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“To what degree has the non-profit sector drifted toward the
commercial sector, and to what extent should it be taxed like
the for-profit sector?”
-- Remarks of Steven T. Miller, November 10, 2007

I.

Introduction
In an ideal world, an organization doing social good would enjoy income tax

exemption and deductibility of contributions under sections 170 and 501(c)(3) of the
Internal Revenue Code (“IRC”),2 as well as access to capital, for-profit-rate salaries, and
freedom from the operating constraints contained in sections 170, 501(c)(3), and 4940
through 4945. Alas, we do not live in an ideal world, and we do have a social-good sector
that is both imperfect and evolving. This paper looks at this state of affairs to observe the
current benefits and burdens of foregoing tax-exemption while pursuing social good.
Current activities seem to fall into two general categories: first,
organizations operating to provide a social good or service while foregoing section
501(c)(3) exemption and second, individuals and organizations making socially driven
investments, sometimes characterized as recoverable grants, without seeking section 170
deductibility or section 501(c)(3) exemption.
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II.

Operating Without Code Section 501(c)(3) Exemption
Traditionally, an organization serving a social mission would structure its

purposes and operations to obtain and retain federal income tax exemption pursuant to
section 501(c)(3) and enjoy eligibility for section 170 deductions. But the organization
would give up its ability to issue stock, to pay dividends on profits, to lobby more than
insubstantially (or at all if a private foundation), to engage in political activity, to pay
market-leading compensation, and to keep its tax returns private. The obvious alternative
to explore is operating in a socially beneficial manor or in pursuit of a socially beneficial
product or service without seeking tax exemption. There is a broad spectrum of variations
on the non-exempt operations theme between these two nodes. Here are some of them.
A.

Operating Without Exemption
1.

Creating a non-exempt subsidiary

For years, one way that exempt organizations have utilized the for-profit
form has been by creating a taxable subsidiary or affiliate in which to house some of their
operations. The National Geographic Society, for instance, uses for-profit subsidiaries to
hold certain of its media properties, such as National Geographic Television, Inc. and
National Geographic School Publishing, Inc. 3
The Mozilla Foundation recently chose to operate with a for-profit
subsidiary as well. The Foundation was originally established as a public charity dedicated
to openness and innovation on the Internet through the development and promotion of
open standards and free open source software. In 2005, however, it also established a
wholly-owed subsidiary, the Mozilla Corporation, to which is transferred responsibility for
3
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product development, marketing, and distribution. Mozilla has explained that it effected
the transfer in order to be able to compete more effectively with for-profit non-open
source software, that is, the non-exempt body could spend more freely on marketing,
charge for software service and technical support, and offer higher pay to attract
personnel. 4
2.

Purchasing and transferring activities to a non-exempt entity

Some organizations have turned to a for-profit model after finding
operations too difficult to sustain as an exempt entity. That was the course followed by
the creators of ePals when reaching their goals through a not-for-profit endeavor began to
appear untenable. The idea behind ePals – to use books and online tools, such as email
and blogs, to connect students in classrooms globally to build literacy and language skills –
was originally pursued by Miles Gilburne and Nina Zolt in the form of In2Books, a
charitable organization. But when the organization became difficult to sustain through
charitable contributions, the pair decided to pursue a for-profit model instead. They
utilized a group of angel investors to finance the purchase of the already-existing ePals,
Inc., which they then revamped in order to pursue the original goals behind In2Books. 5
In2Books itself remains a public charity and houses one branch of ePals programming – a
utility that connects young readers with adult mentors online.
Thus, this example also illustrates the useful model of affiliated exempt and
for-profit entities, a model used by the Omidyar Network and others as well. 6
3.

Operating a double- or triple-bottom-line business enterprise

Others elect to forego exemption by pursuing socially beneficial goals
through businesses that operate in some capacity like charities or pledge of a portion of
their profits to a charitable cause. These are sometimes referred to as “double-“ or “triple4
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bottom-line” organizations. Organizations professing to follow a double bottom line seek
to build profitable companies that also pursue the owners’ targeted social goal. Those
professing a triple bottom line add operating in an environmentally conscious manner to
the mix. Some commentators also refer to these organizations as creating a “fourth
sector.” 7
Evergreen Lodge is one example of this type of organization. It is a hotel
outside of Yosemite National Park which runs a seasonal internship program through
which it hires youths from low-income areas, training them in the hospitality trade,
providing access to a rural environment, and supporting their development with a fulltime “counselor.” 8
Other organizations follow the multiple-bottom-line approach by dedicating
part or all of their profits to charitable works. Stonyfield Farm is a New Hampshire-based
yogurt company that donates “10 per cent of its annual pre-tax profits to environmental
groups through its ‘Profits for the Planet’ program.” 9 In addition, Stonyfield pursues
ecologically sound operations by “us[ing] only organically grown fruit, recycl[ing] most of
its waste, [and] incorporat[ing] ecology messages into its marketing.” 10 Another example
of this model, which has been setting a high bar since the 1980s, is Newman’s Own, the
manufacturer of specialty foods that has contributed over $250 million to charitable causes
since its inception by giving away 100 per cent of its after-tax profits. 11 Similarly,
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Working Assets, founded by Peter Barnes in 1985, currently operates mobile phone and
long distance calling services and a credit card program that direct a portion of profits to
charitable endeavors; the organization calculates that it has donated $60 million since its
inception. 12
Some would observe that any profitable business that treats its employees
well and operates environmentally sensitively can claim to pursue multiple bottom lines,
even law firms and for-profit healthcare providers.
4.

