
 

 
 

301 North Main Street, Suite 2405 ∙ Winston-Salem, NC 27101 
888.929.9499 ∙ www.outfitters4.com ∙ info@outfitters4.com 

1 
 

Introduction to Not-for-Profit Corporations 
By Doug Borwick, Ph.D., Founder and Former Director, Not-for-Profit Management Program/Salem College 

CEO/Outfitters4, Inc. 
 
What’s In a Name? 
The names by which the 501(c)(3) world are known are legion. Nonprofit, not-for-profit, third sector, voluntary 
sector, independent sector, social sector, public benefit sector, private public service sector, and (largely outside 
the U.S.) nongovernmental organization and civil society organization. 
 
Nonprofit is the most commonly used term. When a choice exists, Outfitters4 staff generally prefer not-for-
profit. Nonprofit implies that a lack of revenue is the defining characteristic of the sector. Not-for-profit in 
contrast is focused on the mission-centered nature of the work. It also helps highlight the many differences that 
exist between for-profit and not-for-profit management. But there is no functional difference between nonprofit 
and not-for-profit. And nonprofit is easier to say!  
 
However, both approaches try to define this work with a negative. That is the reason for the proliferation of 
terms attempting to replace or at least amplify upon them. To date no alternative has caught on, but each has 
merit in getting at one or more essential characteristics of the incorporated organizations that exist to serve the 
public good. 
 
Nonprofit Basics 
Three Sectors 
In the United States, generally speaking, there are three broad categories through which society organizes itself 
to get things done.  
 

Sector Constituency Motivation Accountability Function 
Government majority public good ballot box manage established order 
For-profit individuals  private gain 

(stockholders) 
balance sheet develop, provide goods & services 

Not-for-profit minority public good mission statement provide services, develop ideas,  
advocate change 

 
The table attempts to summarize them. The first is the government. Its constituency is the majority of the 
population. Its motivation is the public good. Its accountability is periodically through the ballot box, and its 
function is to manage the established order. My primary concern here is with the accountability column. With 
the government, at least in theory, there is an objective standard of accountability. Whoever receives the most 
votes wins. Since the Florida presidential election in 2000, this is less assumed and less obvious. However, the 
theory is still the basis for elections. 
 
Next is the for-profit corporation. Its constituency is individuals–stockholders, those people who own the 
corporation. Its motivation is private gain, and there is absolutely nothing wrong with private gain. Its 
accountability is in the balance sheet and income-expense statement, and its function is to develop and provide 
goods and services. With respect to accountability, it also has, in theory, an objective standard. One could tell if 
a corporation was successful by looking at its financial reports. However, just like with the government, over the 
last few years, things have transpired that make us question that both less true and less taken for granted. Still, 
theoretically, accountability in the for-profit world should be “judgeable” by an objective standard. 
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And, finally, there is the not-for-profit world. Its constituency is the minority but not ncessarily a minority in the 
sense we usually use the term. Here, the word simply means some subset of the total population that is less 
than 50%. The motivation is the public good. The accountability is through a mission statement, and its function 
is to provide services, develop ideas, and advocate for change.  
 
The purpose of discussing this is to be able to point out that accountability in the not-for-profit world differs 
significantly from that in the other two sectors. The mission statement, unlike the (theoretical) accountability 
standards in the for-profit world and in the government, is an abstract concept. There can be no objective 
measure of success. As a result, an argument can be made that management in the not-for-profit sector is 
inherently more difficult than in government or in the for-profit world. Before a not-for-profit makes any 
decisions about what it actually does, it has to translate that abstract concept into operational plans. This helps 
why planning is so important in the not-for-profit world. 
 
501(c)’s 
The organizations most commonly called nonprofits or not-for-profits are 501(c)(3) corporations. “501(c)(3)” 
designates the paragraph of the federal tax code that authorizes the tax-exempt status of these corporations. 
It’s at least moderately interesting to note that there are many other categories of not-for-profit corporation. 
There are entities in other tax code paragraphs: 501(c)(1), c2, c4, c5, c6, etc. But, the 501(c)(3) is the concern 
here. These are the categories the tax code lists as being included in 501(c)(3) status: charitable, religious, 
educational, scientific, literary, testing for public safety, fostering national or international sports competition, 
prevention of cruelty to animals. (Side note: The arts are not included in the list. The way that the arts qualify as 
501(c)(3) organizations is that by falling under education. 
 

