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There is no precedential federal tax law guidance that prescribes the appropriate
standards for nonprofit governance. This lack of guidance not only impairs tax-
payer efforts at voluntary compliance but also creates a risk that similarly situ-
ated taxpayers may be subject to differing treatment from the Service. Without
enforceable uniform standards, taxpayers who submit exemption applications
or ruling requests may obtain disparate and subjective interpretations of the
Service’s policy, depending on the agent who happens to handle the matter.
Absent published guidance on this issue, a taxpayer under examination has no
context or ability to challenge the Service’s findings regarding its governance
practices at the examination level or within the agency’s Appeals function. To
ensure consistent, transparent enforcement of the federal tax laws, we respect-
fully request that the Treasury Department issue guidance regarding the stand-
ards for nonprofit governance.

—Excerpts from a letter sent by Marcus S. Owens (former director of the
Exempt Organizations Division) to the Department of the Treasury, January
14, 2009
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Preface

Governance seems to be the subject that is perched atop every nonprofit lawyer’s
worry list (and, in many instances, wish list). This is a somewhat unusual situation,
for two reasons. One, a few years ago, governance would not have even made the list.
Two, there is not much law on the point, particularly at the federal level. Thus, from a
pure law standpoint, there is not much for the nonprofit lawyer to work with.

This absence of a legal underpinning has obviously not deterred the matter of
governance in leaping to first place among today’s nonprofit law issues. This ascen-
sion in importance is due in part to law created in the for-profit realm, but the true
drivers propelling all of this are (1) the various organizations propounding good gov-
ernance or, if you prefer, best practices, principles for public charities and other forms
of nonprofit organizations, and (2) the Internal Revenue Service. (A certain United
States senator from Iowa also is a force in this regard.) The IRS’s role in this context is
manifested in many ways these days, principally by means of the redesigned Form
990; the agency’s aggressive push of certain good governance principles in the tax-
exempt organizations’ setting, chiefly, conflict-of-interest policies and the notion of
independent boards; and the issuance of certain (questionably valid) private letter
rulings.

The IRS is sending, when it comes to governance and law, mixed messages.
Reading private letter rulings and watching IRS employees handle examinations of
public charities and the processing of applications for recognition of exemption, one
sees an agency demanding, as conditions for exemption, the adoption of certain pol-
icies and procedures. This view is somewhat reflected in the speeches of the TE/GE
Commissioner, most of which are summarized in the book. One not part of the
book was in a speech on November 20, 2008, at the Western Conference on Tax-
Exempt Organizations; he made his view clear that the IRS is going to continue to
push hard when it comes to mandated adoption of governance principles and pro-
cedures. “We intend to let the sun shine” when it comes to matters of governance,
he declared.

Yet, the Commissioner of Internal Revenue, in a speech at an Independent Sector
conference, on November 10, 2008, said: “We [the IRS] shouldn’t supplant the busi-
ness judgment of organizational leaders, and certainly shouldn’t determine how a
nonprofit fulfills its individual mission. That’s not our role.” He continued with the
observation that the IRS’s role in this context is to work “with you and others to pro-
mote good governance” and that the agency “want[s] to arm you with information
and guidance you need to help you comply.” This sounds more like education and
encouragement, not dictation, when it comes to governance.

This latter view also appears reflected in the IRS Exempt Organizations work
plan for fiscal year 2009, unveiled on November 25, 2008. There, the Exempt Organ-
izations Division stated that it will develop a checklist to be used by agents in exami-
nations of tax-exempt organizations to determine whether the organization’s
governance practices “‘impacted the tax compliance issues identified in the examina-
tion” and to educate organizations ‘“about possible governance considerations.” EO
will commence a training program to educate its employees about ““nonprofit
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PREFACE

governance implications” in the determinations, rulings and agreements, and educa-
tion and outreach areas. EO will begin identifying Form 990 governance questions
that could be used in conjunction with other Form 990 information in possible com-
pliance initiatives, such as those involving executive compensation, transactions with
interested persons, solicitation of noncash contributions, or diversion or misuse of
exempt assets.

This section of the EO work plan, relating to governance, is encouraging. The
forthcoming training program for IRS employees is shrouded in bureaucratize (“‘non-
profit governance implications’”), but the hope is that agents will be taught to stop
mandating conflict-of-interest policies, executive compensation policies, and inde-
pendent boards as a condition of exemption. The IRS should be educating and guid-
ing in the area of governance, not arbitrarily imposing requirements that are absent
from the law. Thus, it is good to read about IRS efforts to ““educate organizations
about possible governance considerations.”

We confront the matter of nonprofit governance constantly in our law practices.
Endless hours of meditating over the new Form 990 and sifting through the many
(and inconsistent) best practices principles convinced us of the need for some cohe-
sion in the realm of nonprofit governance. Thus this book. We have done three
things: Summarize the law that exists; explain and evaluate the many good gover-
nance principles that have been promulgated; and make recommendations for the
adoption of policies and procedures that are appropriate and relevant for nonprofit
organizations.

The book is intended as a guide, not just for lawyers, but for anyone who is facing
decisions as to good governance in the nonprofit organization context and is lost in
the maze of conflicting principles, ever-increasing policies and procedures, murky
law, and the intensity of the IRS in insisting on adoption of various principles in the
absence of legal requirements for them. (Even worse, in a way, is the manner in which
the private benefit doctrine is being manipulated as the justification in law for forcing
nonprofit organizations to incorporate various policies, procedures, protocols, and
practices into their operations.)

Leaders and managers of nonprofit organizations, and their lawyers, account-
ants, and other advisors, can use this book to understand the legal backdrop for
nonprofit governance, sort through the numerous good governance principles, and
select the ones that most appropriately apply to the particular organization. From
there, the suitable policies and procedures can be devised. Our hope is to help
nonprofit organizations improve their operations and effectiveness to the extent
that improved governance can contribute to those outcomes (and, not incidentally,
be in a position to file, if applicable, Forms 990 that cast them in the best possible
light).

Woody Allen observed that most of success in life (around 80 percent, as we
recall) is achieved by just showing up. This also used to be the case with nonprofit
board service. Those days are rapidly disappearing. Indeed, the fundamental con-
cept of the role of the nonprofit board is undergoing reevaluation and interpreta-
tion, with interesting and compelling view changes as to nonprofit board
members’ duties, responsibilities, and liabilities. We believe that the trend will
continue to be intense focus on and reshaping of nonprofit governance. Our book
is intended as a guide to and through all of the governance policymaking that is
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unfolding, all to the end of improved management of nonprofit organizations and,
yes, compliance with nonprofit governance law (to the extent it exists).

We extend our thanks to our senior editor, Susan McDermott, and our senior pro-
duction editor, Natasha Andrews-Noel, for their valued help on the book.

