GUIDE TO TAX-EXEMPT NPOS Part5 Ongoing Operations

Part 5 of a quick look at what it takes to set up a charitable-purpose nonprofit
corporation in California and Arizona, motivate a Board of Directors, obtain and keep
tax-exempt status, and maintain funding to permit the team to achieve charitable goals.
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CHAPTER 15. Calendar periodic obligations

It is crucial to calendar the due dates, and advance preparation time frames, for
all state and federal filings. Filing to timely file routine returns and annual statements is
the number one source of problems requiring an attorney’s active involvement.

15.1. Filing federal and state tax returns before exemption

Without an exemption, the corporation should file Form 100 annually with the
California Franchise Tax Board (FTB). In addition, the organization is required to pay at
least the current $800 minimum franchise tax each year, regardless of whether it is
active or makes money, or files a short-period return. This requirement applies until the
organization formally dissolves through the California Secretary of State.

Similarly, an Arizona nonprofit is not automatically exempt from state corporate
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income tax, nor the Transaction Privilege Tax (TPT — a sales tax) or property taxes.
Even with tax exemption, Arizona nonprofits must apply TPT exemptions for specific
transactions using Arizona Form 5000, Transaction Privilege Tax Exemption Certificate.

15.2. California subsequent Statements of Information - Form SI-100

Every nonprofit corporation formed in, or qualified to do business in, California
must file a Statement of Information with the Secretary of State every other year, during
the calendar month in which the Articles were filed (and up to five months before that
date). If your entity is formed or qualified in an even-numbered year, its Statement will
be filed in every following even-numbered year. This can be completed online through
the Secretary of State’s webpage once you have obtained the online permission to file
on the entity’s behalf.

15.3. IRS filings after exemption — Forms 990, 990-EZ, 990-PF, 990-N, 990-T
Every year the corporation must file a return with the IRS using 1 of 4 different

versions of the Form 990. If the entity has “unrelated business income” then it must also
file a 990-T return addressing that income.

Type of Federal Return Who Should File
990 (“Return of Organization Exempt Section 501(c)(3) public charities not
from Income Tax”) allowed to file another form
990-EZ (“Short Form Return of Section 501(c)(3) public charities whose

Organization Exempt from Income Tax”) | gross receipts during the year were less
than $200,000 and total assets at the end
of the year were less than $500,000

990-PF (“Return of Private Foundation”) | Private foundations, including private
operating foundations, regardless of
financial status

990-T (“Exempt Organization Business | Public charities and private foundations
Income Tax Return”) that have gross unrelated business
income of $1,000 or more

990-N (“Electronic Notice (e-Postcard) Most small public charities with gross
for Tax-Exempt Organizations Not receipts of $50,000 or less can file a
Required to File Form 990 or Form 990- Form 990-N (or file 990 or 990-EZ)
EZ”)

“Unrelated Business Income” is revenue resulting from (1) a trade or business,
(2) regularly carried on by the entity, and (3) not substantially related to the mission.
This results in a tax (the UBIT) based on those activities unrelated to the entity’s
charitable or other tax-exempt purpose.
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15.4. California Filings After Exemption
15.4.1. California FTB — Forms 199, 199N, 109

California tax returns are due on the 15th day of the 5th month after the close of
the organization’s fiscal year.

Type of California Return Who Should File

Organizations with gross receipts of more
than $50,000. Also required for all private
foundations and non-exempt charitable
trusts (IRC Section 4947(a)(1)),
regardless of their gross receipts.

199 (“California Exempt Organization
Annual Information Return”)

Public charities with gross receipts of

199N (“California e-Postcard”) $50.000 or less

109 (“Exempt Organization Business Organizations with $1,000 or more of
Income Tax Return”) unrelated business gross income

15.4.2. California Attorney General — Forms RRF-1 and CT-TR-1

All entities who registered with the Attorney General’s Registry by way of a CT-1
are required to annually renew their registration by filing the Annual Registration
Renewal Free Report (Form RRF-1) and paying the current filing fee. This form is
accompanied by a copy of IRS Form 990, 990-EZ, or 990-PF as filed with the IRS,
except that Schedule B must be completely excluded. The Registry has not required a
copy of IRS form 990-N.

