each state. Using Excel’s “=Rand()”
function (otherwise known as the Mersenne Twister!’?), I generated
random numbers between zero and one for each organization formed
in a given state.'”> The entities were then sorted using the resulting
random numbers, and I analyzed the first 100 for each state. With the
help of the University of Tennessee College of Law librarians, I pulled
the formation documents for each of the 500 entities in the sample for
review. The results of the review are set forth in the following Section.

B. The Data
1. Florida: The Sunshine State

True to its nickname, the Florida Department of State’s Division
of Corporations website is appropriately bright and colorful.!”* The
upper left corner of the website features a golden yellow and orange
ombré logo, cheerfully welcoming visitors to “sunbiz.org.””> Directly
below the logo is a link entitled “Start a Business,” and to form a
nonprofit corporation, visitors select “Non-Profit Corporation” from a

1702.50 of the Revised Code for the purpose of winding up the affairs of the corpo-
ration under the supervision of the court[.]
Id.

171 In 2018, the year that I reviewed, there were 4,189 charities that obtained tax-exempt
status in Florida, 330 in Idaho, 1,298 in Maryland, 1,896 in North Carolina, and 2,061 in Ohio. A
detailed spreadsheet containing all study data is on file with the author.

172 For more information on this function, see RAND Function, MICROSOFT: SUPPORT,
https://support.microsoft.com/en-us/office/rand-function-4cbfa695-8869-4788-8d90-021ea%f5be73
[https://perma.cc/YLU9-YSMIJ].

173 Or more precisely, Dr. David Gras, a colleague at the University of Tennessee Haslam
School of Business, generated random numbers using the Mersenne Twister.

174 See FLa. DEP’T STATE: D1v. CoRPS., supra note 165.

175 [d.
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pull-down menu.'” The entire formation process is pleasant, user
friendly, and simple.

Once on the Division of Corporations’ page for forming a non-
profit corporation, a visitor has the option of reviewing filing instruc-
tions.!”7 Visitors are not required to review the instructions, but if they
do, they would find them clear and to the point, including provisions
that explain how to choose an appropriate name for the organization,
describe the role of a registered agent, and detail why an entity might
want to choose an effective date other than the filing date.'”® Impor-
tantly for this discussion, under the instruction topic titled “Corporate
Purpose,” the Florida Division of Corporations cautions filers to
“[c]heck with the IRS prior to filing for appropriate language for your
specific situation” if the organization intends to seek 501(c)(3) sta-
tus.'” If visitors were to follow this prompt, they might learn of the
provisions required by the Organizational Test. There is, however, no
reference on the Division of Corporations’ page to the Organizational
Test beyond this vague mention of “appropriate language.”'s°

Once the visitor returns to the formation webpage from the in-
structions page, the visitor is presented with a fill-in-the-blank form
that elicits all the information necessary to form a nonprofit corpora-
tion in the state of Florida. Notably, and despite the instructions’
warning that the IRS might require additional language, there is no
space for either the Limitation of Activities Clause or the Dissolution
Clause on the fill-in-the-blank form. If an incorporator wanted to in-
clude such provisions, they are presumably unable to use the online
form and must instead submit a paper version of the formation docu-
ment in person or through the mail. This procedure, however, is not
discussed on the Division of Corporations’ website.

Given the inability for an online filer to include either the Limita-
tion of Activities Clause or the Dissolution Clause in the provided
form, one might expect that the Florida based applicants (“Florida
Entities”) would largely fail the Organizational Test. Unfortunately,
this instinct is correct. Only 41.11% of the Florida Entities’ charter
documents contained provisions that met the Organizational Test.!8!

176 Id.

177 See Florida Non-Profit Corporation, FLa. Dep’T StatE: Drv. Cores., https:/
dos.myflorida.com/sunbiz/start-business/efile/fl-nonprofit-corporation/ [https:/perma.cc/SN2A-
XTPA].

178  See Instructions for Articles of Incorporation (FL Non-Profit), supra note 161.

179 [d.

180 See id.

181 Eric Franklin Amarante, Data Spreadsheet (Aug. 4, 2020) (on file with author). Inter-
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Of the nearly sixty percent of the Florida Entities that failed the Orga-
nizational Test, the vast majority simply neglected to include an ap-
propriate Limitation of Activities Clause or Dissolution Clause.!s?
Further, a few Florida Entities received tax exemption despite
problems more glaring and upsetting than merely failing the Organi-
zational Test. By way of example, according to its Streamlined Appli-
cation, the mission of a charity called “SWF MOPARS Plus” includes
activities that “promote the Mopar brand.”'s? Clearly, an organization
dedicated to the promotion of a for-profit brand'$* would not fulfill
the Organizational Test’s requirement of being exclusively operated
for charitable purposes. And despite this patently impermissible pur-
pose, this entity was awarded tax-exempt status.

Although a charity formed for the purpose of promoting a for-
profit brand is clearly antithetical to any purported charitable pur-
pose, that organization is not the most egregiously profit-motivated
organization of the Florida Entities. That claim goes to a charity called
“Housing Initiative of Florida Corp,” an organization that claims in its
Streamlined Application to “provide a pathway to homeownership to
at-risk residents of Florida.”'s5 Despite this facially acceptable mission
statement, the entity was formed as a for-profit corporation.'®® This is
troubling for a number of reasons. First, it is important to note that, as
a for-profit entity, Housing Initiative of Florida Corp was not eligible
to use the Streamlined Application. As the instructions to the Stream-
lined Application clearly state, if any organization answers “yes” to
any question set forth on the Form 1023-EZ Eligibility Worksheet, the
organization is “not eligible to apply for exemption under Section
501(c)(3) using” the Streamlined Application.'” Question eight of the
Form 1023-EZ Eligibility Worksheet is “[a]re you formed as a for-

estingly, of the 100 organizations based in Florida that received tax-exempt status by filing a
Streamlined Application, we could only confirm that ninety of the organizations were actually
formed in the state. These other entities are either formed in another state or not formed at all.
If the latter, then the compliance rate for Florida based Streamlined Application filers would be
even lower (approximately thirty-seven percent). Due to the unknown nature of these missing
entities, however, they did not factor into the 41.11% approval rate.

182 Amarante, supra note 181.

183 Id.

184 “Mopar” is the parts, service, and customer care division of Fiat Chrysler Automobiles.
See Our Story Mopar—Here to Serve You, MoPAR, https://www.mopar.com/en-us/lifestyle/
about-mopar.html [https://perma.cc/EQN3-4K8B].

185 Amarante, supra note 181.

186 See Detail by Entity Name: Housing Initiative of Florida Corp, FLA. DEP'T STATE: D1v.
Corps., https://search.sunbiz.org/Inquiry/CorporationSearch/ByName [https:/perma.cc/U44J-
2FYC] (enter “Housing Initiative of Florida Corp” into the search bar; then click the first entry).