--------------------- 
Legal Matters 
While charitable organizations existed in the United States long before anyone had even thought of inventing 
the income tax, it is the federal tax code that established the basis for the not-for-profit sector. The tax code 
confers certain benefits to not-for-profit corporations. In return, the government insists that those corporations 
be overseen by individuals who will ensure that the corporation is serving the public good. This is the 
fundamental reason for the existence of boards of directors in the not-for-profit world.  
 

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 compensation for services rendered . . . . 

 
This language comes from the tax code. While legalese can be entertaining on its own, this also serves to 
highlight the legal requirement that boards of directors are volunteers serving the public. 
 
Director/Trustees 
To be excruciatingly thorough, there are two different types of boards in the not-for-profit world. One is boards 
of directors. The other is boards of trustees. The technical distinction is that trustees are in charge of 
organizations that have considerable assets, like colleges and universities, or hospitals, and directors are in 
charge of all the rest. In everyday discussions, the terms often get used interchangeably, and that’s perfectly 
fine. The only time the distinction really matters is in the case of lawsuits. Then trustees are held to a higher 
legal standard of responsibility than are directors. 
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Board/Staff 
Traditionally, not-for-profit boards have been organized into standing committees. The board as a whole hires, 
evaluates, and supports the CEO (Chief Executive Officer)/Executive Director. (From a practical perspective, the 
terms have very similar meanings.) The CEO then is responsible for any other staff. 
 
Tax Issues 
Tax-Free Revenue 
The principal category of benefit of being a not-for-profit corporation has to do with taxes. Revenue coming into 
the organization is not taxed. For many, on first hearing, this doesn’t sound like a very exciting benefit. Yet the 
not-for-profit corporation is a corporation in the way that any for-profit corporation is, so, without this aspect of 
the tax law, it would be paying taxes on the income that it generates. 
 
Deductible Contributions 
Next is the mother of all perks for not-for-profit corporations–the fact that, when someone makes a donation, 
they are able to deduct the amount of that donation from their taxable income. It is important to remember 
that when an individual does take that deduction, the government is foregoing income and is therefore 
subsidizing the work of that not-for-profit based on the choice that the individual donor has made.  
 
Property Tax 
Owning property can be a blessing or a curse, or sometimes both. For those 501(c)(3)s that are blessed and 
cursed with real estate, in general, they don’t have to pay property tax on it. So long as the 501(c)(3) is using its 
property for its exempt purposes, there is no tax obligation. However, if it is being used for non-exempt 
purposes or even not being used, there is a good chance that the organization will have a property tax liability. 
This is a general observation from a non-specialist and, like everything in this discussion should not be taken for 
legal or financial truth. For particular expert advice, please see a particular expert. 
 
Sales and Use Tax 
When a not-for-profit is in the regular business of selling things, in general, there’s going to be a requirement to 
collect sales tax on those sales and transfer that money to the government. (Some exceptions exist and these 
vary from state to state.) The flipside of this is that a corporation that is recognized as 501(c)(3) by the federal 
government can apply to the state department of revenue for refunds on the sales tax it pays (or exemption 
from paying it at all) when it makes purchases. This is not an automatic benefit of attaining federal 501(c)(3) 
status, but it is something that is a possibility. 
 
Employment Taxes 
Employees of 501(c)(3)s are treated for individual tax purposes exactly like employees of for-profit corporations. 
The one exception to this is the spiritual leaders of religious organizations–pastors, priests, ministers, imams. 
They are treated as self-employed individuals. This has to do with the tradition of the separation of church and 
state and the notion that the power to tax is the power to destroy. With that one very small caveat, this 
particular issue is of vital importance to the legal status of not-for-profit corporations. It has been said that there 
is little better way to have US Marshals show up on the doorstep of individual members of a board of trustees or 
a board of directors than to have that corporation not file its tax returns and send in its tax payments in a timely 
fashion. Boards really need to pay attention to this one. 
 
