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Recipe for success
Attracting nonprofit execs with creative compensation mixes
he IRS’s reasonable compensation rule
sometimes may seem like an obstacle to
attracting and retaining qualified nonprofit executives. Although the rule is intended to
prevent “private inurement” or “excess benefits,” it
ultimately restricts what you can offer a candidate.
Of course, some nonprofits simply don’t have the
means — or their donors object to using nonprofit funds for higher compensation. Either way,
recruiting executives, particularly from the forprofit world, can be challenging for boards.
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But creative compensation packages can help. If
you’re having trouble finding and keeping effective
leaders, consider offering more than just a salary.

research and educational nonprofits in the
Northeast generally paying executives much higher
compensation than the median.
This last point is important, because the IRS
expects nonprofits to base their own compensation
models on those of comparable peers. A small
Midwestern social-services charity, for example,
should refer to compensation offered by other
small social-services organizations (and possibly
for-profit businesses) in the Midwest, not private
universities on the West Coast. Documentation is
critical. Your board needs to keep records of the
comparable data it relies on, and then report on
your annual Form 990 the compensation decision
process and the amounts and forms of compensation awarded.

Retirement benefits
Nonsalary benefits generally count toward total
compensation numbers reported to the IRS. But
perks related to retirement may be regarded more
favorably by regulators and stakeholders than
mere salary.
For example, you might consider offering your executives a 457(b) plan. These plans help make up for
the fact that the level of benefits offered by 403(b)
and other common nonprofit retirement plans are
restricted for higher-paid employees. In general,
457(b) plans allow executives to defer taxes until
retirement on plan contributions of up to $18,000
or 100% of income annually, whichever is less.

Apples to apples
According to Charity Navigator’s 2016 Charity
CEO Compensation Study, the median compensation for a nonprofit CEO is $123,362. But
compensation varies widely, depending on the
type, size and location of the organization — with
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You might also offer a supplemental executive
retirement plan (SERP). These aren’t deferred
compensation plans but act as a type of pension
account funded by employers. SERPs are considered “ineligible,” meaning that contributions
don’t vest immediately to the executive and,

like pensions, funds are at risk of forfeiture
before retirement.

Bonus plans
Nonprofits are obliged to use surplus revenue to
forward their mission rather than distribute profit
or dividends to employees. But paying bonuses or
incentives to executives generally is acceptable as
long as:

Understand what you’re offering
Before you offer an executive deferred compensation, a bonus plan or fringe benefits, make sure
you understand potential tax and compliance issues
associated with them. Your advisors can help
ensure that your proposed compensation package
is reasonable and that you’ve correctly reported the
details to the IRS. l

l

I t furthers your organization’s goals and exempt
purpose,

SHOULD YOU PAY BOARD MEMBERS?

l

I t’s based on meeting measurable performance
goals,

l

Payment doesn’t reduce services to constituents, and

l

 e total compensation package still qualifies as
Th
“reasonable” according to IRS rules.

Contrary to what many believe, it’s legal —
and in some cases, necessary — to compensate nonprofit board members. For example,
paying compensation can help attract wellknown business leaders or people with specialized expertise. It might also be appropriate
if board members are expected to invest
significant time and effort in the role, or if your
nonprofit competes with for-profit businesses,
as nonprofit hospitals commonly do.

If you offer bonuses, keep in mind that the amount
can be based on gross profits and total activity
of, for example, a fundraising campaign. But to
discourage nonprofits from cutting services to pay
bonuses, the IRS prohibits bonuses based on net
earnings or profits.

Other perks
Depending on the executive, other perks may actually have more value than the usual salary and benefits. For example, if your nonprofit is located in a
city such as New York or San Francisco, you might
offer to subsidize housing to a level commensurate
with the executive’s income. If a new executive must
move to accept the job with your organization, consider covering relocation expenses.
Some candidates may have student loan debt that
you can help to repay. Or you might offer to cover
the costs of attending school part-time for an
advanced degree related to your nonprofit’s mission. And don’t forget about work-life balance.
Many executives will accept less pay for a shorter
full-time workweek (such as 35 instead of 40
hours) or the opportunity to telecommute or work
on a flexible schedule.

On the other hand, paying board members
can create negative public perceptions.
Donors may object to their contributions
being used for this purpose, and legal complications are possible. Some states protect
voluntary nonprofit board members from legal liability, but not compensated members.
Also, compensation arrangements must
comply with the Internal Revenue Code’s
private inurement and excess benefit regulations, as well as the IRS’s reasonable compensation rules. Failure to adhere to these
rules can result in hefty excise taxes, penalties and even the loss of your organization’s
tax-exempt status.
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Should your nonprofit
act as a fiscal sponsor?
he roots of fiscal sponsorship can be
traced back as far as the 19th century,
and some sponsors, such as Boston-based
Third Sector New England, have been sponsoring
nonprofit projects for more than 50 years. But
fiscal sponsorships have become common only
relatively recently. If a group approaches your nonprofit, should you consider one of these partnerships? Here’s what you need to know.