187 IRS, U.S. DeEpP’T oF TREASURY, supra note 35, at 13.
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profit entity?”'8 But beyond using an application form for which it
was not eligible, a for-profit corporation’s structure is incompatible
with one of the fundamental characteristics of nonprofit entities: that
nonprofits must not have residual owners (i.e., in the case of corpora-
tions, shareholders).!®® Thus, this organization obtained tax-exempt
status from the IRS despite (1) using the Streamlined Application
when it failed to satisfy the eligibility requirements of the Form 1023-
EZ Eligibility Worksheet, (2) failing to include either a Limitations of
Activities Clause or Dissolution Clause, and (3) incorrectly attesting
that its formation documents contained both a Limitations of Activi-
ties Clause or Dissolution Clause.'® Perhaps most upsetting is the fact
that the IRS, with minimal review, would have easily identified the
shortcomings of this application. There is little urgency to remedy this
oversight, as this organization was administratively dissolved by the
Florida Division of Corporations for failing to file its annual report,'!
but it provides a particularly salient example of the Streamlined Ap-
plication’s embarrassing failure to sufficiently vet applicants.

Ultimately, almost sixty percent of the Florida Entities received
tax-exempt status despite the fact that the most minimal of scrutiny
would have uncovered the applicants’ shortcomings.'*> The IRS’s fail-
ure to design an application that adequately vets applicants, combined
with Florida’s lack of guidance regarding the Organizational Test, re-
sults in an embarrassingly low compliance rate.

2. Idaho: The Gem State'%?

Idaho’s Secretary of State has a well-designed website featuring
the handsome photographs of the state capitol building, freely running

188 Id. at 14, no. 8.

189 Hansmann, supra note 52, at 845.

190  Amarante, supra note 181.

191 See Detail by Entity Name: Housing Initiative of Florida Corp, supra note 186 (noting
that the “Last Event” was “ADMIN DISSOLUTION FOR ANNUAL REPORT”).

192 Amarante, supra note 181.

193 The origin of Idaho’s name is a fascinating tale of how a conjured word that sounded
Indian became the name of one of the United States. In the mid-nineteenth century, the name
was proposed for the territory that would eventually become Colorado, with the incorrect
understanding that “Idaho” was a Shoshone word for “Gem of the Mountain.” See Merle W.
Wells, Origins of the Name “Idaho” and How Idaho Became a Territory in 1863, at 1-3, https:/
digitalatlas.cose.isu.edu/geog/explore/essay.pdf [https:/perma.cc/67R7-VPSW]. Once Congress
learned that “Idaho” was not an Indian word, it was set aside in favor of “Colorado.” Id. at 3.
But a few years later, no doubt distracted by the coming Civil War, Congress adopted the name
for a new territory that would become the state of Idaho. See id.; James Dawson, How Did Idaho
Get That Name?, Boise StaTE PuB. Rapbio News (May 2, 2018, 6:12 AM), https:/
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horses, and Idaho’s Lava Hot Springs.'** The page features Lawrence
Denney, Idaho’s Secretary of State, cheerfully stating that one of his
goals include “simplicity” and to provide online services to “make[] it
easier to start and run a business in Idaho.”'*> No doubt in this spirit,
the process of forming a nonprofit corporation is quite simple. After a
few clicks, a visitor hoping to form a nonprofit corporation quickly
lands upon a user-friendly form consisting of fill-in-the-blank
prompts.’° Similar to Florida, the formation process in Idaho requires
the usual formation requirements (corporate name, registered agent
name and address, etc.).!” But this is where the similarities end. Idaho
departs from Florida, and perhaps succeeds where Florida fails, by
including a specific reference to one of the requirements of the Orga-
nizational Test: the Dissolution Clause. After eliciting some standard
information about the charity, the form provides the following choices
under a topic entitled “Asset Distribution on Dissolution”:

FIGURE. ASSET DISTRIBUTION ON DISSOLUTION

Article 5: Asset Distribution on Dissolution

Upon dissolution the assets shall be distributed: *

the residual assets of the Corporation (after all creditors of the Corporation have been paid), shall be
distributed to the members prorated in accordance with their respective membership interests.
all assets will be distributed to another nonprofit organization with a similar purpose.

other asset distribution:

The asterisk, as seen in the Figure, indicates that the question is
required. Thus, before they are even formed, nonprofit corporations
in Idaho are confronted with the IRS’s requirement of a Dissolution
Clause, with at least one of the three choices fulfilling the Organiza-

www.boisestatepublicradio.org/post/how-did-idaho-get-name#stream/0 [https://perma.cc/3WGD-
N5FG].
Senator James S. Green had noted that “Idaho is a very good name. In the Indian
language it signifies ‘Gem of the mountains’.” Lane had dissented: “I do not be-
lieve it is an Indian word. It is a corruption. No Indian tribe in this nation has that
word, in my opinion.” Then he reemphasized his point: “It is a corruption certainly,
a counterfeit, and ought not to be adopted.”
Wells, supra, at 2.
194 IpAHO SEC’Y STATE, https://sos.idaho.gov [https:/perma.cc/Y22C-EHP3].
195 Id.
196 Forms, IpaHO SEC’Y STATE, https://sosbiz.idaho.gov/forms/business [https:/perma.cc/
GML2-J5R6].
197 Articles of Incorporation (Nonprofit), IpaHo SEC’Y STATE, https:/sosbiz.idaho.gov/
forms/new/282 [https://perma.cc/2PPY-AM4R].
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tional Test.'®8 Unfortunately, if the goal of the Idaho Secretary of
State is to promote compliance with the Organizational Test, the web-
site only meets that goal halfway, as there is no suggested language for
a Limitation of Activities Clause.

If the experience in Florida is any guide, a reasonable person
might assume that the organizational documents of Streamlined Ap-
plication filers hailing from Idaho (“Idaho Entities”) likely contain an
appropriate Dissolution Clause but likely do not contain a Limitation
of Activities Clause. This assumption is supported by the study. In the
sample of Idaho Entities, the Idaho Secretary of State’s prompt for a
Dissolution Clause appears to have helped with compliance, as
89.61% of the Idaho Entities boasted an appropriate Dissolution
Clause.'"”® And perhaps due to the failure of the Idaho Secretary of
State to include any prompt regarding the Limitation of Activities
Clause, only 22.08% of the Idaho Entities had a sufficient Limitation
of Activities Clause.?® A handful of organizations—thirteen, to be
precise—were not found on the Idaho Secretary of State website, sug-
gesting that the organizations are either formed in another state or
were never formed at all.>!