If the corporation is not required to file IRS Form 990 or 990-EZ because it does
not meet the revenue requirements, then is must also include an Annual Treasurer’s
Report (CT-TR-1) together with the RRF-1.

Regardless of the month in which the CT-1 was filed, the RRF-1 must be
submitted no later than the 15th day of the fifth month after the close of the fiscal year.
For the typical fiscal year ending on December 31, this form is due by May 15. Certain
entities, such as religious congregations, hospitals, and schools, are exempt from the
filing requirement.

15.4.3. Annual renewal of Welfare Exemption — Form BOE 267
California nonprofits which have obtained a Welfare Exemption on property taxes
must ever year thereafter file an annual update on the form BOE-267, the Welfare

Exemption Claim. The filer must go online to access the proper form by both county and
applicable year.
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15.5. Arizona Filings After Exemption
15.5.1. Arizona Annual Report & Certificate — Form C003

Arizona nonprofits must file an Annual Report and a Certificate of Disclosure
(Form C003) with the Arizona Corporation Commission (ACC) via the eCorp portal by
their registration anniversary date. The Annual Report requires certain financial and
ownership information. The Certificate of Disclosure (often combined in the online filing)
requests information concerning Directors and Officers, including any judgments, felony
convictions, and bankruptcy filings. A copy is attached to FORM 3 above.

15.5.2. Arizona Dept of Revenue filings — Form 99T
No return is required unless the entity has Unrelated Business Income of $1,000

or more. Any Arizona tax returns are due on the 15th day of the 5th month after the
close of the organization’s fiscal year, and are sent to the Department of Revenue.

Type of Arizona Return Who Should File

Organizations unrelated business income
reported on federal 990-T (gross
unrelated business income = $1,000)

99T (“Arizona Exempt Organization
Business Income Tax Return”)

CHAPTER 16. Volunteer Issues

Nonprofits depend heavily on volunteers. Volunteers have traditionally not been
considered employees, and may legally work without being paid compensation or given
other rights of employees. In fact, volunteers should never be paid compensation in any
amount so as not to muddy the waters. The lines begin to blur, however, when
volunteers perform work of the kind, duration, and detail which is usually done by
employees. Some states, like Arizona require that volunteers not displace paid workers,
and other state express the same idea through court decisions. It appears courts are
increasingly skeptical of arrangements involving more than occasional and limited
assistance.

16.1. California’s new test — EVERY volunteer a possible employee

A California Court of Appeal decision from January 2026 (Spilman v. The
Salvation Army A169279 15t Dist. 1-6-2026) adopted a new test for when volunteers
must be treated as employees. Its guidance complicates the situation and encourages
litigation. The facts are important. The plaintiff enrolled in the Salvation Army’s six-
month residential substance abuse rehabilitation program. Program participants
received room and board, meals, clothing, small gratuities, and social services such as
counseling and religious programming. In exchange, participants like plaintiff were
required to perform “work therapy,” generally full-time retail and warehouse tasks such
as unloading trucks, sorting donations, stocking, and assisting customers. These
activities directly supported the Salvation Army’s thrift-store and warehouse operations.
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It appears that any workers not participating in the program would have been classified
as employees.

Despite the narrow and extreme facts arising out of a residential program, the
court created a new broad-brush test, which put the burden on every nonprofit to prove
every volunteer is not an employee. Accordingly, every unpaid “volunteer” must be
treated as an employee unless the nonprofit can show both of the following:

(1) The worker “freely agreed to work for a personal or charitable benefit, not for
compensation”

and
(2) The nonprofit is not engaging in a “subterfuge” to evade wage laws.

16.1.1. The worker freely agreed to volunteer

This first “freely agreed” prong looks at the worker’s subjective intent and
expectations. The worker must “freely” agree — so every titular agreement may be
revisited to explore the extent to which this worker acted free from compulsion and with
all proper information for any given day of volunteering. A tribunal or fact-finder will be
required, at the cost of money, time, and delay. Among the possible considerations for
the jury are (underlining emphasizes subjective elements):

(1) Whether there was an express or implied promise of cash or non-cash
compensation in some form;

(2) Whether items such as housing, food, and in-lieu benefits are tied to work
performance or attendance in a way that looks like a wage substitute;

(3) Whether the worker’s participation was free of any coercion or undue
pressure by the nonprofit; and

(4) The length of the arrangement and the worker’s dependence on the
nonprofit.