Bruce R. Hopkins

Virginia C. Gross
May 2009
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CHAPTER ONE

Federal and State Law
Fundamentals

For decades, the law in the United States concerning governance of nonprofit organi-
zations was almost solely confined to state (and, to some extent, local) law. While this
state of affairs is rapidly changing, with the matter of nonprofit organizations’” gov-
ernance becoming a province of federal (mostly tax) law, many of the underlying fun-
damental principles remain those formulated (and once seemingly resolved) at the
state law level.

§1.1 STATE LAW OVERVIEW

There are essentially seven bodies of state law concerning the organization and oper-
ations of nonprofit organizations’. Most of the state law principles pertaining to non-
profit organizations governance are found in the nonprofit corporation acts' and the
charitable solicitation acts.

(a) Types of Nonprofit Organizations

Most nonprofit organizations are formed as one of three types: corporation,” trust,* or
unincorporated association.” It is possible to have a tax-exempt, nonprofit limited lia-
bility company.® Occasionally, the U.S. Congress ““charters” (that is, creates by legis-
lation) a nonprofit organization.”

The application for recognition of tax exemption filed by most organizations
seeking to be tax-exempt charitable entities® (Form 1023) graphically depicts these
types. It asks if the filing organization is one of the four types, then, in bold print,
directs the entity to not file the application if it is not.”

. See § 1.1(b).

. See § 1.1(c).

. See § 1.2(b).

. See § 1.2(a).

Id.

. See Law of Tax-Exempt Organizations § 4.4(d).

. See, e.g., §3.11.

. That is, organizations that are tax exempt pursuant to Internal Revenue Code section (IRC §) 501(a)
because of description in IRC § 501(c)(3). See Law of Tax-Exempt Organizations, Part Three.

. Form 1023, Part II. See Law of Tax-Exempt Organizations, App. D, p. 1123.
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FEDERAL AND STATE LAW FUNDAMENTALS

Nonprofit, tax-exempt organizations, as part of the process of their establishment,
prepare (and sometimes file with a state) articles of organization."® The nature of these
articles will depend, in large part, on the type of nonprofit organization. If the non-
profit organization wants to be tax—exemli:)t under the federal tax law, it usually will
be required to meet an organizational test.'

(b) Nonprofit Corporation Acts

Nearly every state has a nonprofit corporation act. The few states that do not have such
a statute require nonprofit corporations to fare as best they can by using what is appli-
cable in the statutory law applicable to for-profit business corporations. Most of the
states with a nonprofit corporation act have based their law on a model nonprofit
corporation act.”?

() Nonprofit Trust Statutes

Nearly every state has a body of statutory law applicable to charitable trusts. Many
private foundations, for example, are trusts. These laws frequently impose fiduciary
standards and practices that are more stringent than those for nonprofit corporations
and entail an annual filing requirement. A nonprofit organization that is a trust is
formed by the execution of a trust agreement or a declaration of trust.

(d) Unincorporated Associations

To the uninitiated, a nonprofit corporation and a nonprofit unincorporated associa-
tion look alike. An unincorporated association is formed by the preparation and
adoption of a constitution. The contents of a constitution are much the same as those
of articles of incorporation. Likewise, the bylaws of an unincorporated association are
usually the same as those of a nonprofit corporation.

(e) Charitable Solicitation Acts

A majority of the states have adopted comprehensive charitable solicitation acts for the
purpose of regulating fundraising for charitable purposes'® in their jurisdictions. A
few states have not enacted any form of charitable solicitation act. The remaining
states (including the District of Columbia) have elected to regulate charitable fund-
raising by means of differing approaches.

The various state charitable solicitation acts are (to substantially understate the
situation) diverse. The content of these laws is so disparate that any implication that
it is possible to neatly generalize about their assorted terms, requirements, limita-
tions, exceptions, and prohibitions would be misleading. Of even greater variance are

10. See § 1.2(a); Law of Tax-Exempt Organizations § 4.2.

11. Id. §4.3.

12. Section III, Part 13, of Independent Sector’s Panel on the Nonprofit Sector, Strengthening Transparency,
Governance and Accountability of Charitable Organizations: A Final Report to Congress and the Nonprofit
Sector (June 2005) (““Nonprofit Panel’s Final Report”), includes a summary of the Revised Model Non-
profit Corporation Act (at 76-77). See § 3.12.

13. The concept of charitable for purposes of state charitable solicitation acts is usually substantially
broader than the concept used in the federal tax law. See Law of Fundraising § 3.2(a).
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§1.1 STATE LAW OVERVIEW

the requirements imposed by the many regulations, rules, and forms promulgated to
accompany and amplify the state statutes.'* Nonetheless, some basic commonalities
can be found in the comprehensive charitable solicitation acts.

The fundamental features of many of these charitable fundraising regulation laws
are a series of definitions of various terms; registration or similar requirements for
charitable organizations; annual reporting requirements for charitable organizations;
exemption of certain charitable organizations from all or a portion of the statutory
requirements, registration and reporting requirements for professional fundraisers;
registration and reporting requirements for professional solicitors; requirements with
respect to the conduct of charitable sales promotions; record-keeping and public dis-
closure requirements; requirements regarding the contents of contracts involving
fundraising charitable organizations; a wide range of prohibited acts; registered agent
requirements; rules pertaining to reciprocal agreements; investigatory and injunctive
authority vested in enforcement officials; civil and criminal penalties; and other
sanctions."

(f) Tax Exemption Laws

State law typically provides for tax exemption, from income or ad valorum tax, for a
variety of nonprofit entities in the jurisdiction. Usually, the criteria for this exemption
are identical to the federal law requirements; some states impose qualifications in ad-
dition to the federal ones. Tax exemption may also be available in connection with
sales,'® use, tangible personal property, intangible personal property, and real estate
taxes.

(g) Charitable Deduction Laws

Most states” laws provide for a charitable contribution deduction for the making of
gifts of money or property to charitable organizations.'” Usually, the criteria for this
deduction are identical to the federal law requirements; some states impose qualifica-
tions in addition to the federal ones.

(h) Other Statutory Law

In addition to the panoply of the foregoing bodies of law, nonprofit organizations
may have to face other state statutory or other regulatory requirements. These
include:

* A state’s nonprofit corporation act, which has registration and annual report-
ing requirements for foreign (out-of-state) corporations that are doing business
within the state.'® For example, it is not clear whether, as a matter of general

14. An attempt has been made to resolve this problem by adoption of uniform annual reports in many of the
states. Some states, however, have added material to the “‘uniform” form, thereby somewhat returning
matters to the original (and confusing) state of affairs. See Law of Fundraising § 3.22.

15. Each of these elements in a comprehensive state charitable solicitation act is detailed in Law of Fund-
raising, Chapter 3.