Similar to Florida, there were a number of remarkable entries.
For example, there were a surprising number of unincorporated orga-
nizations that registered with the state of Idaho.?> An unincorporated
organization is one that is not formally formed with the state. In this
dataset, there were ten unincorporated associations that ultimately re-
ceived 501(c)(3) status through the Streamlined Application.2 Al-
though the Streamlined Application specifically states that it is
permissible for an unincorporated association to use the form to ob-
tain tax-exempt status,?** there is no way to check the Organizational
Test compliance of such filers because they are not required to file
organizational documents with the state.2> Thus, although I could lo-
cate such organizations and confirmed they exist in Idaho, I did not

198 The second choice fulfills the Dissolution Clause requirement of the Organizational
Test. The third might also fulfill the requirement, depending on how the entity describes the
“other asset distribution.” See IRS, U.S. DEP’T oF TREASURY, supra note 11, at 70.

199  Amarante, supra note 181.

200 [d.

201 [d.

202 [d.

203 [d.

204 IRS, U.S. DeP’T OF TREASURY, supra note 13, pt. I1, line 1, at 1 (“To file this form, you
must be a corporation, an unincorporated association, or a trust.”).

205 See Alvarez & Tremblay, supra note 26, at 364.
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include them in the calculation of compliance because I was unable to
review their formation documents.?%

Although a significant number of Idaho’s Streamlined Applica-
tion filers included adequate Dissolution Clauses in their formation
documents, a number of the organizations that failed to do so are
worth particular attention. For example, an organization called “Zion
Church Corp,” dedicated to “teach, train and equip Christians the
Holy Bible and to disciple Christians to follow Jesus Christ’s example
of carrying for the poor, sick, and lost,” boldly stated in its formation
documents that upon dissolution, the assets of the charity “shall be
distributed to the members prorated in accordance with their respec-
tive membership interests.”??” This is an obvious violation of the
Nondistribution Constraint. In case there is any doubt, the Treasury
Regulations specifically state that “an organization does not meet the
[O]rganizational [T]est if its articles . . . provide that its assets would,
upon dissolution, be distributed to its members or shareholders.”208
Thus, this provision, which specifically permits the organization to dis-
tribute assets to its members, should serve as a glaring red flag for any
reviewer. After all, under this provision, the organization could obtain
tax-exempt status, solicit tax-deductible donations, institute dissolu-
tion procedures, and divide the donated funds among its members.
This is a clear failure to comply with the Organizational Test, one that
would be discovered by even the most cursory of reviews. And yet,
Zion Church Corp obtained tax-exempt status through the Stream-
lined Application.?®

Sadly, this organization was not an outlier in Idaho. In a clear
violation of the Organizational Test, a charity called “Twin Falls
County Beef Awards Committee Inc.,” dedicated to organizing an
awards banquet for a livestock show, plans to distribute assets upon
dissolution to beef show participants.?'® In another example, a charity
called “Central Idaho Amateur Radio Club,” dedicated to promoting
an amateur emergency communications system, plans to distribute all
assets upon dissolution “in equal shares, among the members” of the
charity.?'" And perhaps most upsettingly, the assets of a charity called
“Transparensee,” with a mission of educating the public on civic mat-

206 Amarante, supra note 181.

207 Id.

208 Treas. Reg. § 1.501(c)(3)-1(b)(4) (2020).
209 Amarante, supra note 181.

210 [d.

211 [d.
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ters, will distribute all assets upon dissolution to a single person, the
incorporator and a director of the charity.?’> To make the obvious
plain, the founder of Transparensee could raise tax-deductible dona-
tions with the express blessing of the federal government and simply
keep all the funds upon dissolution. This is not only a clear violation
of the Organizational Test, but it is precisely what the Dissolution
Clause requirement is designed to avoid—the distribution of charita-
ble assets to insiders.

3. Maryland: The Old-Line State

The Maryland Secretary of State website for business formation,
like Florida’s and Idaho’s, is very user friendly.? It is also quite wel-
coming, with a front page boasting a picturesque photo of downtown
Berlin, Maryland, a small town near the Maryland coast with a charm-
ing main street.?'# Navigation of the website is intuitive, and a visitor
will quickly find themselves in the throes of entity formation. Like for
Florida and Idaho, a visitor is asked to enter general information re-
quired for state formation, but Maryland takes a very different ap-
proach to the Organizational Test. Unlike Florida (which was
completely silent on the provisions necessary to pass the Organiza-
tional Test) and unlike Idaho (which provided a prompt for the Disso-
lution Clause but failed to provide any help regarding a Limitation of
Activities Clause), an incorporator in Maryland is shown the following
language:

No part of the net earnings of the corporation shall inure to

the benefit of, or be distributable to its members, trustees,

officers, or other private persons, except that the corporation

shall be authorized and empowered to pay reasonable com-
pensation for services rendered and to make payments and
distributions in furtherance of the purposes set forth in Arti-

cle Third hereof. No substantial part of the activities of the

corporation shall be the carrying on of propaganda, or other-

wise attempting to influence legislation, and the corporation
shall not participate in, or intervene in (including the pub-
lishing or distribution of statements) any political campaign

on behalf of or in opposition to any candidate for public of-

fice. Notwithstanding any other provision of these articles,

the corporation shall not carry on any other activities not

212 [d.

213 See Mp. Bus. EXPRESs, supra note 163.

214 See BErRLIN WELCcOME CrtR., https://www.berlinmainstreet.com/ [https:/perma.cc/
U4EC-JGE2].



484 THE GEORGE WASHINGTON LAW REVIEW [Vol. 90:445

permitted to be carried on (a) by a corporation exempt from
federal income tax under Section 501(c)(3) of the Internal
Revenue Code, or the corresponding section of any future
federal tax code, or (b) by a corporation, contributions to
which are deductible under Section 170(c)(2) of the Internal
Revenue Code, or the corresponding section of any future
federal tax code.

Upon the dissolution of the corporation, assets shall be dis-
tributed for one or more exempt purposes within the mean-
ing of Section 501(c)(3) of the Internal Revenue Code, or the
corresponding section of any future federal tax code, or shall
be distributed to the federal government, or to a state or lo-
cal government, for a public purpose. Any such assets not so
disposed of shall be disposed of by a Court of Competent
Jurisdiction of the county in which the principal office of the
corporation is then located, exclusively for such purposes or
to such organization or organizations, as said Court shall de-
termine, which are organized and operated exclusively for
such purposes.
I acknowledge that I have read the above provisions
statement.?!>

This language, a basic Limitation of Activities Clause and Disso-
lution Clause, easily meets the Organizational Test. Interestingly, a
visitor is presented with a check box to acknowledge the provisions,
and such acknowledgment is not optional. The website does not per-
mit a visitor to continue without acknowledging the provisions, and
there is no option to not acknowledge the provisions. Most impor-
tantly, upon formation, these provisions are automatically included in
the charter documents of nonprofits formed in Maryland. In other
words, if an incorporator uses the online formation process in Mary-
land, it is impossible for the entity to form a nonprofit that does not
comply with the Organizational Test.