UBIT (Unrelated Business Income Tax) 
Unrelated business income (income from activities not related to the organization’s mission), referred to as UBI,  
is subject tax–unrelated income business income tax, UBIT. Increasingly, not-for-profit corporations are 
generating income through activities that are not directly related to their exempt purpose. This is ok; however, 

mailto:info@outfitters4.com


 

301 North Main Street, Suite 2405 ∙ Winston-Salem, NC 27101 
888.929.9499 ∙ www.outfitters4.com ∙ info@outfitters4.com 

4 

like most things in life, there are rules that go along with it. First, and most importantly, the 501(c)(3) is 
responsible for reporting and paying income tax on this revenue, exactly like a for-profit corporation is. Second, 
it’s important that the amount of income that is not related (in other words, that is unrelated business income) 
does not make up a substantial portion of the organization’s total revenue. There is no precise standard for 
“substantial” in this case, making it one of those wonderfully obscure elements of the tax code.  
 

--------------------- 
Introduction to Boards 
Membership 
Boards are made up of people, volunteers who have chosen to serve their communities. Traditionally, there 
have been two categories that have been the primary source of board members. The first has been experts–for 
example, lawyers and accountants, whose professional knowledge can be beneficial to the organization. The 
second category is people with money or people with access to money. Not-for-profits must raise funds from 
private donors, so people in this category have been essential for not-for-profit boards. 
 
Over the several decades, a number of factors have come together to make the traditional approach to board 
membership somewhat more difficult. First is the proliferation of not-for-profits in this country. In the period 
from 1994 to 2004, the number of 501(c)(3)s increased by over 60%. Even in the abstract, this is an impressive 
statistic. But when one stops to consider that each of those not-for-profit corporations requires a board of 
directors, by doing a little simple math, it becomes obvious that there are not enough lawyers, accountants, and 
people with access to money to fill all those boards. In addition, while this may be saying the same thing in a 
different way, all of those not-for-profit corporations need funding, so more and more organizations are 
competing for a pool of contributions that is not growing at nearly the rate that the number of not-for-profits is. 
 
Over the last two generations, there has been a change in the social environment that has had a profound effect 
upon board recruitment. Simply put, individuals and families are far busier than they were in the 1960s, and this 
has had a real impact on all kinds of volunteer service. And, frankly, being a good board member takes time. 
 
While it was a long time coming, not-for-profit corporations are finally beginning to understand the importance 
of representing the diversity of their constituents and of their communities on their boards. Better decisions are 
made when a broader range of views are represented. However, this breadth of experience is often not found in 
the traditional sources for board members. This has come to require new approaches to recruitment. 
 
These changes have put severe pressure on traditional board structures. As a result, around the country, not-
for-profits are experimenting with new models. One of the central premises of these models is that not every 
person assisting an organization through committee work need be a full member of the board of directors. It is 
far simpler to get someone to agree to serve for a limited period of time in a limited capacity than it is to get 
them to make the major commitment of service on a board of directors or trustees for a period of two to three 
years. States have very lenient requirements as to the minimum size of a board of directors. In most states, it’s 
as low as two or three. This means that a small core group of directors can organize and supervise the work of a 
much larger number of people serving on committees to assist the not-for-profit. This arrangement has an 
additional advantage of allowing the volunteer and the organization to check each other out, kind of like dating. 
The organization can see how good a worker the person is, and the volunteer can make a determination about 
how important the mission and the programs of the organization are to them. And so out of this experience it’s 
possible to find new board members.  
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There are a variety of structural models being utlizied today. The likelihood is that over the next 20 to 30 years, 
no single structural approach will take hold. Rather, individual not-for-profits will find the way that works best 
for them. 
 
The pressures around board membership have also led to new procedures around board operations. 
Increasingly, Boards are creating written job descriptions for each member. In addition, more and more boards 
are adopting evaluation processes both for the board as a whole and for individual board members. 
Accountability is becoming ever more important in Board work. 
 
Collective Responsibilities 
Boards have prescribed responsibilties–legal, practical, and ethical. With respect ot legal compliance, the board 
is responsible for ensuring the organizaiton complies with all of the applicable laws and regulations on the local, 
state, and federal level.  
 