T

What is it?
With a fiscal sponsorship, a 501(c)(3) organization
(generally, a large, established charity) assumes
responsibility for a nonexempt group’s charitable
project. Donations and grants, including recurring
payments, are made directly to the fiscal sponsor,
which enables donors to deduct their contributions. Although there are various sponsorship
models, in general, the established charity takes
care of the nonexempt group’s accounting, bill paying, auditing, insurance coverage and tax reporting.
Sometimes fiscal sponsorships are confused with
fiscal agencies. But fiscal agencies merely act as
a project’s conduit. A fiscal agency accepts
donations on the project’s behalf, but
donors don’t qualify for charitable
deductions.

What’s in it for them?
Fiscal sponsorships can provide
fledgling nonprofits with the
infrastructure and fiscal
management they need
to pursue a project.
Specifically, it
makes it possible for them
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to accept funding from donors and grantmakers that
they otherwise wouldn’t be able to receive. Groups
that are currently applying for, or intend to seek,
exempt status can jump-start their efforts. Also, an
established charity can lend credibility to the project.
Such relationships are more common in certain
nonprofit sectors. Arts and culture, for example,
is the most popular type of sponsored project.
Education, youth development, and services for
children and families are also frequent sponsorship participants. Temporary or periodic projects
usually are most appropriate for fiscal sponsorships.
Projects that are too small to have staff or much
infrastructure or are based outside the United
States (and, thus, need a U.S. nonprofit to receive
donations) also benefit from them.

What’s in it for you?
When you choose a project that shares your mission and basic objectives, a fiscal sponsorship can
enhance your own program offerings with little
monetary outlay. Sponsorships aren’t intended
to be a source of income. But you can charge a
nominal fee, based on the project’s revenues or
expenses, to offset overhead costs. Some
charities also charge a small application fee.
These partnerships also
have the potential to provide
your nonprofit with greater
exposure — and new supporters. For example,
an established theater
company might
sponsor an edgy
upstart company
and attract

that group’s younger audience to some of its own
productions.

How do you avoid risks?
To minimize the chance that a fiscal sponsorship
will harm your organization’s finances and reputation, carefully screen any applicants. Ask for —
and check — references and perform background
checks on the group’s leaders. You may also want
to consider directors and officers liability insurance.
Some states, such as California, require fiscal sponsors to have such coverage.
Also, it’s critical that you ensure your nonprofit
has the human and other resources to properly
administer the project given its scope, location
and funding. Such projects tend to evolve over
time, and what starts small could quickly become
overwhelming. Plan to regularly review a project’s
progress and your relationship with the group.

and outline start and termination dates. Because
nothing leads to conflict like money issues, put
in writing:
l

The sponsorship charge,

l

How disbursements will be handled, and

l

 ho will handle audit and reporting
W
requirements.

Be aware that adding new activities can cause your
organization to exceed state thresholds for an audit
requirement.

Is it the right move?
Fiscal sponsorships aren’t right for all nonprofits.
Even if your organization is well established and
eager to “mentor” an emerging charity pursuing
similar goals, the risks may outweigh the benefits.
Before committing to one of these arrangements,
discuss it with your legal and financial advisors. l

When you decide to sponsor a project, thoroughly
discuss expectations with your charitable partner

Data analytics provides solutions
to myriad nonprofit challenges
f your nonprofit wants to improve its
budgeting, forecasting, fundraising or
other functions but is having a hard time
identifying both problems and solutions, data analytics can help. This form of business intelligence
is already considered invaluable in the for-profit
world. But it can be just as useful to nonprofits.

informed decision making. It produces such
metrics as program efficacy, outcomes vs. efforts,
and membership renewal that can reflect past
and current performance and, in turn, predict and
guide future performance. The process incorporates statistics, computer programming and
operations research.

Goal: informed decision making

The data usually comes from two sources:

I

Data analytics is the science of collecting and
analyzing sets of data to develop useful insights,
connections and patterns that can lead to more

1.	Internal. Examples include your organization’s
databases of detailed information on donors,
beneficiaries or members.
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Let needs dictate your purchase
In general, your organization’s informational needs
should dictate what data analytics package you buy.
Thousands of potential performance metrics can
be produced, but not all of them will be useful. So
keeping in mind your most important programs,
identify those metrics that matter most to stakeholders and that truly drive decisions.