As a result, one might predict that Maryland-based Streamlined
Application filers will boast a high Organizational Test compliance
rate. The data support this prediction, as 94.38% of Maryland’s
Streamlined Application filers in the dataset (the “Maryland Enti-

215 See Mp. STATE DEP'T ASSESSMENTs & TAX’N, supra note 167, at 1-2. The online forma-
tion process is interactive and involves multiple steps with a new webpage provided at each
stage. This Article provides the PDF version of the formation process for ease of reference. The
PDF version does not explicitly include the acknowledgments check box as part of the form,
unlike the online formation process; however, the information requested through both channels
is the same.
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ties”) met the Organizational Test.2¢ In fact, the only organizations
that failed the Organizational Test were an entity that was formed as a
for-profit corporation;?’” an organization that intended to form a
501(c)(6) entity, which is the category for business leagues, such as a
chamber of commerce;?'® and an organization that filed its own char-
ter document without using the form on the Maryland Secretary of
State’s website.?!®

4. North Carolina: The Tar Heel State??°

The North Carolina Secretary of State website is a bit more aus-
tere than the other states in this study, with a tastefully subtle back-
ground featuring a picturesque lighthouse peeking over reeds on the
North Carolina coast.??! The website is, appropriately, highlighted by
Carolina Blue.?>? Unlike the other Secretary of State websites in this
study, a visitor interested in forming a nonprofit corporation in North
Carolina is not led to an online fill-in-the-blank form.22> Rather, a visi-
tor is offered a PDF file for completion®** and submission either in
person, traditional mail, or an online portal.??s

216 Amarante, supra note 181. Like Florida and Idaho, there were some organizations for
which formation documents were not found on the Maryland Secretary of State website. More
specifically, the Maryland dataset included eleven entities that could not be located. These enti-
ties were not included in the calculation of compliance rate.

217 Id. This entity, “Wheelbound Warriors,” is dedicated to providing transportation for
disabled persons.

218 ]d. This entity is called “Veteran Women Chamber of Commerce Inc.”

219 Id. This entity is called “Women for Democracy and Peace in Africa.”

220 See generally HuGH TALMAGE LEFLER & ALBERT RAY NEWSOME, NORTH CAROLINA!:
THE HisTorY OF A SOUTHERN STATE (3d ed. 1973). All apologies to the Blue Devils of Duke
University, the Mountaineers of Appalachian State University, and the alums of any other
school in North Carolina. The origin of the “Tar Heel” nickname is likely due to the fact that
North Carolina was historically known as the leading producer of various naval stores derived
from North Carolina’s pine forests. See Steve Case, State Names and Nicknames, NCPEDIA (June
1, 2007), https://www.ncpedia.org/name-carolina-and-nicknames-old [https:/perma.cc/PM2G-
6W5P] (“North Carolina led the world in the production of naval stores from about 1720 to 1870,
and it was this industry which gave to North Carolina its nickname . . . .” (quoting LEFLER &
NEWSOME, supra, at 97)).

221 N.C. SEC’Y STATE, https://www.sosnc.gov/ [https://perma.cc/CP43-ZAWL].

222 ]d. Once again, apologies to the North Carolina-based alums and fans of schools other
than the University of North Carolina.

223 See supra notes 174-219 (highlighting the fill-in-the-blank forms of Florida, Idaho, and
Maryland); see also infra text accompanying notes 252-77 (discussing the Ohio fill-in-the-blank
form).

224 See Form N-01, supra note 168.

225 See Forms, N.C. SEC’Y STATE, https://www.sosnc.gov/forms/by_title/_Business_Registra-
tion_Nonprofit_Corporations [https://perma.cc/QJ58-E4CQ)].
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Similar to the fill-in-the-blank online forms of Florida,??¢ Idaho,?”
and Maryland,?*® the North Carolina form requires the nonprofit or-
ganization’s name, the name and address of its registered agent and
incorporator, and the address of the organization’s principal office.??°
Although there is no prompt for the Limitation of Activities Clause in
the document, item seven strongly suggests inclusion of a Dissolution
Clause by stating that “[a]ttached are provisions regarding the distri-
bution of the corporation’s assets upon its dissolution.”?* To the ex-
tent an entity wishes to include a Limitation of Activities Clause, item
eight provides that an attachment might contain “[a]ny other provi-
sions which the corporation elects to include.”?*' Unique to the states
included in this study, the instructions for item seven reference a sepa-
rate document, Form N-14, which provides “sample provisions”?32 for
entities interested in obtaining tax-exempt status.?*> Although Form
N-14 is a little out of date,?** these provisions include language that
satisfies the Organizational Test. More specifically, Form N-14 in-
cludes the following Limitation of Activities Clause:

No part of the net earnings of the corporation shall inure to

the benefit of or be distributable to, its members, directors,

officers, or other private persons except that the corporation

shall be authorized and empowered to pay reasonable com-
pensation for services rendered and to make payments and
distributions in furtherance of purposes set forth in these ar-
ticles of incorporation. No substantial part of the activities of

226 See supra notes 174-85.

227 See supra notes 193-212.

228 See supra notes 213-19.

229 See ForMm N-01, supra note 168.

230 Id.

231 Id.

232 Id. (“Attach the provisions for the nonprofit regarding the distribution of assets upon
dissolution. Form N-14 has sample provisions for your use as a guide.” (emphasis omitted)).

233 See Bus. REGISTRATION D1v. N.C. SEC’Y STATE, 501(c)(3) ATTACHMENT—GENERAL
INFORMATION [hereinafter Form N-14], https://www.sosnc.gov/forms/by_title/_Business_Regis
tration_Nonprofit_Corporations [https:/perma.cc/QJ58-E4CQ] (click on “Tax Exempt Status in-
formation”) (“The attached provisions may be incorporated by reference into articles of incor-
poration of a nonprofit corporation . . . only if the corporation is intended to be tax-exempt
under Section 501(c)(3) of the Internal Revenue Code . . . .” (emphasis omitted)).

