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The information provided here is a general overview for Texas community-based development organizations (“CDCs”) on how to form a non-profit corporation in Texas.  This summary is not a substitute for the advice of an attorney. Different groups will face different needs and issues resulting in different legal consequences.  It is therefore highly recommended that any entity considering incorporating obtain the services of an attorney.  You may be able to obtain free legal assistance for your organization from Community Building with Attorney Resources (“Texas C-BAR”).  Contact information is listed below.
The formation and functions of a non-profit corporation are governed by the Texas Non-Profit Corporation Act.  In addition, in forming a non-profit corporation, an organization will need to comply with the Internal Revenue Code, generally Section 501(c)(3), which governs when a charitable organization can obtain an exemption from federal taxes.  While forming a corporation may sound like a daunting task, the following outline should help “de-mystify” the incorporation process.

A.
Questions to Consider Before Deciding to Incorporate
Any organization engaging in community development activities should consider incorporating as a non-profit corporation.  Being a non-profit has many advantages over other organizational forms, including special tax exemptions and protections against liability.  In some instances, however, incorporating as a non-profit may not be in the best interest of an organization. An organization which is considering incorporating as a non-profit should first consider the following questions:

1.
What are the goals of our organization?  Do a substantial part of the organization’s activities further charitable, educational, or religious goals?  To qualify for a federal tax exemption under Section 501(c)(3), a community development organization must be organized and operated for specific charitable, religious, or educational purposes (other purposes are recognized under the IRS code but not relevant to the operations of community development organizations, i.e., testing for public safety).  Examples of activities which have been considered “charitable” include the development of affordable housing for the benefit of low-income persons; providing affordable and accessible housing for disabled persons; and combating the deterioration of a low-income neighborhood community and contributing to its physical improvement.

2.
Does our organization have a non-profit motive?   A non-profit is prohibited by law from distributing income to its directors and members, with the exception of reasonable compensation for services performed for the corporation.  Note that a non-profit corporation is not prohibited from making a profit. In fact, most CDCs need to make a profit to expand their charitable development activities. The key is that the organization cannot be organized for the purpose of financial profit to its members or directors.  Any profit made must go back into organization’s programs, or be donated to the government or another tax-exempt organization, although reasonable compensation can be paid to the directors.

3.
Will our organization want to engage in political activity or lobbying?  Federal law prohibits 501(c)(3) non-profits from engaging in most types of political activity.  Political activities prohibited include participating in a campaign on behalf of a candidate for public office and publishing statements on behalf of or in opposition to a political candidate.  If an organization is unclear about whether an activity is prohibited political activity, it should consult the IRS rules and regulations or an attorney.  Lobbying on issues before an agency or the legislature is permitted only if lobbying does not constitute a substantial part of an organization’s activities.  

4.
Will our organization be engaging in activities which could subject our members or directors to liability?  If an organization is engaged in development activities, the organization is exposing its members and directors to legal liability.  One of the primary benefits of forming a non-profit is that the corporation’s members and directors are generally shielded from liability for the corporation’s activities. That is, their personal assets (real estate, money, personal property) generally cannot be collected to satisfy a debt or other financial obligation of the corporation.  One exception to this general rule is when a director acts in bad faith, without utilizing ordinary care, and in a manner the director cannot reasonably believe to be in the best interest of the corporation. In contrast, the members of an unincorporated association are subject to personal liability for acts carried out in the name of the association.

5.
Will our organization be applying for governmental loans or grants?  A condition of many government community development loans and grants is that an organization be incorporated as a non-profit. 

6.
Who do you want to run the organization? One of the benefits of an unincorporated association is the informality of the organizational structure and ease of forming and dissolving the association.  Unlike an unincorporated association, a non-profit corporation must have a formal, centralized management structure.  A non-profit corporation must have a board of directors but can delegate some or all decisions to members of the corporation.  There are several organizational forms utilized by CDCs in Texas.  First, an organization can have a board of directors which has the exclusive right to vote on decisions affecting the organization, and not have any members.  Second, an organization can have members (such as all of the residents of an apartment complex or residents of a certain neighborhood) which have the right to vote on certain or all decisions affecting the organization.  In following this second form, some non-profit corporations limit the voting rights of members to selection of the board of directors at an annual meeting.  Other CDCs allow members to vote on all major decisions affecting the corporation. Third, a corporation can have members without any voting powers.  There are pros and cons to all of these organizational forms.  

7.
Should our organization get a lawyer to help with the incorporation process?  Yes.  While a lawyer is not required for an organization to incorporate, retaining a lawyer will help guide the organization through the process to ensure that unnecessary mistakes are not made.  A lawyer can also give more specific advice concerning the responsibilities of the organization once it incorporates, such as the corporate responsibilities of the directors and record keeping obligations.

B.
Once your organization has decided that incorporation is in the organization’s best interests, the organization will need to take the following steps:

1.
After choosing a name, check the availability of the name of the corporation by calling the Texas Secretary of State’s Office, 512-463-5555, www.sos.state.tx.us.