Pursuing a joint venture or a commercial co-venture

Other examples of utilizing for-profit and not-for-profit synergies are the
joint venture and the commercial co-venture. These vehicles are sometimes utilized by a
charitable organization to provide services or to raise funds that might otherwise not be
available. A charity’s participation in a joint venture has been recognized since the Ninth
Circuit upheld the Tax Court’s ruling in Plumstead Theatre Society v. Commissioner in
1982. 13 In 1998 the Service provided guidance for charitable organizations structuring
joint ventures in the hospital context, 14 and today those principles are being applied in
other areas as well, including low-income housing provision and university services. 15
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Commercial co-ventures may also provide welcome revenue to charitable
organizations, although sometimes not as much as they may expect. 16 Examples of recent
commercial co-ventures include PRODUCT(RED) contracts with companies such as Gap,
Inc., Apple, Inc., Dell and Windows, and Emporio Armani to raise money for efforts to
fight AIDS in Africa, as well as the limited edition sale by Ben & Jerry’s of Goodbye
Yellow Brickle Road ice cream to benefit the Elton John Aids Foundation.
One recent highly successful commercial co-venture was Sony BMG Music
Entertainment, Inc.’s contribution to the Robin Hood Relief Fund of proceeds from sales
of DVDs and CDs of the Concert for New York after September 11, 2001. 17 Since sales
began, the Robin Hood Relief Fund has received $6.4 million in co-venture contributions
from Sony BMG. The most recent contribution was made in April of 2008, and relief
grants are still being paid by Robin Hood from these earmarked contributions.
B.

Potential Burdens of Operating Without Exemption
The burdens that an organization foregoing exemption while pursuing social

goals will face are obvious when compared to the tax treatment of a section 501(c)(3)
public charity or private foundation.
1.

Federal, state, and local taxation

Obviously, the organization would not be exempt from federal income tax
or state and local taxes. Taxation, however may be offset by the degree of profitability of
the organization and/or any charitable contributions that it might make. Because a
business enterprise can deduct from its income its ordinary and necessary operating
expenses, an organization operating on a break-even basis could pay little or no income
tax despite its for-profit status. Further, an organization can reduce its federal income tax
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liability by making charitable donations, although a corporation’s deductibility limit is ten
per cent of its income. 18
2.

Contributions

Persons contributing to a for-profit entity would not be eligible to claim a
section 170 deduction for those payments. Payments from private foundations and public
charities to for-profits generally must either be used for exclusively charitable purposes or
else qualify as program-related investments under section 4945. 19 Investments that are not
program-related are treated under the law as portfolio investments. While one of the
goals of operating in a for-profit capacity may in fact be to escape the need for outside
financial support, an organization may at least need start-up capital, and traditional forprofit investors may be hesitant to invest in an entity that does not have profit generation
as its first priority. Therefore, charitable investors may be sought by for-profits.
C.

Potential Benefits of Operating Without Exemption
The benefits of operating to provide a social good or service without seeking

section 501(c)(3) status often involve freedom from some of the regulatory constraints
imposed upon charitable organizations.
1.

Possibility of self-sustaining operations

An organization operating under section 501(c)(3) would generally be
expected to provide goods or services below cost. 20 In contrast, a non-exempt
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organization could sell its products or services at an amount at or above cost that would
allow self-sustainability, potentially freeing it of the necessity of pursuing outside support
in the form of grants or other contributions (aside, perhaps, from start-up funding).
Further, it would not face IRS scrutiny over the substantiality of its net profits or the
extent of its financial reserves, and it could consider providing products or services to
other non-exempt entities in order to subsidize its provision of products or services to
charitable entities. 21
2.