16. A state sales tax exemption relates to the payment of these taxes, not necessarily to the collection of them
when it is the nonprofit entity that is the seller of goods or services.

17. See, in general, Law of Charitable Giving.

18. See Law of Fundraising § 3.23.
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law, the solicitation of charitable contributions in a foreign state constitutes
doing business in the state.'” Some states provide, by statute, that fundraising
is the conduct of business activities in their jurisdictions. If the solicitation of
charitable contributions were declared, as a matter of general law, to be a busi-
ness transaction in each of the states, the compliance consequences would be
enormous, considering the fact that nearly every state has a nonprofit corpora-
tion act. This type of a requirement would cause a charitable organization that
is soliciting contributions in every state to register and report more than 90
times each year, not taking into account federal and local law requirements!

* A state’s insurance law, which may embody a requirement that a charitable
organization writing charitable gift annuity contracts®® obtain a permit to do
so and subsequently file annual statements.

e A state’s blue sky statute regulating securities offerings, which may be applica-
ble to offers to sell and to sales of interests in, and the operation of, pooled
income funds.?' These laws may also apply with respect to charitable remain-
der annuity trusts and unitrusts.

* A state’s law prohibiting fraudulent advertising or other fraudulent or decep-
tive practices.”

e A state’s version of the Uniform Supervision of Trustees for Charitable Pur-
poses Act, which requires a charitable trust to file, with the state attorney gen-
eral, a copy of its governing instrument, an inventory of the charitable assets,
and an annual report. Of similar scope and effect are the state laws that invest
the state attorney general with plenary investigative power over charitable
organiza’tions.24

19.

20.
21.
22.

23.
24.

One court observed that ““[i]t is doubtful . . . whether the solicitation of funds for a charitable purpose
is, to use the statutory words, the ‘carrying on, conducting or transaction of business” " (Lefkowitz v.
Burden, 254 N.Y.S5.2d 943, 944-945 (1964)). A subsequent court opinion, however, suggested that the
solicitation of funds constitutes doing business in a state (Commonwealth v. Events International, Inc.,
585 A.2d 1146, 1151 Pa. 1991)).

Clearly, a charitable organization organized in one state and maintaining an office or similar
physical presence in another state is doing business in the latter state. The general rule is that merely
mailing charitable solicitation material into a state is not doing business in that state, although a con-
trary approach can be established by statute or regulation. In many states, the determination as to
whether an organization is doing business in a state is under the jurisdiction of the secretary of state,
whereas the registration and reporting requirements of a charitable solicitation act are administered by
the attorney general. In some states (such as California), a determination that a charitable organization
is doing business in the state leads to a requirement that the organization file for and receive a ruling
as to its tax-exempt status in the state (or else be subject to state taxation). Thus, fundraising in a state
can entail an obligation on the part of the charitable organization to file with three separate agencies in
the state.

See Law of Charitable Giving, Chapter 14.

See id., Chapter 13.

See id., Chapter 12. In general, Horner and Makens, ““‘Securities Regulation of Fundraising Activities of
Religious and Other Nonprofit Organizations,”” XXVII Stetson L. Rev. (No. 2) 473 (Fall 1997).

E.g., People v. Gellard, 68 N.E. 2d 600 (N.Y.1946).

In addition to these state law requirements, there are hundreds of county and city charitable solicita-
tion ordinances.



§1.2 FORMATION OF ORGANIZATION

§1.2 FORMATION OF ORGANIZATION

The nature of governance of a nonprofit, tax-exempt organization is dependent in
part on the type of the entity.”® (For tax exemption to be available, there must be a
separate legal entity.*)

(a) Articles of Organization

As noted, the document by which a nonprofit organization is created is known gener-
ically in the parlance of the federal tax law as the articles of organization.”” Usually,
there is a separate document containing more specific rules pursuant to which the
organization conducts its affairs; this document is most often termed the bylaws.*® A
nonprofit organization may also develop other documents governing its operations,
in the form of various policies, procedures, codes, handbooks, and/or manuals.?
The types of articles of organization for each type of nonprofit organization are:

e Corporation: articles of incorporation
* Unincorporated association: constitution
e Trust: declaration of trust or trust agreement

e Limited liability company: agreement of members

(b) Articles of Incorporation

A typical nonprofit corporation act requires the organization that is to be incorpo-
rated to prepare and file articles of incorporation that address the following subjects:

* The name of the organization

* A general statement of its purposes

* A statement as to whether the organization has members

* A statement as to whether the organization can issue stock

* The name(s) and address(es) of its initial director(s)

* The name and address of its registered agent

* The name(s) and address(es) of its incorporator(s)

* Provisions reflecting any other state law requirements

Frequently, although state law does not require it, the articles of incorporation

will include provisions referencing the applicable federal tax law requirements. For
example, an organization intending to be a tax-exempt charitable entity®® must have

25. See § 1.1(a).

26. See Law of Tax-Exempt Organizations § 4.1(a), text accompanied by notes 19-23.
27. See § 1.1(a).

28. See § 1.2(c).

29. See, e.g., Chapter 7.

30. See supra note 8.
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a dissolution clause (that is, a provision preserving the net income and assets of the
organization for charitable purposes in the event of its liquidation or dissolution).”"

(c) Bylaws

The bylaws of an incorporated nonprofit organization will usually include provisions
with respect to:

e Its purposes (these are often restated in the bylaws)

e The election (or appointment or ex officio positions) and duties of its directors
* The election and duties of its officers

¢ The role of its members (if any)

* Meetings of members and directors, including dates, notice rules, quorum re-
quirements, and voting

e The role of executive and other committees

e Therole of its chapters (if any)

* The function of affiliated organizations (if any), such as ex officio positions
* A conflict-of-interest policy (if not in a separate document)>>

¢ The organization’s fiscal year

A repeat of the provisions referencing the applicable federal tax law requirements
may be included in a set of bylaws.

(d) Other Governing Instruments

The articles of organization and bylaws (if any) of a nonprofit organization that is not
a nonprofit corporation may, and in some instances must, partake of elements of the
articles of incorporation and bylaws of a nonprofit corporation. As noted, for exam-
ple, a constitution is likely to be similar to a set of articles of incorporation.*

(e) Selection of Entity Form

Those in the process of establishing a nonprofit organization thus must decide which
of the four forms of entity to select. The principal factors to take into account in this
regard are the exposure of members of the governing body to personal liability; the
answers to questions regarding management and administrative operations that may
be provided by state law; general familiarity with the entity form; state law registra-
tion and reporting requirements; and federal tax law considerations.