2.
Draft articles of incorporation. The articles of incorporation is a formal document which serves as the organization’s “constitution”--it defines the structure of the corporation, what the corporation will do, who will be the registered agent, and who will be the original directors.  One or more “incorporators” must sign the articles. The incorporators need not be the same persons as the directors. The directors constituting the initial board are named in the articles and hold office until the first election of directors, as specified in the by-laws or articles.  There must be at least three original directors listed in the articles.  The corporation must maintain a registered office in the state, which must be listed in the articles.  The articles must also list a registered agent with a business office identical to the registered office.  A sample set of articles of incorporation can be obtained on the Texas C-BAR web site.

4.
Deliver two copies of the articles, along with the $25.00 filing fee, to the Secretary of State, Statutory Filings Division, Corporations Section, P.O. Box 13697, Austin, Texas  78711-3697.  The Secretary of State’s phone number is (512)463-5555 or TDD (800) 735-2989.  After filing the articles, the Secretary of State will issue a “certificate of incorporation.”  Articles of incorporation can be amended by filing articles of amendment with the Secretary of State, along with a filing fee of $25.00.

ADVANCE \d45.
Apply for recognition of tax-exempt status from IRS. The tax-exempt application, IRS Form 1023, should be filed within 15 months after the filing of the Articles.  The application can be downloaded from the IRS web site: www.irs.us.gov/bus_info/eo/eo-tkit.html.   To qualify for the reduced application fee of $150, an organization will need to submit User Fee Form 8718 (www.irs.gov/forms_pubs/forms.html).  For IRS tips on how to apply for tax exempt status, you should refer to IRS Publication 557 (www.irs.gov/forms_pubs/pubs/p557toc.htm); “What You Need to Know if Your Organization Plans to Apply for Tax Exemption,” (www.irs.gov/bus_info/eo/eo-appl.html); and “Top Ten Reasons for Delays in Processing Exempt Organization Applications” (www.irs.gov/bus_info/eo/topten.html). An organization can apply for tax-exempt status before beginning operations if the organization can provide the IRS with sufficient detail of the organization’s proposed operations.  Applications can take several months to be processed, so do not be surprised by long delays.  To avoid longer delays in obtaining IRS recognition of tax-exempt status, it is extremely important to submit a thorough, complete application.  As soon as possible after incorporating, an organization needs to submit IRS Form SS-4, “Application for Employer Identification Number” (www.irs.gov/forms_pubs/forms.html). 

Once the IRS has approved an organization’s tax exempt status, the IRS will send the organization a “determination letter” formally approving the exemption.

6.
Apply for exemption from Texas franchise taxes with the Texas Comptroller’s Office.  Non-profit corporations are subject to the Texas franchise tax unless they obtain an exemption from the Texas Comptroller’s Office.  Organizations which have already received their 501(c)(3) tax exempt status from the IRS need to write the Comptroller’s Office (111 E. 17th Street, Austin, Texas 78774; 1-800-252-1381), requesting a franchise tax exemption and enclosing a copy of the tax exempt determination letter from the Internal Revenue Service.

Organizations which have applied for but have not yet received their exemption from the IRS will need to obtain a temporary franchise tax exemption from the Comptroller.  To obtain a temporary exemption, send a copy of the tax exempt application that has been filed with the IRS and a copy of a written notice from the IRS stating that the application for recognition of exemption has been received.  If the information is provided in a timely manner, a 90-day provisional franchise tax exemption will be granted.  Before the expiration of the 90-day provisional exemption, the corporation must provide the comptroller with a copy of a letter from the IRS showing that the decision on the federal exemption is still pending or stating that the federal exemption was either granted or denied. As soon as the organization obtains recognition of tax exempt status from the IRS, the organization should then send a copy of the determination letter to the Comptroller’s Office.

7.
Apply for exemption from sales tax from the Texas Comptroller’s Office.  Exempt organizations can buy, lease or rent taxable items without paying sales and use tax if those items are necessary to their function as an exempt organization.  An exemption certificate must be provided to the supplier in the form prescribed by the Comptroller.  The tax exempt application is available from the Texas Comptroller at 1-800-252-5555.

7.
Draft By-laws.  The by-laws contain the rules and regulations governing the internal structure and management of the non-profit.  A sample set of by-laws can be obtained from the Texas C-BAR web site.  Some of the provisions which need to be included in the by-laws include:

Meetings: the frequency and place of meetings; the type of notice required; the number required for a quorum; the proportion of vote required to take action on a matter (pursuant to Texas law; an act of the board is an act of the majority of the directors present unless a greater number is required by the articles or bylaws); whether directors may vote by proxy in writing.

Leadership: the titles and specific responsibilities of the officers; qualifications for directors; the number of directors; the length of terms for the directors and officers; the method for electing and removing directors and officers.