2.	External. This type of information can be
obtained from government databases, social
media and other organizations, both non- and
for-profit.

Applied advantages
Because nonprofits often operate with limited
resources, data analytics offers many potential
advantages. This technology can help your organization validate trends, uncover root causes, take a
holistic view of performance and improve transparency. For example, analysis of certain fundraising
data makes it easier to target those individuals
most likely to contribute to your nonprofit.
Data analytics typically facilitates fact-based discussions and planning, which is helpful when considering new initiatives or cost-cutting measures
that stir political or emotional waters. The ability
to predict outcomes can support sensitive programming decisions by considering data on a wide range
of factors, such as:
l

At-risk populations,

l

Funding restrictions,

l

Past financial and operational performance,

l

Offerings available from other organizations, and

l

Grantmaker priorities.

Used correctly, data analytics allows your management team to focus on your primary objectives,
communicate them effectively and improve performance without wasting resources.
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Also ensure that the technology solution you
choose complies with any applicable privacy and
security regulations, as well as your organization’s
ethical standards. Security considerations are
particularly important if you opt for a cloud-based
technology. In addition, the analytics package must
integrate with your nonprofit’s other applications
and data.

Your staff’s role
You can adopt the most cutting-edge software
and comprehensive data resources but, if your staff
aren’t on board, data analytics will be of little benefit. Because its introduction may require a shift
in your organization’s existing culture, manage
the rollout process carefully. Employees need to
understand why their commitment to your mission
should extend to a commitment to data analytics.
You may also need to hire or develop qualified
staff to conduct data analytics and convert the
results into actionable intelligence. Such intelligence requires knowledge — not only of the nuts
and bolts of data analytics but also your nonprofit,
its mission and values, and its financial and other
capabilities. Without that insight, you could end
up with irrelevant, and thus useless, information.

Making the most of it
Many data analytics packages are affordable — and
in some cases, free to qualified charities. Your fellow nonprofits and financial advisors can help steer
you in the right direction. But before you choose a
technology, make sure your organization, including
its staff, is ready to make the most of it. l

How private foundations can
avoid accusations of self-dealing
RS rules governing private foundations
are complex and include many exceptions,
which is why your foundation needs to
write and follow a detailed conflict-of-interest policy. Taking this proactive step can help you avoid
potentially costly public and IRS attention.
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Casting a wide net
Conflict-of-interest policies are critical for all nonprofits. But foundations are subject to stricter rules
and must go the extra mile to avoid anything that
might be perceived as self-dealing. Specifically,
transactions between private foundations and disqualified persons are prohibited.
The IRS casts a wide net when defining “disqualified persons,” including substantial contributors,
managers, officers, directors, trustees and people
with large ownership interests in corporations or
partnerships that make substantial contributions to
the foundation. Their family members are disqualified, too. In addition, when a disqualified person
owns more than 35% of a corporation or partnership, that business is considered disqualified.

Avoiding dangerous transactions
Prohibited transactions can be hard to identify
because there are many exceptions. But your
foundation should generally prohibit disqualified
persons from:
l

 elling, exchanging or leasing property to or
S
from your foundation,

l

Making or receiving loans or extending credit,

l

Providing or receiving goods, services or facilities,

l

 eceiving compensation or reimbursed
R
expenses, and

l

 greeing to pay money or property to governA
ment officials on your behalf.

Note that payment and reimbursement for services
provided by disqualified persons isn’t considered
self-dealing if such payments are reasonable and
necessary.
You also must be careful to prevent indirect
self-dealing. This refers to a transaction involving
a disqualified person and third-party organization
controlled by your foundation.

Facing the consequences
What happens if you violate the rules? Your
foundation’s manager and the disqualified person
may initially be subject to an excise tax (5% or
10%, respectively) of the amount involved and an
additional tax of up to 200% of the amount, if the
transaction isn’t corrected quickly. Although liability is limited for foundation managers ($40,000
for any one act), self-dealing individuals enjoy no
such limits. In some cases, private foundations that
engage in self-dealing lose their tax-exempt status.
Private foundations that run afoul of the IRS
usually have good intentions. You may assume, for
example, that transactions with insiders are acceptable so long as they’re fair or benefit your foundation. Unfortunately, this isn’t the case. Most activities defined by the IRS as self-dealing — regardless
of whom or what they reward — are off limits.

Asking the experts
Given the far-reaching nature of self-dealing prohibitions, expert advice is essential. If you’re unsure
about whether a transaction might violate IRS
rules, please contact us. l
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