(i) Personal Liability. The corporate and limited liability company forms are the
only elements of entity that provide the advantage of shielding board members from
most types of personal liability that may arise because of service on the board. Liabil-
ity, if any, is generally confined to the organization; that is, it does not normally
extend to those who manage it. Thus, trustees of trusts and directors of

31. See Law of Tax-Exempt Organizations § 4.3.
32. See § 6.3(b).
33. See § 1.1(d).
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unincorporated associations do not have this ““corporate veil”” to protect them. The
corporate form is likely to be preferable in this regard because of the vagaries of for-

mation of a nonprofit organization as a limited liability company.

34

(ii) Answers to Questions. The statutory law of a state usually provides answers to
many of the questions that inevitably arise when forming and operating a nonprofit
organization. These answers are most likely found in the state’s nonprofit corporation
act (assuming there is one) and thus are technically applicable only if the entity is a
nonprofit corporation. Some examples are:

How many directors must the organization have? What are their voting
rights? How is a quorum ascertained? How is notice of meetings properly
given? What is the length of their terms of office? Are there term limits?

What officers must the organization have? What are their duties? What is the
length of their terms of office? Are there term limits? Can an individual simul-
taneously hold more than one office?

How frequently must the governing board meet? Must the board members al-
ways meet in person, or can the meetings be by telephone conference call or
video teleconferencing? Can the board members vote by mail or by means of
unanimous written consent?*”

If there are members, what are their rights? When must they meet? What no-
tice of the meetings must be given?

What issues must be decided by members (if any)? By directors?

May there be an executive committee of the governing board? If so, what are
its duties? What limitations are there on its functions?

What about other committees? Is there an audit committee? What are the re-
sponsibilities of each committee? Does the organization have an advisory
committee?

How are the organization’s governing instruments amended?
How must any merger involving the organization occur?

What is the process for dissolving the organization? What are the require-
ments for distribution of its assets and net income on the occasion of a
dissolution?

If the organization is not a corporation, these and other questions are usually un-
answered under state law. The unincorporated organization may make an effort to

34. Generally, limited liability companies are not as conducive to operation as a nonprofit entity as a cor-
poration. Although most states have a nonprofit corporation act, they do not have statutes governing a
nonprofit limited liability company. In addition, a limited liability company must be formed with
members, unlike a nonprofit corporation (which often is formed without members, instead opting for
a self-perpetuating board). Federal tax law considerations can be more awkward for the operation of a
limited liability company as a nonprofit entity. The IRS only recently began to recognize limited liabil-
ity companies as tax-exempt organizations and more closely scrutinizes the applications for re-
cognition of exemption of these types of entities. In addition, a limited liability with more than one
member must file a special election to ““check-the-box” to be taxed as a corporation; otherwise, it will
be taxed as a partnership with its income flowing through to its members.

35. A generally applicable rule forbids directors from voting by proxy.

7 n



FEDERAL AND STATE LAW FUNDAMENTALS

add to its rules the answers to all of the pertinent questions (assuming they can be
anticipated) or live with the uncertainties.

(iii) Familiarity. People are more familiar with corporations than other forms of
entities. Thus, if the nonprofit organization is a corporation, more persons will under-
stand the nature of the entity. In general, the world in which the nonprofit organiza-
tion will be functioning is comfortable with the concept of a corporation. Trusts are
also well known, particularly in the private foundations and other estate planning
areas, although they are less known and used than corporations. Unincorporated
associations are the least used (and least understood) of these entities.

(iv) Registration and Reporting. Incorporation entails an affirmative act of a state
government: it “charters’ the entity (by issuing a certificate of incorporation or docu-
ment by a similar name). In exchange for the grant of status as a corporation, the state
expects certain forms of compliance by the organization, such as adherence to its
rules of operations, an initial filing fee, annual reports, annual fees, and compliance
with public disclosure requirements. These costs are frequently nominal, however,
and the reporting requirements usually are not extensive. Rarely are there compara-
ble filing requirements for trusts and unincorporated associations. Although articles
of incorporation and annual reports are public documents, trust documents and un-
incorporated association constitutions often are not. Thus, one of the principal rea-
sons for use of the trust form is privacy.

(v) Federal Tax Law Requirements. In most instances, the federal tax law is silent as
to the form of nonprofit, tax-exempt organizations; most of them can select from
among the four types. In a few instances, however, a specific form of organization is
required to qualify under federal law as a tax-exempt organization. As illustrations,
an instrumentality of the United States®® and a single-parent title-holding organiza-
tion®” must, pursuant to the federal tax law, be formed as corgorations, while entities
such as supplemental unemployment benefit organizations,® Black Lung benefit or-
ganizations,” and multiemployer plan funds*’ must be formed as trusts. A multiple-
parent title-holding organization*' can be formed as a corporation or a trust.

The trust form for a nonprofit organization is rarely the appropriate choice except
for certain charitable entities (most notably, private foundations), some labor organi-
zations, and certain funds associated with employee plans. This form is also used
when creating charitable giving vehicles in the planned giving setting, such as chari-
table remainder trusts*? and charitable lead trusts.* By contrast, for example, mem-
bership organizations are ill-suited to the trust form.

The principal problem with structuring a nonprofit organization as a trust is that
most state laws concerning trusts are written for the regulation of charitable trusts.
These rules are rarely as flexible as contemporary nonprofit corporation acts; the rules
frequently impose fiduciary standards and practices that are more stringent than

36. See Law of Tax-Exempt Organizations § 19.1.
37. See id. § 19.2(a).

38. Seeid. § 18.4.

39. Seeid. §18.5.

40. Seeid. §18.7.

41. Seeid. §19.2(b).

42. See Law of Charitable Giving, Chapter 12.
43. See id., Chapter 16.
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those for nonprofit corporations. The trust form may, however, provide more privacy
to the founders of a trust and certainly makes amendment of the terms of the entity
more difficult (often accomplished only by court order). It is unusual—although cer-
tainly permissible—for the trustee or trustees of a trust to adopt a set of bylaws.

The term unincorporated association employs the word association for a reason:
these entities are usually membership-based. That is, societies and the like are often
formed without the formalities of incorporation.

A nonprofit corporation and a nonprofit unincorporated association may look
alike. A membership association has many of the same characteristics, whether or not
incorporated. The contents of a constitution are much the same as the contents of a set
of articles of incorporation. Bylaws for an unincorporated association look much like
those of a nonprofit corporation.

§1.3 BOARD OF DIRECTORS BASICS

The fundamentals of the law concerning the boards of directors of nonprofit organi-
zations include the nomenclature assigned to the group, the number of directors, the
origin(s) of the director positions, the control factor, the scope of the board’s author-
ity, and the relationship to the officer positions.

(@) Nomenclature

State law generally refers to the individuals who are responsible for the affairs of non-
profit organizations as directors. Some tax-exempt organizations use other terms, such
as trustees or governors. Generally, organizations are free to use the terminology they
wish; if the entity is a corporation, however, it may have to use the term director in its
articles of incorporation, then define it in the bylaws.