Freedom to compete with for-profit enterprises

A charitable organization must not be found to operate in competition with
commercial enterprises. 22 However, a non-exempt organization operating in an industry
alongside traditional commercial enterprises would be free to compete with those
commercial enterprises to expand its reach and maximize its impact. While the advertising
and promotional expenses of an organization maintaining section 501(c)(3) compliance
are subject to scrutiny, such expenses would be limited in the for-profit context only by an
organization’s resources.
3.

No mandatory contributions to other organizations

While a charitable organization operating an exempt purpose-related trade
or business is expected to conduct substantial educational, scientific, or charitable activities

“[f]urnishing services at cost lacks the donative element necessary to establish this activity as
charitable”).
21
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in conjunction with its conduct of the related trade or business, 23 a non-exempt
organization would not be obligated to fund additional, clearly charitable, activities in
pursuit of its social goal. In other words, if a non-exempt organization were to pursue the
development of an alternative energy resource, for example, it would be free to focus
solely on those development activities and funnel 100% of its profits back into that
development rather than to devote any portion of the profits to other charitable activities,
such as the funding of research at a university.
4.

Flexibility in executive and employee compensation and benefits

The expanded compensation options that would result from not being
subject to self-dealing or excess benefit rules could help an organization attract, retain, and
incentivize top talent. While many potential employees are attracted to the non-profit
sector because they appreciate the intangible benefits of mission-related work, some also
face financial pressures, such as student debt or family obligations, which lead them away
from non-profit work.
One alternative we use is to have for-profit companies employ individuals
under for-profit pay packages and then donate their services to a charity. While not the
most tax-efficient model, this can sometimes be the answer to peculiar circumstances.
5.

Political and greater than insubstantial lobbying activity

An organization that foregoes federal income tax exemption would be free
of the limits placed on political and lobbying activities by section 501(c)(3).
III.

Making Social Investments and Grants Through a Non-Exempt Entity
Traditionally a corporation or individual wishing to further charitable

purposes would contribute to a section 501(c)(3) public charity or a private foundation
and claim his, her, or its section 170 deduction. A public charity would then use the
contribution to carry out its programs or to make further grants, as through a donor-
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advised fund. A private foundation would make grants and/or program-related
investments (“PRIs”) in non-profit or for-profit organizations furthering the charitable
purposes of the foundation.
A.

Contributions and Investments Utilizing a Non-Exempt Entity
1.

Corporate hybrid

Many corporations pursue social goals with a combination of direct
charitable giving and grant making through a corporate foundation. Google, Inc. has
added the concept of investment in for-profit endeavors to that more traditional mix. The
corporation pursues its philanthropic goals, which include supporting the development of
renewable energy sources, rechargeable vehicles, and emerging small and medium-sized
enterprises, through both grants to charitable organizations and investments in for-profit
businesses. Some of these grants and investments come directly from Google, Inc., while
others are made through the tax-exempt Google Foundation, with the philanthropic
efforts of both organizations housed under the Google.org brand. Google, Inc. has
foregone exemption with respect to some of its efforts in order to have greater freedom in
its giving and investment strategies and maintain the ability to lobby the government. 24
2.

Individual hybrid

There are also instances of individual philanthropists following a giving
strategy similar to that followed by Google, Inc. Pierre Omidyar, founder of eBay, and his
Omidyar Network represent one such example. The Network consists of both a nonexempt limited liability company and a section 501(c)(3) private foundation, with monies
from the limited liability company being invested in for-profit enterprises that pursue
“market-based solutions” to social challenges, such as Collaborative Drug Discovery and
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Ethos Water, and monies from the private foundation being invested in other charitable
organizations. 25
3.

Social investors

Some entities and individuals have been pursuing social good purely through
social investment strategies, without attempting to structure investments through
foundations in order to secure deductibility. The Wall Street Journal recently profiled
Nicolas Berggruen, who built his fortune through financial investments, but whose wholly
owned Berggruen Holdings is now pursuing social investments as well. 26 Berggruen’s
investments include rice farms in Cambodia, windmill farms in Turkey, grain fields in
Australia, and an ethanol plant in Oregon, as well as buildings in neglected inner-city
areas. 27 Joel C. Dobris provides an analysis of current thinking on and future
development of socially responsible investing that highlights, among other things, the
interest of younger wealthy individuals in this area 28 as well as increased participation by
institutional investors. 29
4.