Provisions for Membership (if the corporation has members): qualifications for membership; voting rights; frequency and place of membership meetings.

Controls: signatures required for execution of legal documents; signatures required for checks; and other controls over financial transactions and transfers of corporate assets.

Committees: types of standing committees; responsibilities of committees; qualifications for serving on a committee.

8.
Organizational meeting.  After the organization obtains its certificate of incorporation, it must hold an organizational meeting, called by the incorporators or a majority of the directors.  At the meeting, the members/directors should adopt by-laws, elect officers, and conduct other business.  At least three days’ notice must be provided to the directors named in the articles, stating the time and place of the meeting.  The corporation must elect a president, vice president, and secretary.  Any two offices may be held by the same person, except for the president and secretary.  Officers’ terms may not exceed three years.  The corporation can elect other officers’ positions as well, in accordance with the articles and/or by-laws.  An agenda and sample minutes for the organizational meeting can be obtained from the Texas C-BAR web site.

C.
Once an organization has incorporated, there are several other obligations to be aware of:
1.
Record Keeping Obligations:

Texas law requires that the corporation keep correct and complete books and records of the corporation’s accounts and minutes of all proceedings of the board, committees, and members.  The corporation must also keep at its registered office a record of the names and addresses of the members entitled to vote.  Any member of the corporation has the right upon written demand to examine and copy the books and records of the corporation.

2.
Special Record Keeping Obligations for Corporations which Raise more than $10,000 a Year: The corporation must maintain financial records with full and correct entries for each transaction in accordance with generally accepted accounting practices.  The board must also prepare or approve annually a report of the financial activity of the corporation.  The report must conform to the accounting standards of the American Institute of Certified Public Accountants, and must include a statement of support, revenue, expenses and charges in fund balances, a statement of functional expenses, and balance sheets for all funds. All records, books, and annual financial reports must be kept at the registered office for at least three years and made available to the public for inspection and copying during normal business hours.  The failure to make these records available is a Class B misdemeanor.

3.
Corporations with Members: The corporation must hold a meeting for the members at least once a year. The corporation must deliver notice of meetings to the members between 10 and 60 days before the date of the meeting, in person, by fax, or by mail. The by-laws may provide that no notice is required for annual or regular meetings, but the by-laws must also then provide the time and place of the meeting.  If the corporation has more than 1,000 members, it may give notice by publication in a newspaper in the community, if the by-laws so provide.  If a corporation has members, special rules apply governing quorums, voting and other related issues, and the corporation should seek the advice of an attorney and/or review the Non-Profit Corporation Act.

4.
Directors’ Meetings: The by-laws must specify whether notice is required for regular meetings and, if so, the type of notice.  Notice is required for special meetings; the type of notice must be specified in the by-laws.  A quorum for business by the board is a majority of the number of directors set in the by-laws or articles for the corporation, but the by-laws can set a different number for a quorum, as long as the number is not less than three Directors.  The board can take action without a meeting if signed, written consent is given by all of the directors (or members if members have voting rights), but the articles may provide that the board can take action if signed, written consent is given by a quorum of directors or members.  Each written consent must contain the date of the signature. Telephone meetings are also permitted under Texas law.

5.
Standards for Directors:  Directors have a duty to act in good faith and with ordinary care, and in the manner the director reasonably believes to be in the best interest of the corporation. Directors may in good faith rely on information prepared by officers or employees of the corporation, legal counsel, public accountants, other professionals, and committees of which the director is not a member.  A director should disclose any conflicts he or she has in transactions before the board (i.e., the board is considering purchasing property which the director’s sister owns).  The director should abstain from voting on the transaction, and a majority of the disinterested directors must approve the transaction. Notwithstanding following these procedures, certain government programs may still bar approval of the transaction when a conflict of interest exists.

D.
For Further Assistance with Incorporating:
1.
Texas C-BAR is a special project of Legal Aid of Central Texas, providing free legal resources and pro bono attorney referrals for community-based housing development non-profits across the State of Texas. Contact: Heather K. Way, Legal Aid of Central Texas, 2201 Post Road, Suite 104, Austin, Texas  78704; web site: www.texascbar.org; email:txcbar@lact.org; telephone: 512-447-7707, ext. 370; facsimile: 512-447-3940.

2.
A copy of the Texas Non-Profit Corporation Act can be obtained on-line from www.capitol.tlc.state.tx.us/statutes/codes/vn000035Part1.html.  The Act is also available from Vernon’s  Texas Civil Statutes, Article 1396-1.01, et seq. 

3.
Other helpful web sites include the Texas Secretary of State’s Office, www.sos.state.tx.us; the Internal Revenue Service, www.ir.ustreas.gov; and the Texas Comptroller’s Office, www.window.state.tx.us.  
By:
Heather K. Way, Texas C-Bar, Legal Aid of Central Texas, 2201 Post Road, Suite 104, Austin, Texas  78704, (512) 447-7707
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