234 The document is dated May 1997. Id. One example of the document’s outdatedness is
the fact that it references “twenty-seven categories of organizations which are exempt from fed-
eral taxation.” Id. There are now at least twenty-nine different categories of tax-exempt entities.
See Types of Tax Exempt Organizations, TAXSLAYER PrRo SuppPoORT, https://support.taxslayer
pro.com/hc/en-us/articles/360009293933-Types-of-Tax-Exempt-Organizations [https://perma.cc/
5486-S2TR] (displaying a list of thirty-seven types of tax-exempt organizations, thirty-four of
which file as 501(c)).
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the corporation shall be the carrying on of propaganda or
otherwise attempting to influence legislation, and the corpo-
ration shall not participate in or intervene in (including the
publishing or distribution of statements) any political cam-
paign on behalf of or in opposition to any candidate for pub-
lic office. Notwithstanding any other provisions of these
articles, the corporation shall not carry on any other activi-
ties not permitted to be carried on (a) by a corporation ex-
empt from federal income tax under Section 501(c)(3) of the
Code or (b) by a corporation, contributions to which are de-
ductible under Section 170(c)(2) of the Code.?

Form N-14 also contains the following language, which clearly satisfies
the Organizational Test’s requirement for a Dissolution Clause:

Upon the dissolution of the corporation, the Board of Direc-
tors shall, after paying or making provision for the payment
of all of the liabilities of the corporation, dispose of all of the
assets of the corporation exclusively for the purposes of the
corporation in such manner, or to such organization or orga-
nizations organized and operated exclusively for religious,
charitable, educational, scientific or literary purposes as shall
at the time qualify as an exempt organization or organiza-
tions under Section 501(c)(3) of the Code as the Board of
Directors shall determine, or to federal, state, or local gov-
ernments to be used exclusively for public purposes. Any
such assets not so disposed of shall be disposed of by the
Superior Court of the county in which the principal office of
the corporation is then located, exclusively for such purposes
or to such organizations, such as the court shall determine,
which are organized and operated exclusively for such pur-
poses, or to such governments for such purposes.?3

This approach is dramatically different from the other states in this
study. It is certainly a far cry from the hands-off approach of Florida,
which provided no guidance with respect to either a Limitation of Ac-
tivities Clause or a Dissolution Clause.?®” Further, it eschews Mary-
land’s approach of making inclusion of Organizational Test provisions
mandatory.?*® And unlike Idaho, which provided a prompt and sample
language for a Dissolution Clause,?*® North Carolina provides provi-
sions for both the Limitation of Activities Clause and the Dissolution

235 See ForMm N-14, supra note 233, at 2.

236 ]d. at 3.

237 See supra notes 174-85.

238 See supra notes 213-19.

239 See Articles of Incorporation (Nonprofit), supra note 197.
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Clause, albeit on a separate document.?* Finally, unlike Ohio, North
Carolina does not have a statutory provision that mandates the distri-
bution of assets upon dissolution.?*!

Thus, a visitor forming a nonprofit corporation in North Carolina
must download the articles of incorporation form,?*> download the
separate form to learn about and obtain the provisions required by the
Organizational Test,>* and submit both forms to the North Carolina
Secretary of State. Because this requires a bit more work than the
other states, one might predict a lower instance of Streamlined Appli-
cation filers passing the Organizational Test. North Carolina, however,
performed surprisingly well, with 95.45% of the Streamlined Applica-
tion filers including appropriate Dissolution Clauses in their forma-
tion documents, and 80.68% of the applicants including an
appropriate Limitation of Activities Clause.?** In fact, of the five
states analyzed in this study, North Carolina boasted the highest per-
centage of entities with appropriate Dissolution Clauses.?* This is
quite remarkable, given that Maryland’s online form required inclu-
sion of appropriate provisions, where North Carolina expects filers to
consult a separate form.

Another interesting aspect of the North Carolina results is the
difference between the success rate with respect to the Dissolution
Clause (95.45%) and the Limitation of Activities (80.68%).24¢ Even
though the appropriate language for both provisions were included on
Form N-14, a higher number of entities only adopted the Dissolution
Clause language.?*” This might be attributable to the fact that North
Carolina’s articles of incorporation form includes a specific reference
to the Dissolution Clause requirement (“Attached are provisions re-
garding the distribution of the corporation’s assets upon its dissolu-
tion”), while not specifically mentioning the Limitation of Activities
Clause.?* If this is true, there appears to be a fairly simple fix: include

240 See ForMm N-14, supra note 233.

241 See OHio Rev. CopE ANN. § 1702.49(D)(2) (West 2021).

242 Form N-01, supra note 168.

243 See ForMm N-14, supra note 233.

244 Amarante, supra note 181. Similar to the other states in this study, there were a number
of entities that could not be located. Specifically, I was only able to locate the formation docu-
ments of eighty-eight of the 100 entities in the sample group.

245 Id.

246 [d.

247 Id.

248 Rather, the prompt indicates that “[a]ny other provisions which the corporation elects
to include are attached.” Form N-01, supra note 168.
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a specific reference to a Limitation of Activities Clause similar to the
Dissolution Clause reference.

Finally, despite its high success rate, the North Carolina sample
contained a few entities worth separate discussion. Of most interest to
this Article is “Sticks and Stones Curling,” a charity dedicated to the
sport of wheelchair curling.?* This entity apparently followed the pro-
cedures as intended, as the dissolution language mirrored the sample
language provided by the Form N-14.2° For some reason, however,
the entity appended the following language to the end of the Dissolu-
tion Clause: “Any assets remaining in the hands of the Organization
that constitute dues or contributions from its members, if any, shall be
distributed to the contributing members, if any, pro rata.”?! This lan-
guage, a clear violation of the prohibition against distributing assets to
members, effectively undoes the sample dissolution language and
hence this organization should not have been awarded charitable sta-
tus. Thus, although the language provided on Form N-14 resulted in a
high rate of compliance, it does not prohibit an entity from elaborat-
ing on a Dissolution Clause in a manner that results in
noncompliance.

5. Ohio: The Buckeye State?>?

Although a bit less flashy than the other states in this study, the
Ohio Secretary of State website is no less user friendly.>>* Like the
other online portals, the Ohio Secretary of State elicits all the neces-
sary information for formation, including the charity’s name, address,
and information about the registered agent.>>* In addition, a filer is
given the opportunity to include “any attachment(s) that you wish to
submit with your business filing.”?> A savvy filer would probably use
this opportunity to include the provisions necessary to comply with

249 Amarante, supra note 181.

250 Id.

251 [d.

252 See Ohio’s State Nickname, Ownio Hist. CENT., https://ohiohistorycentral.org/w/
Ohio%?27s_State_Nickname [https://perma.cc/6S83-CHTY] (“Ohio is commonly referred to as
the Buckeye State due to the prevalence of Ohio Buckeye trees within the state’s borders.”).
Similar to North Carolina, I feel compelled to apologize to Ohioans with allegiances to schools
other than The Ohio State University.