The L3C

The L3C may provide an additional avenue for social investors. In April
2008 Vermont became the first state to recognize the Low-profit Limited Liability
Company (“L3C”) as a new for-profit corporate form. 30 Robert M. Lang, Jr., a pioneer of
25
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the new form, describes the L3C as “a for-profit entity organized to engage in socially
beneficial activities.” 31 Lang envisions L3Cs as vehicles for bringing nonprofit and forprofit investors together to invest in businesses with social potential, for instance a
struggling factory in a blighted community or a developer of a socially beneficial
technology in need of capital. The new form may increase the amount of capital
traditional investors would place in such businesses because of the opportunity it would
allow for co-investment alongside PRI money from nonprofits. Treasury Regulations
require private foundations to invest on below-market terms to qualify their PRIs, which
could allow L3Cs to accommodate for-profit investors who will likely expect greater
returns and lower risk. 32 The social motivation and PRI regulation compliance of each
L3C is expected to be addressed through its operating agreement, the document that
governs any limited liability company, including this variant.
5.

Offshore organizations

A U.S. donor who wished to establish a private foundation without being
burdened by IRC Chapter 42 reporting requirements could do so by establishing the
foundation outside of the United States. Because the foundation would be governed by
the laws of its country of formation, the Chapter 42 and Form 990-PF requirements
would not apply to the foundation if it did not have U.S.-source income. This may be an
attractive option to donors who are interested in preserving their anonymity, since the
elimination of the Chapter 42 requirements may help keep the donor’s identity from being
disclosed through IRS filings.
A pioneer in using the offshore foundation model is Charles Feeney, the
founder of the Atlantic Philanthropies. In 1984, Mr. Feeney transferred his 38.75 percent
interest in the Duty Free Shoppers chain to two Bermuda corporations, the Atlantic
Foundation and the Atlantic Trust. Through the two Bermuda corporations and a related
Profit Limited Liability Company, http://www.sec.state.vt.us/corps/dobiz/llc/llc_l3c.htm (last visited
Oct. 6, 2008).
31
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for-profit corporation based in New York City, Mr. Feeney made anonymous
contributions of over $600 million to a wide range of charitable organizations. It was only
in 1997, when a lawsuit stemming from the sale of the Duty Free Shoppers stock would
have resulted in the disclosure of his identity, that Mr. Feeney agreed to discuss his giving
with the press. 33
The clear disadvantage of using an offshore foundation as a charitable giving
vehicle is that a U.S. donor would not be entitled to claim a section 170 deduction for
contributions to the foundation, since section 170 deductibility is limited to organizations
created in the United States. 34 In addition, a donor’s anonymity might be lost if the
offshore foundation were to conduct extensive non-grant-making activities in the United
States, such that it would be considered to be “doing business” in one or more states. The
organization might then be required to register with state corporation or charity
regulators, and might even find it desirable to file for federal and state tax exemption to
avoid being taxed on its U.S.-source income, which would necessarily lead to disclosure of
the names of directors, officers, and contributors.
B.

Burdens of Giving and Investing Through a Non-Exempt Entity
1.

Foregoing Code section 170 deductibility

The obvious burden for donors not using a section 501(c)(3) donee for
social investments and certain gifts is the inability to claim an income tax deduction for
any part of such contributions. However, because of annual percentage-of-income caps on
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deductibility for both individuals and corporations, the significance of deductibility can
decline for a donor or investor depending on the scale of his giving.
C.

Benefits of Giving and Investing Through a Non-Exempt Entity
In addition to the benefits of more flexible employee compensation and the

opportunity to lobby and become politically active, discussed in the operational context
above, several other benefits from foregoing section 501(c)(3) exemption and section 170
deductibility emerge in the grant making and social investment context.
1.

Flexibility in investment strategy

Freedom from the jeopardizing investment, program-related investment, and
excess business holdings rules that are applicable to 501(c)(3) private foundations would
give increased flexibility to a social investor, allowing the investor to, for instance,
unilaterally evaluate the social value of a product or service in which he would like to
invest. In addition, the manner in which an investor funds his investments or grows his
social-investment capital would be free from regulatory control.
2.

Option of exercising control

The ability to hold a sizeable interest in a company, discussed above, also
means that a social investor would be free to obtain and exercise a controlling interest in a
for-profit enterprise, something an investor might consider in order to influence the
environmental practices of a company, for instance, or otherwise to pursue a social
mission.
3.

No mandatory payout requirement

A tax-exempt private foundation is subject to the section 4942 tax on failure
to distribute income. Free of section 4942 tax liability, a non-exempt entity could
accumulate or distribute income according to whatever strategy its managers considered
most advantageous for accomplishing its social goals.
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4.

Facilitation of anonymous giving

As mentioned above in the context of Atlantic Philanthropies, foregoing
section 501(c)(3) exemption and section 170 deductibility can allow donors to operate
with greater anonymity. A non-exempt or foreign entity would not be required to submit
the publicly available Form 990 or Form 990-PF filing to the Service, which discloses
donors, grant recipients, and investments. But it would, of course, need to comply with
other applicable reporting requirements which might reveal significant information to the
public as well (e.g., SEC filings).
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