The choice of term is not usually a matter of law. Some organizations prefer to
refer to their governing board as the board of trustees. (Technically, only a director of a
trust can be a trustee, but that formality has long since disappeared.) This is particu-
larly the case with charitable and educational institutions. Schools, colleges, and uni-
versities, for example, favor this approach.

Where organizations are related,* this terminology can be used to reduce confu-
sion. For example, in an instance of a tax-exempt membership association and its re-
lated foundation, the board of the former may be termed the board of directors and the
board of the latter the board of trustees.*®

This governing board may have within it a subset of individuals who oversee the
operations of the organization more closely and frequently than the full board. This
group of individuals is usually termed the executive committee. A few exempt organi-
zations use this term to describe the full governing board.

(b) Number

A tax-exempt organization—irrespective of form—must have one or more directors
or trustees. State law typically mandates at least three of these individuals,

44. See Law of Tax-Exempt Organizations, Chapters 28, 29.
45. See, e.g., Hopkins, The Tax Law of Associations (Hoboken, NJ: John Wiley & Sons, 2006), Chapter 8.
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particularly in the case of nonprofit corporations. Some states require only one. Some
nonprofit organizations have large governing boards, often to the point of being
unwieldy. (State law does not set a maximum number of directors of nonprofit orga-
nizations.) Federal law does not address this subject.*®

The optimum size of a governing board of a nonprofit organization depends on
many factors, including the type of organization involved, the nature and size of the
organization’s constituency, the way in which the directors are selected, and the role
and effectiveness of an executive committee (if any). In some instances, particularly
in the case of trusts, there may be an institutional trustee.

(c) Origin(s) of Positions

The board of directors of a nonprofit organization can be derived in several ways;
in addition, these ways can be blended. The basic choices are election by the other
directors (a self-perpetuating board), election by a membership, selection by the
membership of another organization, selection by the board of another organization,
ex officio positions, or a blend of two or more of the foregoing options.

If there are bona fide members of the organization (such as an association®), it is
likely that these members will elect some or all of the members of the governing
board of the entity. This election may be conducted by mail ballot or voting at the
annual meeting. It is possible, however, for a nonprofit organization with a member-
ship to have a governing board that is not elected by that membership.

In the absence of a membership, or if the membership lacks a vote on the matter,
the governing board of a nonprofit organization may be a self-perpetuating board. With
this model, the initial board continues with those it elects and those elected by subse-
quent boards.

Some boards have one or more ex officio positions. This means that individuals
are board members by virtue of other positions they hold.*® These other positions
may be those of the organization itself, those of another organization, or a blend of
the two.

In the case of many nonprofit organizations, the source of the membership of the
board is preordained. Examples include the typical membership organization that
elects the board (such as a trade association, social club,*’ or veterans’ organizationSO) ;
a hospital,”" college,”” or museum™ that has a governing board generally reflective of
the community; and a private foundation®* that has one or more trustees who repre-
sent a particular family or corporation.

46. See, however, § 5.2.

47. See Law of Tax-Exempt Organizations, Chapter 14.

48. Despite widespread belief to the contrary, this term has nothing to do with whether the individual in
the position has the right to vote. Absent a provision in the document to the contrary, those holding
office in this manner have the same voting rights as others on the board.

49. See Law of Tax-Exempt Organizations, Chapter 15.

50. Seeid. §19.11.

51. Seeid.§7.6(a).

52. Seeid. § 8.3(a).

53. Seeid. § 8.3(b).

54. Seeid. §12.1.
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(d) Control Factor

With the rare exception of the stock-based nonprofit organization,” no one owns a
nonprofit entity. Control of a nonprofit organization, however, is another matter. Cer-
tainly, the governing board of a nonprofit organization controls the organization (at
least from a law standpoint).

There are, nonetheless, other manifestations of this matter of control. One is the
situation where an individual or a close-knit group of individuals wants to control a
nonprofit organization. This can be of particular consequence in the case of a single-
purpose organization that was founded by an individual or such a group. Those who
launch and grow a nonprofit organization understandably do not want to put their
efforts and funds into formation and development of the organization, only to watch
others assume control over it and remove them from the organization’s management.
Systems are available to facilitate this type of control.

The seven alternatives to achieve this end are:

1. Trust. Most individuals in this position assemble a board of friends and family
members, and hope that trust and loyalty will prevail. Usually, they do. Occa-
sionally, however, there is internal conflict, a new majority emerges, and the
founder or founders are ousted.

2. Superterm. Some individuals attempt to create for themselves a term longer
than that of the others. Sometimes, an effort is made to have a term for life.
This approach usually is untenable under state law.

3. One director. A founder of a nonprofit entity can form it in a state that requires
only one director, then if necessary qualify it in the state in which it will
operate.

4. Membership classes. One technique is to have two classes of board members:
Class A and Class B. Class A consists of the founders; Class B is everyone else
on the board. The governing instrument is written in such a way that certain
major decisions (such as expenditures in excess of a set amount or dissolution
of the organization) cannot be approved without a majority vote of those in
Class A.

5. Entity membership. Another technique is to establish the organization as a mem-
bership entity and to have only the founders as members. The member/found-
ers have the authority to elect the board members—and to remove them.

6. Stock. In a few states, a nonprofit organization can issue stock. Such an entity
can be formed with the founders being the sole shareholders. The shareholders
would have the authority to elect and remove board members.

7. Advisory committee. The governing board can be confined to a select few,
coupled with an advisory committee. The latter body is a group of individuals
who are not on and do not substitute for the board of directors but provide
policy and/or technical input in advancement of the organization’s programs.
Because members of an advisory committee lack voting rights, their number is
governed only by what is practical. Committee members serve without the

55. A few states permit a nonprofit corporation to issue non-dividend-paying stock, as an ownership/con-
trol technique.
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threat of personal liability that may accrue to the organization’s directors and
officers (assuming their role is, in fact, only advisory), and without incurring
the larger set of responsibilities shouldered by the directors. Moreover, with an
advisory committee, an organization can surround itself with luminaries in the

field.

Those involved with nonprofit organizations will discover that techniques such
as those described above in items 2 to 6 seem feasible in theory but rarely work in
practice. This is because these approaches are, as a matter of group dynamics, divi-
sive and likely to cause more difficulties than they resolve. In the end, usually the first
option is selected, perhaps augmented with the seventh.>®

(e) Scope of Authority

The directors are those who set policy for the organization and oversee its affairs;
actual implementation of plans and programs and day-to-day management are left
to officers and employees. In reality, however, it is difficult to mark a precise line
of demarcation where the scope of authority of the board of directors stops and the
authority of other managers begins. (In the parlance of the tax law, trustees, directors,
officers, and key employees of an organization are managers of the entity.”)