253 OwnIo SEC’Y STATE, https://www.sos.state.oh.us/ [https:/perma.cc/W2C8-Y524].

254 For more information, one can utilize the login at Ohio Business Filings, Ouio SEC’Y
STATE, https://bsportal.ohiosos.gov/ [https:/perma.cc/XBV8-B7Z9].

255 [nitial Articles of Incorporation (Nonprofit, Domestic Corporation), OHIO SEC’Y STATE,
https://bsportal.ohiosos.gov/OBCFiling/forms/frmAttachStep3.aspx  [https://perma.cc/9QVS5-
XX9T].
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the Organizational Test, but there is no indication on the Ohio Secre-
tary of State website that this is the purpose of the attachment.
Rather, a hyperlink entitled “why would I need an attachment” indi-
cates that a filer may wish to (1) explain why the organization has a
name similar to another entity (or why the organization’s name uses
the words “bank” or “trust”), (2) include required forms for providing
housing for youth, (3) include something called “business informa-
tion,” or (4) include more representatives of the organization.2
Given the results of the previous four states, the fact that the
Ohio Secretary of State formation process fails to provide a sample
Dissolution Clause or Limitation of Activities Clauses suggests that
the Streamlined Application filers from Ohio in the dataset (the
“Ohio Entities”) will not likely comply with the Organizational Test.
After all, the high compliance rate in North Carolina might be attrib-
uted to the Form N-14 and the prompts within the form formation
document,®” and the high compliance rate of Maryland is likely due to
the mandatory inclusion of a Limitation of Activities Clause and Dis-
solution Clause.>® Here, similar to Florida, there is no prompt
throughout the formation process that references either to the Limita-
tion of Activities Clause or the Dissolution Clause,?®® and as one
might expect, the compliance rate is very similar to Florida’s.?®® While
41.11% of Florida filers boasted an appropriate Dissolution Clause,
that number is 40.23% for Ohio Entities.?*! Similarly, exactly one-

256 Id. The exact language in the “why would I need an attachment?” pop-up window is as
follows:
Some of the reasons to add an attachment would be in the following situations:
* The business name you have selected is already in use in Ohio, then you must
upload the Consent for Use of a Similar Name form (Click here to obtain form 590
in pdf format) to proceed with the business filing.
* The business name contains a word such as “bank” or “trust” then you need to
upload a letter from the Ohio Commerce Division of Financial Institutions to use
the name.
* The purpose of your business is to provide housing to youth, then you will need
to upload a letter from the Ohio Department of Job and Family Services with ap-
proval to start your business.
* The business information would not fit in the text fields provided on this system
and you need additional space to provide additional information.
* There are more than 3 representatives authorizing the filing of this form.
Id.
257 See supra text accompanying note 235; Form N-14, supra note 233.
258 See supra text accompanying notes 213-19 (discussing the mandatory provisions in-
cluded in Maryland).
259 See supra text accompanying notes 174-85 (discussing the formation process in Florida).
260 Amarante, supra note 181.
261 [d.
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third (33.33%) of the Ohio Entities had compliant Limitation of Ac-
tivities Clauses, as compared to 41.11% for Florida.?6

These numbers, however, do not tell the entire story. As noted by
the instructions to the Streamlined Application, “the laws of certain
states provide for the distribution of assets upon dissolution” and as
such, “specific written language regarding distribution of assets upon
dissolution may not be needed in . . . those states.”?** As it happens,
Ohio is one of those states,?** along with Arkansas,>> California,2¢
Louisiana,?®?” Massachusetts,2® Minnesota,2®® Missouri,?”® and
Oklahoma.?” Each of these states have a statute that governs the ap-
propriate distribution provision of dissolving charities, and the IRS
has stated that organizations formed in those states “do not need a
dissolution provision” in their formation documents.?’? With respect
to Ohio’s statute, when a nonprofit dissolves, any assets not held in
trust “shall be applied so far as is feasible towards carrying out” the
nonprofit’s charitable purpose.?”? Thus, even without a Dissolution
Clause in the organization’s formation documents, the Organizational
Test would be met if the entity had an appropriate Limitation of Ac-
tivities Clause. It is important to note that the state statute does not
take precedence over any contrary language in the charter, so it would
be possible for an Ohio nonprofit to have an insufficient Dissolution
Clause if the entity including a bespoke clause that violated the Orga-
nizational Test.?”* With respect to the charter documents reviewed in
the Ohio dataset, however, there were no such conflicting dissolution
provisions.?”s

Given the statutory default in Ohio, the low compliance rate of
40.23% with respect to the Dissolution Clause requirement is mislead-

262 Id.

263 RS, U.S. DEP’'T OF TREASURY, supra note 35, at 5.

264 See Onio REv. CopE ANN. § 1702.49(D)(2) (West 2021).

265 See ARK. CODE ANN. § 4-33-1406 (2021).

266 See CaL. Corp. CoDE §§ 6717, 8716, 9680 (West 2021).

267 See LA. STAT. ANN. § 12:516 (2008).

268 See Mass. GEn. Laws ch. 180, § 11A (2021).

269 See MINN. STAT. §8§ 317A.701, .735 (2019).

270 See Mo. REv. StaT. § 352.210 (2020).

271 See OKLA. STAT. tit. 18, § 18-441-1201 (2010).

272 Rev. Proc. 82-2, 1982-1 C.B. 367-68.

273 See Onio REv. CoDE ANN. § 1702.49(D)(2) (West 2021).

274 See IRS, U.S. Dep’T oF TREASURY, supra note 35, at 5 (“State law does not override an
inappropriate dissolution clause. . . . [I]f you have an inappropriate dissolution clause (for exam-
ple, a clause specifying that assets will or may be distributed to officers and/or directors upon
dissolution), state law will not override this inappropriate clause . . . .” (emphasis omitted)).

275 Amarante, supra note 181.
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ing.?’¢ Due to the statute, this number is, effectively, 100%, because
only contradictory dissolution provisions in formation documents will
override the state statute. Ohio does not, however, represent an abso-
lute success story because the Ohio Entities included a Limitation of
Activities Clause at a much lower rate (33.33%).277

Finally, there are a number of specific entity formation docu-
ments in Ohio worth special scrutiny. For example, similar to Florida
and Maryland, Ohio’s dataset included a for-profit entity.?’ This en-
tity’s mission statement—to promote critical thinking, innovation, and
leadership—would appear to be appropriately charitable. But due to
its status as a for-profit corporation, this entity is not eligible for chari-
table status.?””