Where accreditation is an issue, the Board is responsible for ensuring that the organization adheres to 
accrediting agency standards. This applies primarily to institutions of higher education and hospitals, but there 
are other areas where accrediting standards come into play as well. 
 
In the areas of policy and governance, it is the fundamental role of the board of directors to develop and 
approve the mission of the organization, as well to ensure that the organization is fulfilling that mission. The 
board is also responsible for developing the plans through which the mission will be carried out, and, of course, 
it is the board’s role to create and approve the policies that govern the operation of the organization. 
 
Boards have a fiduciary responsibility. This is a vitally important aspect of board governance. The financial well-
being of the not-for-profit corporation is the responsibility of the board of directors. The board must review and 
approve the budget as well as regularly monitor income and expenses to make sure that there are no surprises. 
In addition, the board must play the principle role in fundraising. A frequent question is “Does everyone on the 
board have to contribute to the work of the organization?”  Actually, there is only one correct answer to that, 
and that is “yes.” If people outside the organization, either grantmakers or individual donors, ask, when solicited 
for contributions, “Does every member of the board contribute?” and the answer is “no,” they are inevitably 
going to say, “Well, why should I give?” This does not say anything about how much individual board members 
should give. Rather, it is about 100% participation in giving. And, of course, some boards place upon themselves 
requirements of either giving or getting a certain amount of money. Others add to that give, get, and do as a 
way of investing in the organization. But at heart, the principle is every member of a board of directors of a not-
for-profit corporation should be directly and personally contributing to the financial health of that organization. 
 
With respect to paid staff, the board’s only concern is with the chief executive officer, often referred to as the 
executive director. Its responsibility is to hire and evaluate the CEO, whose job it is in turn to hire and evaluate 
any other staff that the not-for-profit might employ. It is important for the organization to maintain clarity about 
these lines of authority. The board is, in effect, the boss of the chief executive officer, and the chief executive 
officer is the supervisor of all other paid staff positions in the organization. It is fairly easy to understand that 
difficulties can arise if individual board members or the board as a whole begin to assume a supervisory role 
over staff who report to the executive director. 
 
Almost all boards are self-perpetuating, that is, they bear responsibility for identifying, recruiting, training, and 
evaluating themselves. Given how central the board is to the health of the not-for-profit, it can be argued that 
this role is in many ways the most critical one that a board carries out. It is also one of the roles that is least 
understood, and in the case of evaluation, one of the least performed. Certainly, people have a tendency to 
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avoid evaluating themselves and their peers. However, this is a vital element of board responsibility. It should 
not be shirked. 
 
The list found at the conclusion of this document has been taken with permission from an organization called 
BoardSource. BoardSource was originally called the National Center for NonProfit Boards. It is a clearinghouse 
for information about board governance and has expanded over the last few years to include the international 
realm, non-governmental organizations, civil society organizations, and hence the name change. The list you see 
here reflects what has been discussed here, perhaps in a more concise way. It is a list commonly presented to 
illustrate what boards do.  
 
Individual Responsibilities 
In addition to the collective responsibilities of the “Board as a whole,” individual members have duties as well. 
These are categorized as the duty of care, the duty of loyalty, and the duty of obedience. Failure to live up to any 
one can be construed as negligence on the part of the individual and raised in civil action against that member. 
These duties are the same for members of for-profit and not-for-profit boards. 
 
Duty of Care 

The duty of care describes the level of competence that is expected of a board member, and is commonly 
expressed as the duty of "care that an ordinarily prudent person would exercise in a like position and 
under similar circumstances." This means that a board member owes the duty to exercise reasonable 
care when he or she makes a decision as a steward of the organization. 

 
From The Legal Obligations of Nonprofit Boards: A Guidebook for Board Members. 

Washington, DC: BoardSource, 1997. 
 
The duty of care deals with the responsibility to act in good faith in the best interest of the corporation. 
(Elements of this are similar to “due diligence” as described in other fields. It also includes basic fiduciary 
responsibility–care for the assets of the organization.) It does not demand that an individual be clairvoyant in 
making judgments. Based on court rulings from early U.S. history, it simply demands that any actions supported 
by the member be “reasonable.” One way to demonstrate faithfulness to the duty of care is to attend board and 
committee meetings (and have that attendance reflected in meeting minutes) and prepare for those meetings 
(by, among other things, reviewing financies and financial policies). 
 