Frequently, authority of this nature is resolved in the political arena, not the legal
one. It may vary, from time to time, as the culture of the entity changes. In some orga-
nizations, the directors do not have the time or do not want to take the time to micro-
manage; others restrain themselves from doing so (and still others do not). Often, the
matter comes down to the sheer force of personalities. In some organizations, the
most dominant manager is the executive director, rather than the president or chair
of the board.

(f) Other Considerations

The board of directors of a nonprofit organization may decide to have a chair (or
chairperson, chairman, or chairwoman) of the board. This individual presides over
board meetings. The chair position is not usually an officer position (although it can
be made one). The position may (but need not) be authorized in the organization’s
bylaws.

Some organizations find it useful to stagger the terms of office so that only a por-
tion of the board need be elected or re-elected at any one time, thereby providing
continuity of service and expertise. A model in this regard is the nine-person board
with three-year terms for members; one-third of the board is elected annually.

A board of directors of a tax-exempt organization usually acts by means of in-
person meetings where a quorum is present. Where state law allows, the members
of the board can meet via conference call (a call where all participants can hear each
other) or by unanimous written consent. These alternative procedures should be
authorized in the organization’s bylaws (indeed, that may be a requirement of
state law).

56. All of this should be contrasted with the IRS’s view of application of the private benefit doctrine (see
§5.21(d)).
57. See, e.g., Law of Tax-Exempt Organizations §§ 12.2, 21.3.
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§1.4 PRINCIPLES OF FIDUCIARY RESPONSIBILITY

Unless there is authorization in the law (and there is not likely to be), the directors
of a tax-exempt organization may not vote by proxy, mail ballot, e-mail, or telephone
call (other than by a qualified conference call). Members of an organization have more
flexibility as to voting than members of the board of the organization. For example,
usually they can vote by mail ballot and by use of proxies.

(g) Relationship to Officers

Nearly every tax-exempt organization has officers.”® A prominent exception is the
trust, which usually has only one or more trustees. As with the board of directors, the
scope (or levels) of authority of the officers of an organization is difficult to articulate.
In the case of a nonprofit organization that has members, directors, officers, and
employees, setting a clear distinction as to who has the authority to do what is nearly
impossible. General principles can be stated but will usually prove nearly useless in
practice.

For example, it can be stated that the members of the organization (if any) set
basic policy and the board of directors sets additional policy, albeit within the param-
eters established by the membership. The officers thereafter implement the policies,
as do the employees, although this is more on a day-to-day basis. Yet the reality is
that, at all levels, policy is established and implemented.

The officers of a tax-exempt organization are usually elected, either by a member-
ship or by the board of directors. In some instances, the officers of an organization are
ex officio with, or are selected by, another organization. The basic choices as to the
origin(s) for officer position are election by a membership; election by the directors,
who are elected by the members; election by the directors, who are a self-perpetuat-
ing board; election (or appointment) by the board of another organization; or a blend
of two or more of the foregoing options.

§1.4 PRINCIPLES OF FIDUCIARY RESPONSIBILITY

Out of the common law of charitable trusts has evolved the concept that a director of
a tax-exempt organization, particularly a charitable entity, is a fiduciary of the organi-
zation’s resources and a facilitator of its mission. Consequently, the law imposes on
directors of exempt organizations standards of conduct and management that com-
prise fiduciary responsibility.

Most state laws, by statute or court opinion, impose the standards of fiduciary
responsibility on directors of nonprofit organizations. A summary of this aspect of
the law stated: “In many cases, nonprofit corporation fiduciary principles govern the
actions of the organization’s directors, trustees, and officers, and charitable trust law
governs the use and disposition of the assets of the organization.” This summary
added: “These laws generally address issues such as the organization’s purposes and
powers, governing instruments (such as articles of organization and bylaws), govern-
ance (board composition, requirements for board action, and duties and standards of
conduct for board members and officers), and dedication of assets for charitable uses

58. In general, see § 2.2.
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(including a prohibition against the use of assets or income for the benefit of private
individuals).””*® Thus, personal liability can result when a director (or officer or key
employee) of a nonprofit organization breaches the standards of fiduciary
responsibility.®

One of the principal responsibilities of board members is to maintain financial
accountability and effective oversight of the organization they serve. Board members
are guardians of the organization’s assets, and are expected to exercise due diligence
to see that the organization is well managed and has a financial position that is as
strong as is reasonable under the circumstances. Fiduciary duty requires board mem-
bers of exempt organizations to be objective, unselfish, responsible, honest, trustwor-
thy, and efficient. Board members, as stewards of the organization, should always act
for its good and betterment, rather than for their personal benefit. They should exer-
cise reasonable care in their decision-making, and not place the organization under
unnecessary risk.

The distinction as to legal liability between the board as a group and the board
members as individuals relates to the responsibility of the board for the organization’s
affairs and the responsibility of individual board members for their actions personally.
The board collectively is responsible and may be liable for what transpires within
and happens to the organization. As the ultimate authority, the board should ensure
that the organization is operating in compliance with the law and its governing in-
struments. If legal action ensues, it is often traceable to an inattentive, passive, and/
or captive board. Legislators and government regulators are becoming more aggres-
sive in demanding higher levels of involvement by and accountability of board mem-
bers of tax-exempt organizations; this is causing a dramatic shift in thinking about
board functions, away from the concept of mere oversight and toward the precept
that board members should be far more involved in policy-setting and review,
employee supervision, and overall management. Consequently, many boards of
exempt organizations are becoming more vigilant and active in implementing and
maintaining sound policies.

In turn, the board’s shared legal responsibilities depend on the actions of individ-
uals. Each board member is liable for his or her acts (commissions and omissions),
including those that may be civil law or even criminal law offenses. In practice, this
requires board members to hold each other accountable for deeds that prove harmful
to the organization.

The board of a tax-exempt organization is collectively responsible for developing
and advancing the organization’s mission; maintaining the organization’s tax-exempt
status and (if applicable) its ability to attract charitable contributions; protecting the
organization’s resources; formulating the organization’s budget; hiring and evaluat-
ing the chief executive; generally overseeing the organization’s management; and
supporting the fundraising that the organization undertakes.®'

59. Joint Committee on Taxation, “Description of Present Law Relating to Charitable and Other Exempt
Organizations and Statistical Information Regarding Growth and Oversight of the Tax-Exempt Sector’”
17 (JCX-44-04), 108th Cong., 2d Sess. (June 22, 2004).