6. Summary of Findings

In sum, the data set in this study included five states with five
very different formation procedures. As noted above, the states in the
study were chosen to provide a diversity of approaches to formation.
One might imagine these states covering a spectrum of formation pro-
cedures, with one extreme providing neither sample language nor a
prompt for Organizational Test language (e.g., Florida)2%° and the
other extreme providing both a prompt and requiring appropriate lan-
guage (e.g., Maryland).28' Unsurprisingly, Florida boasted a very low
compliance rate and Maryland produced a very high compliance
rate.?82 Tables 1 and 2 on the following page summarize the differ-
ences in the formation processes for each state as well as the Organi-
zational Test compliance rate:

276 Id.

277 Id.

278 Jd.

279 See supra notes 187-89 and accompanying text.
280 See supra Section I11.B.1.

281 See supra Section III.B.3.

282 Amarante, supra note 181.
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TaBLE 1. STATE DATA: LIMITATION OF ACTIVITIES CLAUSE

CHARTER LIMITATION OF ACTIVITIES CLAUSE
STATE DOCUMENTS
AVAILABLE | Language Prompt Percentage
(out or100) | Provided Compliant
Florida 90 None None 41.11%
Idaho 77 None None 22.08%
Mandatory | Mandatory
Maryland 89 language language 94.38%
required required
Mandatory
Nort.h 88 . languag(? No specific 80.68%
Carolina included in prompt
separate form
Ohio 87 None None 33.33%

TaBLE 2. STATE DATA: DissoLuTiON CLAUSE

CHARTER Di1SSOLUTION CLAUSE
DOCUMENTS
STATE AVAILABLE | Language Prompt Percentage
(out or100) | Provided Compliant
Florida 90 None None 41.11%
Idaho 77 None Yes 89.61%
Mandatory | Mandatory
Maryland 89 language language 94.38 %
included included
Mandatory
North language o
Carolina 88 included in Yes 95.45%
separate form
Ohio 87 None* None 40.23%

* Note that Ohio has a statutory dissolution provision

IV. LEsSsONS FROM THE DATA

The National Taxpayer Advocate concluded its study by recom-
mending that the IRS amend the Streamlined Application to require
filers to include their organizational documents.?s> Because it takes

283 2 TAXPAYER ADVoC. SERV., IRS, supra note 23, at 17 (“The National Taxpayer Advo-
cate recommends that the IRS adjust Form 1023-EZ to require organizations to submit their
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very little time to review organizational documents for compliance
with the Organizational Test,?®* the assumption is that the IRS would
successfully identify entities with deficient documents. Given the des-
perate state of funding for the IRS,>> however, it is hard to imagine
the agency voluntarily taking on any additional responsibilities, no
matter how slight. Thus, although the National Taxpayer Advocate
recommendations are sound, they may not be feasible. And if that is
true, we may need to look somewhere other than the IRS if we hope
to improve the legal compliance of Streamlined Application filers.
With respect to Organizational Test compliance, this study suggests
that we might be able to look to state formation procedures.

The basic hypothesis is that states with less guidance regarding
the Organizational Test, in terms of suggested language and prompts,
will have lower rates of compliance with the Organizational Test. This
hypothesis is clearly supported by the data from Florida, where a lack
of either a prompt or suggested language resulted in some of the low-
est compliance rates in the study.?¢ It is true that the Limitation of
Activities Clause compliance rate in Florida (41.11%) is higher than
both Idaho (22.08%) and Ohio (33.33%),%” but Idaho’s Dissolution
Clause compliance rate towers above Florida’s (89.61% to 41.11%).288
Recall that Idaho includes a prompt for a Dissolution Clause and
completely ignores the Limitation of Activities Clause. If the hypothe-
sis is correct, then one would expect Idaho to exhibit higher rates of
compliance with respect to the Dissolution Clause and lower rates of
compliance with the requirement of a Limitation of Activities Clause.
As the results of the study show, this was dramatically true in Idaho,
which had 89.61% compliance with the Dissolution Clause require-
ment and 22.08% compliance with the Limitation of Activities Clause
requirement.?s?

At first blush, Florida seems to outperform Ohio with respect to
Dissolution Clause compliance (Florida’s 41.11% is slightly higher
than Ohio’s 40.23%).2° The only saving grace for Ohio is the state
statute that automatically ensures that all nonprofits formed in Ohio

organizing documents, unless they are available online at no cost, and require a narrative state-
ment of the organization’s activities and its financial information.”).

284 [d.

285 See supra note 10 and accompanying text.

286 Amarante, supra note 181.

287 Id.

288 Id.

289 Id.

290 [d.
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comply with the Dissolution Clause requirement.?*! Ohio’s functional
Dissolution Clause compliance rate of 100% easily outshines Flor-
ida.2”2 Thus, the results of Florida strongly suggest that states that pro-
vide neither a prompt nor suggested language will produce nonprofit
entities that are not compliant with the Organizational Test at a very
high rate.

The states that provide the most interesting lessons, however, are
not the states that performed poorly. Rather, the states that boasted
the highest compliance rates—Maryland and North Carolina—are
worth particular attention because they achieved high compliance
rates with dramatically different approaches to the formation process.
In short, Maryland requires all online filers to include provisions that
fulfill the Organizational Test, while North Carolina refers filers to a
separate form that provides suggested language for compliant provi-
sions. Each of these states’ approaches is discussed in more detail
below.

With a process that requires inclusion of provisions that comply
with the Organizational Test, there is little surprise in Maryland’s high
compliance rate of 94.38%.2°3 Thus, a reasonable conclusion from the
study might be to mimic Maryland’s practice. After all, outside of
North Carolina’s Dissolution Clause compliance rate of 95.45% (more
on this later), Maryland’s compliance rates are the highest in the
study.>** There is reason, however, to be wary of the Maryland’s ap-
proach. After all, the aspirations of the Organizational Test reach be-
yond mere compliance at formation. The intent of the Limitation of
Activities Clause is to influence how the organization actually oper-
ates by, for example, eschewing propaganda and political activity,?
and the Dissolution Clause is required in the hope that an entity will
permanently dedicate its assets to charitable purposes.?”® One concern
with the Maryland approach is that although requiring Organizational
Test provisions in the formation process will certainly result in techni-
cal compliance, it may fail to influence the actions of organizations if
the provisions were included in a thoughtless manner. In other words,
if an organization includes provisions merely because a box must be
checked, there is a chance that the leaders of the organization do not

291 See OHio REv. CoDE ANN. § 1702.49(D)(2) (West 2021).

292 Amarante, supra note 181.

293 Id.

294 [d. This does not include Ohio’s functional Dissolution Clause compliance rate of 100%.
295 See supra note 46 and accompanying text.

296 See supra notes 81-82 and accompanying text.
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truly know or understand the content of the provisions.?” And if the
entity leaders do not truly know or understand the provisions, then
the entity’s compliance with the Organizational Test is little more than
a symbolic victory.