It is hard to know what to make of must of these elements. We must await more
guidance as trial lawyers plumb the depths of possibilities in litigation and appeals.

16.1.2. The nonprofit is not engaged in a subterfuge

The second “subterfuge” prong looks to the entity’s subjective intent — meaning
the intent of the person(s) making the decision. The effect is to open up every nonprofit
to a charge of moral turpitude — subterfuge technically means deceit or lying to achieve
some goal. But subterfuge means whatever a judge or jury chooses to think it means.
Trial lawyers will now have a new avenue to personally attack Directors and threaten to
tar a nonprofit’s future with stentorian claims of shameful shenanigans.

The true terror in this prong is that, even if a real volunteer knowingly wanted
help for free, and is happy helping in their small way, the nonprofit must still treat the
worker as an employee unless it is able to show that its use of unpaid labor is not a trick
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to avoid wage and hour obligations, and that it its actions do not “depress wages” in
some unstated market segment. Factors for the judge, jury, and paid experts to
consider may include:

(1) Whether the unpaid work is reasonably aimed at some form of rehabilitation,
instead of “primarily serving operational needs”;

(2) Whether unpaid workers replace paid employees;

(3) Whether unpaid workers perform substantially the same work as paid
employees;

(4) Whether the effect of the program is exert downward pressure on wages;
and

(5) Whether the unpaid work provides the nonprofit with an unfair competitive
advantage.

The test apparently applies to each and every volunteer for each and every
nonprofit doing business in California regardless of size and revenue — not just to
Salvation Army-sized behemoths. Consider the above five factors. Most nonprofit
volunteers are not deriving any kind of “rehabilitation”, so the nonprofit loses the first
element. For any particular event, if there were no volunteers the entity might need to
hire some people to help out. So too, if there are two few employees to do everything
needed for a party, is every volunteer helping alongside them an employee? The
nonprofit must also evaluate whether its volunteers are exerting any “downward
pressure on wages”, although no guidance is provided on how the unpaid Board should
wrestle with this macroeconomic decision. Finally, what does it mean for a nonprofit to
obtain an “unfair competitive advantage™? In donations? Unrelated business income?
Volunteers? Juries will educate us over many years.

This unneeded and overly complicated test is terrible news for every California
nonprofit and reflects the dysfunctional pro-litigation public policy infecting California’s
legal systems generally. With the burden of proof on the nonprofit, and the prospect of
large damages and attorneys fees, many ersatz volunteers may be expected to hire
hungry counsel to shake the money tree. California nonprofits must be as prepared as
possible and comprehensively insured if they can afford it.

16.2. Arizona’s traditional test

In Arizona, nonprofit workers are generally considered volunteers rather than
employees if they (1) offer their services freely for some public service, or religious or
humanitarian objective, without expecting any compensation, and (2) they do not
displace regular employees. Arizona follows the guidance of Fact Sheet #14A of the
Federal Labor Standards Act (FLSA) which provides:

Individuals may volunteer time to religious, charitable, civic, humanitarian,
or similar non-profit organizations as a public service and not be covered
by the FLSA. Individuals generally may not, however, volunteer in
commercial activities run by a non-profit organization such as a gift shop.
A volunteer generally will not be considered an employee for FLSA
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purposes if the individual volunteers freely for public service, religious or
humanitarian objectives, and without contemplation or receipt of
compensation. Typically, such volunteers serve on a part-time basis and
do not displace regular employed workers or perform work that would
otherwise be performed by regular employees. In addition, paid
employees of a non-profit organization cannot volunteer to provide the
same type of services to their non-profit organization that they are
employed to provide.

16.3. The need for written volunteer agreements

Now more than ever, it is essential that every volunteer signs an agreement
noting the volunteer knowingly and willingly volunteers his or her time without the
expectation of any kind of compensation, with knowledge of the services to be
performed, confirmation of their limited nature, and an understanding the volunteer can
quit at any time. Consider including a report/complaint process for volunteers to express
developments or concerns. The writing must be in clear language, inform the volunteer
of their limited but important role in the nonprofit's mission, and reflect the “free
agreement” of the volunteer. Ideally, services should be tied to specific events for a
limited period.