Duty of Loyalty 

The duty of loyalty is a standard of faithfulness; a board member must give undivided allegiance when 
making decisions affecting the organization. This means that a board member can never use information 
obtained as a member for personal gain, but must act in the best interests of the organization. 
 

From The Legal Obligations of Nonprofit Boards: A Guidebook for Board Members. 
Washington, DC: BoardSource, 1997. 

 
The duty of loyalty places the interests of the not-for-profit first. Certainly, conflicts of interest are addressed by 
this duty. (It is not wrong to have a conflict of interest. Some are situational and unavoidable. The issue is how 
they are handled.) In addition, a board member must avoid assisting another organization at the expense of the 
one on whose board they serve. This is especially complicated when a person serves on multiple board, in 
particular when they are boards of organizations with similar missions. Demonstration of adherance to this duty 
includes disclosing conflicts of interest, adhering to the organization’s conflict of interest policy, and not 
divulging privileged information outside of the organization. 
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Duty of Obedience 
The duty of obedience requires board members to be faithful to the organization's mission. They are not 
permitted to act in a way that is inconsistent with the central goals of the organization. A basis for this 
rule lies in the public's trust that the organization will manage donated funds to fulfill the organization's 
mission. 

 
From The Legal Obligations of Nonprofit Boards: A Guidebook for Board Members. 

Washington, DC: BoardSource, 1997. 
 
The duty of obedience focuses on the organization’s mission and the laws by which it must abide. It is the board 
member’s responsibility to ensure both are followed. Individuals abiding by this duty ensure that the 
organization is in compliance with all applicable laws and regulations. They also are knowledgeable about (and 
support the organization’s adherence to) bylaws and policies. 
 
Conclusion 
This discussion of collective and individual responsibilities of not-for-profit boards barely scratches the surface of 
the topic. There are a myriad of issues related to serving on a not-for-profit’s governing body, but these items 
represents the basics. 
 
Boards of directors/trustees can and should invaluable assets to a not-for-profit organization. Making them 
moreso is a function of board development discussed elsewhere. What is truly remarkable is the institution 
itself. In some senses, it’s astonishing that a system has developed whereby the essential governance of one of 
society’s most important sectors is overseen by people who are volunteering their time.  Boards of directors can, 
should, and do play a vital role in maintaining the health of our society.  And so service on a board should be 
viewed as both a great honor and a great responsibility. 
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Ten Basic Responsibilities of Nonprofit Boards 
 

1. Determine the organization's mission and purpose. It is the board's responsibility to create and review a 
statement of mission and purpose that articulates the organization's goals, means, and primary 
constituents served. 

2. Select the chief executive. Boards must reach consensus on the chief executive's responsibilities and 
undertake a careful search to find the most qualified individual for the position. 

3. Provide proper financial oversight. The board must assist in developing the annual budget and ensuring 
that proper financial controls are in place. 

4. Ensure adequate resources. One of the board's foremost responsibilities is to provide adequate resources 
for the organization to fulfill its mission. 

5. Ensure legal and ethical integrity and maintain accountability. The board is ultimately responsible for 
ensuring adherence to legal standards and ethical norms. 

6. Ensure effective organizational planning. Boards must actively participate in an overall planning process 
and assist in implementing and monitoring the plan's goals. 

7. Recruit and orient new board members and assess board performance. All boards have a responsibility to 
articulate prerequisites for candidates, orient new members, and periodically and comprehensively 
evaluate its own performance. 

8. Enhance the organization's public standing. The board should clearly articulate the organization's mission, 
accomplishments, and goals to the public and garner support from the community. 

9. Determine, monitor, and strengthen the organization's programs and services. The board's responsibility is 
to determine which programs are consistent with the organization's mission and to monitor their 
effectiveness. 

10. Support the chief executive and assess his or her performance. The board should ensure that the chief 
executive has the moral and professional support he or she needs to further the goals of the organization. 

 
Source: BoardSource www.boardsource.org 

Used by permission 
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