60. See § 5.4.

61. In general, Hopkins, Legal Responsibilities of Nonprofit Boards (Washington, D.C.: BoardSource, 2008);
Goldschmid, ““The Fiduciary Duties of Nonprofit Directors and Officers: Paradoxes, Problems, and
Proposed Reforms,” 23 J. Corp. L. 631 (Summer 1998).
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§1.5 DUTIES OF DIRECTORS

§1.5 DUTIES OF DIRECTORS

The duties of the board of directors of a tax-exempt organization essentially are the
duty of care, the duty of loyalty, and the duty of obedience. Defined by case law, these
are the legal standards against which all actions taken or not taken by directors
are measured. They are collective duties adhering to the entire board; the mandate
is active participation by all of the board members. Accountability can be demon-
strated by showing the effective discharge of these duties.

(@ Duty of Care

The duty of care requires that directors of a tax-exempt organization be reasonably
informed about the organization’s activities, participate in decision-making, and
act in good faith and with the care of an ordinarily prudent person in comparable
circumstances. In short, the duty of care requires the board—and its members
individually—to pay attention to the organization’s activities and operations.

The duty of care is satisfied by attendance at meetings of the board and appropri-
ate committees; advance preparation for board meetings, such as reviewing reports
and the agenda prior to meetings of the board; obtaining information, before voting,
to make appropriate decisions; use of independent judgment; periodic examination of
the credentials and performance of those who serve the organization; frequent review
of the organization’s finances and financial policies; and compliance with filing re-
quirements, particularly annual information returns.

(b) Duty of Loyalty

The duty of loyalty requires board members to exercise their power in the interest of
the tax-exempt organization and not in their personal interest or the interest of an-
other entity, particularly one with which they have a formal relationship. When act-
ing on behalf of the exempt organization, board members are expected to place the
interests of the organization before their personal and professional interests.

The duty of loyalty is satisfied when board members disclose any conflicts of in-
terest; otherwise adhere to the organization’s conflict-of-interest policy; avoid the use
of corporate opportunities for the individual’s personal gain or other benefit; and do
not disclose confidential information concerning the information.

Conflicts of interest are not inherently illegal. Indeed, they can be common, be-
cause board members are often simultaneously affiliated with several entities, both
for-profit and nonprofit. The important factor is the process by which the board copes
with these conflicts. A conflict-of-interest policy can help protect the organization and
its board members by establishing a procedure for disclosure and voting when situa-
tions arise where a board member may potentially derive personal or potential bene-
fit from the organization’s activities.

() Duty of Obedience

The duty of obedience requires that directors of a tax-exempt organization comply
with applicable federal, state, and local laws; adhere to the organization’s governing
documents; and remain guardians of the organization’s mission. The duty of obedi-
ence is complied with when the board endeavors to be certain that the organization is
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in compliance with applicable regulatory requirements, complies with and periodi-
cally reviews all documents governing the operations of the organization, and makes
decisions in advancement of the organization’s mission and within the scope of the
entity’s governing documents.®>

§1.6 BOARD COMPOSITION AND FEDERAL TAX LAW

Generally, the federal statutory tax law, the federal tax regulations, or the rulings
from the Internal Revenue Service (IRS) have little to say about the composition of the
governing board of a nonprofit, tax-exempt organization; it is, as noted, essentially a
state law matter.® Basically, then, as a matter of law,** those forming and operating a
nonprofit organization are free to structure and populate its board in any manner
they determine.

(@) Doctrine of Private Inurement

A federal tax law doctrine that is directly relevant to the matter of nonprofit govern-
ance is the doctrine of private inurement. The federal law of tax exemption for charita-
ble and other exempt organizations requires that each of these entities be organized
and operated so that “no part of . . . [its] net earnings . . . inures to the benefit of any
private shareholder or individual.”” Literally, this means that the profits of an exempt
organization may not be passed along to individuals or other persons in their private
capacity. In fact, the private inurement proscription, as expanded and amplified by
the IRS and the courts, today means much more.

The contemporary meaning of the thoroughly antiquated statutory private inure-
ment provision is scarcely reflected in its literal form and transcends the nearly 100-
year-old formulation. What the doctrine means is that none of the income or assets of
a tax-exempt organization that is subject to the inurement rule (and most types are)
may be permitted to directly or indirectly unduly benefit an individual or other per-
son who has a close relationship with the organization, when he, she, or it is in a posi-
tion to exercise a significant degree of control over it.

The essence of the private inurement concept is to ensure that a nonprofit organi-
zation, particularly a charitable one, is serving public, not private, interests. To be tax-
exempt, a nonprofit organization must establish that it is not organized and operated
for the benefit of private interests—designated individuals, the creator of the entity or
his or her family, shareholders of the organization, persons controlled (directly or
indirectly) by private interests, or any persons having a personal and private interest
in the activities of the organization. For the private inurement doctrine to apply, the
transaction or other arrangement must involve an insider with respect to the organiza-
tion, such as its trustees, directors, officers, and key employees, and their family
members and controlled entities.

62. In general, Sasso, “‘Searching for Trust in the Not-For-Profit Boardroom: Looking Beyond the Duty of
Obedience to Ensure Accountability,”” 50 U.C.L.A. L. Rev. 1485 (August 2003); Cherry, “Update: The
Current State of Nonprofit Director Liability,” 37 Dugq. L. Rev. 557 (Summer 1999); Sparks, III & Hamer-
mesh, “Common Law Duties of Non-Director Corporate Officers,” 48 Bus. Law. 715 (Nov. 1992).

63. There are four exceptions to this statement; they are the subject of § 5.3(a).

64. As opposed to the IRS’s application of the law (see § 5.21(e), (f)).
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Private inurement has a multitude of manifestations. For a transaction to entail
private inurement, however, the economic benefit to the insider must be excessive or
unreasonable; benefits to insiders that are reasonable are permissible. The most com-
mon form of private inurement is excessive compensation. Other private inurement
transactions are rental arrangements, loans, and provision of certain services or cer-
tain uses of an organization’s assets.

The sanction for violation of the private inurement doctrine is loss or denial of
recognition of the organization’s tax-exempt status. The general expectation is that
the IRS will first apply the intermediate sanctions rules, invoking private inurement
principles only in egregious cases. Nonetheless, it is possible for the IRS to apply both
bodies of law, thus penalizing the insider or insiders who obtained the excess benefit
and the tax-exempt organization that provided it.*®

(b) Doctrine of Private Benefit

The private benefit doctrine is somewhat the same as the private inurement doctrine;
indeed, nearly every transaction or arrangement that constitutes private inurement
simultaneously amounts to private benefit. The principal dissimilarities between the
two sets of rules are that application of the private benefit doctrine does not require
the involvement of an insider and the private benefit doctrine tolerates insubstantial
private benefit. Technically, the private benefit doctrine applies only with respect to
exempt charitable entities. The sanction for violation of the private benefit doctrine
also is loss or denial of recognition of tax-exempt status.