16.4. Some key California employment issues

A person providing services to, or on behalf of, the NPO is most probably one of
the following three categories of workers: (a) a volunteer, (b) an independent contractor,
such as a CPA, attorney, or state-licensed contractor, or (c) an employee. All workers
who are compensated are either an employee or a contractor. California applies the
ABC Test from the Dynamex case such that all paid workers are employees unless the
hirer can show that (1) all three prongs of the test apply and (2) the requirements of the
less stringent common-law test from the Borello case also apply.

The three prongs of the ABC Test require that the employer be able to show that
the worker: (1) is free from the control and direction of the hiring entity concerning the
performance of the work, both contractually and in fact, and (2) performs work that is
outside the usual course of the hiring entity’s business, and (3) is customarily engaged
in an independently established trade, occupation, or business of the work performed.

The Borello test, on the other hand, considers many factors, a key one being
whether the potential employer control over the manner and means of accomplishing
the result desired. The court also looked to other factors; including:

« whether the worker performing services holds themselves out as being engaged
in an occupation or business distinct from that of the employer;

« whether the work is a regular or integral part of the employer’s business;

« whether the employer or the worker supplies the instrumentalities, tools, and the
place for the worker doing the work;

o whether the worker has invested in the business, such as in the equipment or
materials required by their task;
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« whether the service provided requires a special skill;

the kind of occupation, and whether the work is usually done under the direction

of the employer or by a specialist without supervision;

the worker’s opportunity for profit or loss depending on their managerial skill;

the length of time for which the services are to be performed;

the degree of permanence of the working relationship;

the method of payment, whether by time or by the job;

whether the worker hires their own employees;

whether the employer has a right to fire at will or whether a termination gives rise

to an action for breach of contract; and

« whether or not the worker and the potential employer believe they are creating an
employer-employee relationship (this may be relevant, but the legal
determination of employment status is not based on whether the parties believe
they have an employer-employee relationship).

Employment status is significant. It triggers obligations to provide certain written
notices, post certain posters, adopt certain written policies, record and provide certain
data, comply with changing wage and hour laws, comply with all health and safety rules
and regulations, support the state’s public policy on employment issues such as
immigration and abortion, and conduct drills for workplace injuries and to prevent
workplace violence, among much else. Employers are governed by detailed and varying
laws at the federal, state, county, and often city levels. Minimum wages can be set by all
four levels of government and must be perennially monitored.

Employers are also responsible for the handling of various tax and welfare
payments. In California, for example, employers must withhold and pay over payroll
taxes and contributions, and file quarterly and yearly reports with the Employment
Development Department (EDD) on behalf of every employee. There are four kinds of
payroll taxes administered by the EDD: (1) Unemployment Insurance, (2) Employment
Training Taxes, (3) State Disability Insurance, and (4) Personal Income Taxes.

Employers must also maintain an appropriate level of worker compensation
insurance. All injuries must be reported, often within short time frames, to applicable
agencies at the state and federal levels. Certain jurisdictions require an employer to
maintain other benefits so careful inquiry is required, to be revisited every year.

16.5. The need for Board oversight

The Board now needs to be completely engaged in the volunteer process, its
details, operations, and risks. One successful employment lawsuit could cripple most
start-up nonprofits. Dedicated volunteers should not be permitted to become inadvertent
employees. The Board may need to adopt resolutions on whether the nonprofit needs
volunteers at all, and how they are to be handled.

In California, if the volunteer is retroactively determined to be an employee, then
the employer faces a cascading set of violations for failure to provide the many written
statements employees must be given, failure to post statutorily required notices, failure
to provide wage statements, etc. It also triggers practical operational questions, such as
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whether a background check should be performed for all volunteers, only those with
access to money or minors, or not at all, and whether every volunteer needs to be given
notices required only for employees.

It appears that Spilman is part of a trend by California courts to scrutinize non-
profit volunteers. For example, another 2026 case (Ehrenkranz v. San Francisco Zen
Ctr. 15t Dist. A171527 3/2/26) involved a participant in the Zen Buddhist center’s
residential training program, which offers residential programs and generates income
from guest activities and commercial events. The plaintiff cleaned the guesthouse,
worked in the kitchen, and did gardening and guest cooking, while receiving modest
stipends and room and board. He sued for wages and penalties. In ruling for the worker,
the appellate court found that the ministerial exception arising from the First
Amendment does not automatically shield religious employers from wage-and-hour
claims that do not require entanglement in ecclesiastical doctrine.