The North Carolina results, however, provide another model of
compliance that might include more thoughtful inclusion of Organiza-
tional Test provisions. This is counterintuitive. After all, one might
reasonably assume that including vague prompts with a reference to a
separate document would result in, at best, middling compliance rates.
Indeed, I must admit that I was not optimistic in the success rate of
the North Carolina model. But North Carolina’s Limitation of Activi-
ties Clause compliance rate (80.68%) is second only to Maryland
(94.38%), and North Carolina’s Dissolution Clause compliance rate
(95.45%) barely edges out Maryland (94.38%).2%

The North Carolina results are both surprising and encouraging.
It is surprising because a sober consideration of North Carolina’s for-
mation process would suggest a low compliance rate. Or in the very
least, one would reasonably expect a rate lower than Maryland, a state
that literally will not let an incorporator form an entity online without
inclusion of Organizational Test provisions. In sharp contrast, North
Carolina’s articles of incorporation form direct the incorporator to
“[a]ttach the provisions for the nonprofit regarding the distribution of
assets upon dissolution” and note that “Form N-14 has sample provi-
sions for your use as a guide.”?* In other words, the only way an in-
corporator would even know about Form N-14 is if the incorporator
reads the instructions to the nonprofit formation document and fol-
lows the instructions’ suggestion to consult Form N-14. Further, to
comply with the Organizational Test, the incorporator must create a
separate document that includes the Limitation of Activities Clause
and a Dissolution Clause. Thus, the success of the North Carolina ap-
proach hinges on the incorporator finding the separate form, reading
it, comprehending it, drafting an attachment with the correct provi-
sions, and including the attachment with the filing. The fact that such a
convoluted process results in a success rate that rivals Maryland’s pro-
cess, which effectively does all this work if the incorporator merely
checks a box, is, in the very least, surprising.

297 See generally RicHARD H. THALER & Cass R. SunsTEIN, NUDGE: IMPROVING DECI-
sioNs ABouT HEaLTH, WEALTH, AND HaPPINESs (2008).

298 Amarante, supra note 181.
299 See ForMm N-01, supra note 168 (emphasis omitted).
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But, however surprising, this outcome is also quite encouraging.
This is especially true to those interested in ensuring thoughtful com-
pliance with the Organizational Test. The study results strongly sug-
gest that there are two potential models that ensure high rates of
compliance with the Organizational Test: the Maryland model and the
North Carolina model. Because there is a legitimate concern regard-
ing the relative passivity required by the Maryland model, policymak-
ers may have justifiable skepticism. For such policymakers, it is
encouraging to see North Carolina maintain such a high Organiza-
tional Test compliance rate despite requiring filers to engage in extra
work.

The one question posed by the study results in North Carolina is
the gulf between the Limitation of Activities Clause compliance rate
(80.68%) and the Dissolution Clause compliance rate (95.45%).3%° At
first blush, the difference is perplexing. After all, Form N-14 includes
a proposed Limitation of Activities Clause immediately before it pro-
vides the Dissolution Clause language.**! One potential reason for the
difference might be simple: the Dissolution Clause language stands
alone on page three, perhaps making it more easily copied for inclu-
sion in the formation filing.>2 Or perhaps it is because the instructions
to the formation document specifically refer to the Dissolution Clause
(in bold type, no less), whereas the instructions do not specifically ref-
erence the Limitation of Activities Clause.>*> This is all, however,
speculation. One thing we do know is that whatever North Carolina is
doing with respect to the Dissolution Clause is producing more com-
pliance than with respect to the Limitation of Activities Clause.>*
Thus, perhaps it would make sense to include a specific reference to
the Limitation of Activities Clause, similar to the reference to the Dis-
solution Clause, in the Instructions for Completing Articles of Incor-
poration.?*> More specifically, we might edit items seven and eight in
the instructions, which currently look like this:

Item 7 Attach the provisions for the nonprofit regarding

the distribution of assets upon dissolution. Form N-
14 has sample provisions for your use as a guide.

Item 8 Other provisions may address the purpose of the

corporation, the limitation of liability, etc. per stat-

300 Amarante, supra note 181.

301 See Form N-14, supra note 233.

302 Id.

303 Compare Form N-01, supra note 168, item 7, with Form N-01, supra note 168.
304 See supra note 300.

305 Forwm N-01, supra note 168.
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utes in Chapter 55 of the North Carolina General
Statutes.>0°

If the goal is to mimic the success of the Dissolution Clause compli-
ance rate, we might require incorporators to include the organiza-
tion’s Limitation of Activities Clause, rather than merely suggesting
its inclusion. Such a change might look like the following:
Item 7 Attach the provisions for the nonprofit regarding
the distribution of assets upon dissolution. Form N-
14 has sample provisions for your use as a guide.
Item 8 Attach the provisions for the nonprofit regarding
the limitation of activities to charitable purposes.
Form N-14 has sample provisions for your use as a
guide. You may also include other provisions, which
may address the purpose of the corporation, the
limitation of liability, etc. per statutes in Chapter 55
of the North Carolina General Statutes.

There is, of course, no guarantee that this change will result in
raising North Carolina’s Limitation of Activities Clause compliance
rate up to its Dissolution Clause compliance rate. There is reason,
however, to believe that North Carolina has, intentionally or not,
crafted a mechanism that is remarkably successful in creating compli-
ance with the Dissolution Clause.*” As such, it is logical to assume
that a similar approach might work for the other half of the Organiza-
tional Test. More enticingly, if other states follow North Carolina’s
lead in providing similar guidance to founders of future nonprofit cor-
porations, one could assume that it would help improve the overall
Organizational Test compliance rate nationwide.

CONCLUSION

An underfunded IRS has proven incapable of properly vetting
applications for tax-exempt status, a fact made most evident by the
IRS’s decision to implement the Streamlined Application, a wholly
inadequate tool to measure the worthiness of aspiring charities. As a
result, the IRS has awarded 501(c)(3) status to thousands of organiza-
tions that failed the Organizational Test.3¢

This does not have to be the case. Although Congress is unlikely
to begin properly funding the IRS in the foreseeable future, individual

306 Id.

307 See supra note 300.

308 For example, a 41.11% compliance rate in Florida amounts to 2,467 entities that re-
ceived tax-exempt status despite having insufficient provisions. Amarante, supra note 181.
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states can make changes to the nonprofit corporation formation pro-
cess that might help raise their respective Organizational Test compli-
ance rates. More specifically, by mimicking the formation processes of
Maryland and North Carolina, two states with high Organizational
Test compliance rates, other states can step into the regulatory void
left by the IRS.
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