It is also worth noting that a CEO and CFO of a corporation may be jointly and
severally liable for filing or assisting in filing fraudulent tax returns (IRC §§7201, 7206) ,
and notices, such as a 1099-MISC (IRC § 7434) on behalf of the entity. See, Nazaryan
v. FemtoMetrix, Inc. (2025) 110 Cal. App. 5th 1023, .

CHAPTER 17. Insurance issues

Insurance is becoming increasingly important and now warrants the Board’s full
attention. Unless the Spilman test is overturned, every nonprofit which uses volunteers
must consider obtaining insurance to cover the possible risks to the nonprofit and its
agents. This could include Employment Practices Liability Insurance (EPLI) in addition
to the more common Directors & Officers insurance (D&O). If your nonprofit is found to
have employees, then you may also be sued under California’s Private Attorney
General Act (PAGA) where lawsuits can be brought by any employee on behalf of all
employees.

17.1. California Statutory Protection for Volunteers Requires Liability
Insurance

California provides that unpaid volunteers are generally not liable for their actions
performed in the course of volunteering. These statutory protections (Cal Corp § 5239)
only apply, however, if another other things, the damages “are covered pursuant to a
liability insurance policy issued to the corporation.” Moreover, under California law
Board members and Officers may be personally liable in large amounts for
mischaracterizing volunteers who are later recharacterized as “employees” by a court.

17.2. California Statutory Protection for Directors Requires Liability
Insurance

Similarly, Cal Corp Code § 5047.5 (b) provides for that “no cause of action for
monetary damages shall arise against any” unpaid Director of a religious, charitable,
literary, educational, scientific, or social NPO “on account of any negligent act or
omission” performed (1) within the scope of that person's duties as Director (or Officer);
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(2) in good faith; (3) in a manner that the person believed to be in the Corporation’s best
interests; and (4) constituted the “exercise of policymaking judgment”. The entity must
be tax-exempt under Tax Code § 501(c)(3) or 501(c)(6).

This immunity is NOT available, however, UNLESS “the nonprofit corporation
maintains a liability insurance policy with an amount of coverage of at least the following
[specified] amounts...” Moreover, immunity applies only if the claim against the Director
“can also be made directly against the corporation and a liability insurance policy is
applicable to the claim”. If that liability policy covers the damages, then no cause of
action for monetary damages shall be maintained against the director personally.

17.3. Premises Liability Insurance

If the entity has an office, store, or is responsible for areas open to visitors or the
public, then additional insurance should be considered, such as premises liability
coverage. The more the nonprofit physically reaches out to the community with a
presence or services, the more seriously it should consider getting general liability
(a.k.a. business liability) insurance to cover lawsuits and losses due to bodily injury and
property damage, personal and advertising injury, and damage to the premises rented
to you.

17.4. Employment and EPLI Insurance

Employment Practices Liability Insurance (EPLI) protects businesses against
lawsuits from employees, former employees, or applicants alleging discrimination,
wrongful termination, sexual harassment, and other employment-related issues. It
covers legal defense costs, settlements, and judgments. It is typically a "claims-made"
policy, meaning it claims must be filed during the policy period to be covered. It can be
purchased as a standalone policy or added to a Business Owner’s Policy (BOP).

17.5. Directors and Officers Insurance

As discussed above, Director & Officers (D&O) Insurance is to obtained if
possibly affordable. It will help to attract and protect Board members in these litigious
days. The Board should investigate obtaining one or more of the forms of available
insurance because it is increasingly important.

17.6. Legal Insurance

In addition, programs like LegalMatch connect business subscribers with local
legal counsel, usually tailored to the specific problem. These affordable policies may
permit an entity to obtain low cost legal advice, representation, and an initial letter or
two as problems arise. This usually is not, however, sufficient for deeper-dive advice on
complicated or more nuanced issues. But this may be all some matters need.

Because of changing world, the Board should at the least investigate and discuss
insurance coverage, and fully describe those efforts, findings, and Directors’ voting in
the corporate records.
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