The private benefit doctrine, created largely by the courts, is more sweeping than the
private inurement doctrine. In recent years, the private benefit doctrine has emerged as a
potent force in the law concerning charitable organizations. Private benefit can occur, for
example, in connection with various types of joint ventures. The IRS, from time to time,
finds impermissible private benefit conferred by charitable entities on other types of tax-
exempt organizations, such as social welfare organizations and associations.®®

The IRS is applying the private benefit doctrine in an attempt to achieve certain
objectives in the nonprofit governance setting. Although the doctrine is supposed to
be applied as a sanction—that is, only when some form of unwarranted benefit actu-
ally occurs®”’—today’s IRS asserts that the doctrine is applicable where, on the basis of
revenue agents’ speculation, private benefit might or could occur.®®

(c) Board Composition and Courts

The courts have constructed certain presumptions in the private inurement and pri-
vate benefit contexts. Particularly with respect to the private inurement doctrine, an
arrangement involving insiders often gives rise to a higher scrutiny of the facts and
potential for violation of the doctrine. For example, the U.S. Tax Court expressed the
view that “where the creators [of an organization] control the affairs of the organiza-
tion, there is an obvious opportunity for abuse, which necessitates an open and

65. The private inurement doctrine is the subject of Chapter 20 of Law of Tax-Exempt Organizations; the
intermediate sanctions rules are summarized in id., Chapter 21.

66. The private benefit doctrine is the subject of id., § 20.11.

67. See § 1.6(c).

68. See §5.21(e).
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candid disclosure of all facts bearing upon the organization, operation, and finances
so that the Court can be assured that by granting the claimed exemption it is not sanc-
tioning an abuse of the revenue laws.”® The court added that, where this disclosure
is not made, the “logical inference is that the facts, if disclosed, would show that the
[organization] fails to meet the requirements” for tax-exempt status.”

In another case, where all of the directors and officers of an organization were re-
lated, the Tax Court could not find the “necessary delineation” between the organiza-
tion and these individuals acting in their personal and private capacity.”" Earlier, a court
of appeals concluded that the fact that a married couple comprised two of three mem-
bers of an organization’s board of directors required a special justification of certain
payments by the organization to them.”” Before that, an appellate court decided that an
individual who had “complete and unfettered control” over an organization has a spe-
cial burden to explain certain withdrawals from the organization’s bank account.”

In still another setting, a court considered an organization with three directors,
consisting of the founder, his wife, and their daughter; they were part of the member-
ship base totaling five individuals. The small size of the organization was held to be
“relevant,” with the court finding private inurement and private benefit because of
the “amount of control” the founder exercised over the organization’s operations and
the “blurring of the lines of demarcation between the activities and interests’” of the
organization.74 The court observed, nonetheless, that “[t]his is not to say that an orga-
nization of such small dimensions cannot qualify for tax-exempt status.”””

Private inurement was also the basis for revocation of the tax-exempt status of a
private school.”® The individual who was the founder, president, chief executive offi-
cer, and executive director of the school used the school’s funds for personal pur-
poses. There was no documentation of any loans to or repayments by this individual.
The state where the school was located revoked the school’s charter, in part because
this individual had ““unfettered discretion to direct and manage the operation” of the
school and “its financial affairs.””” The court wrote that factors “emerging repeatedly
[in the law] as indicative of prohibited inurement and private benefit include control
by the founder over the entity’s funds, assets, and disbursement; use of entity moneys
for personal expenses; payment of salary or rent to the founder without any accompa-
nying evidence of analysis of the reasonableness of the amounts; and purported loans
to the founder showing a ready private source of credit.”””®

69. United Libertarian Fellowship, Inc. v. Comm’r, 65 T.C.M. 2175, 2181 (1993).

70. Id. Identical phraseology was used by the court in a prior proceeding (Bubbling Well Church of Uni-
versal Love, Inc. v. Comm'r, 74 T.C. 531, 535 (1980), aff'd, 670 F.2d 104 (9™ Cir. 1981)).

71. Levy Family Tribe Found., Inc. v. Comm’r, 69 T.C. 615, 619 (1978).

72. Founding Church of Scientology v. United States, 412 F.2d 1197 (Ct. CI. 1969), cert. den., 397 U.S. 1009
(1970).

73. Parker v. Comm'r, 365 F.2d 792, 799 (8" Cir. 1966), cert. den., 385 U.S. 1026 (1967).

74. Western Catholic Church v. Comm’r, 73 T.C. 196, 213 (1979).

75. Id. In Blake v. Comm’r, 29 T.C.M. 513 (1970), an organization of similar dimensions was ruled to be
tax-exempt; private inurement and private benefit were not at issue in the case. In comparable circum-
stances, the IRS refused to grant recognition of exemption to an organization, although private inure-
ment was not in evidence, because the agency suspected private inurement would occur in the future
(Priv. Ltr. Rul. 200535029).

76. Rameses School of San Antonio, Texas v. Comm’r, 93 T.C.M. 1092 (2007).

77. 1d. at 1093.

78. Id. at 1095.
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(d) Board Composition and the IRS

Some in the IRS who process applications for recognition of tax exemption or other-
wise review the operations of tax-exempt organizations are not well trained in the
law of tax-exempt organizations. These individuals have a tendency to substitute
their view as to what the law is (or should be) for the actual legal requirements and
demand that the organizations do something (or refrain from doing something) as a
condition of exemption. In this regard, they usually are in error. Nowhere is this re-
grettable phenomenon more prevalent than in the case of the composition of the
board of tax-exempt organizations.

Following are positions of IRS reviewers that tax-exempt organizations, most
likely charitable ones, and their representatives may encounter:

Public board. The governing board of a tax-exempt organization must be reflec-
tive of the public. An IRS specialist asserted that “‘[ulnrelated individuals se-
lected from the community you serve should control the non-profit.”” One
applicant was directed to “expand your board at this time, so control no lon-
ger rests with related individuals.” Another was told that the entity needs to
enlarge its board ““to remove the close control issue.” Still another IRS special-
ist articulated the thought that the “structure [of the board] must be changed
to allow members of the general public to control the non-profit organization.”

Control by a for-profit organization. An IRS specialist wrote: “No for-profit
should have control of a non-profit organization.”””

Conflicts. An IRS specialist asserted that a majority of an exempt organization’s
board may not be related to salaried personnel or to parties providing services
to the organization.

One director. An IRS law specialist was of the view that a tax-exempt organiza-
tion could not have only one director, state law notwithstanding. This fact was
seen by the specialist as a violation of the doctrine of private inurement. The
specialist wrote that this individual ““stands in a relationship’” with the organi-
zation, ““which offers him the opportunity to make use of the organization’s
income or assets for personal gain.”

Experience. An IRS reviewer asked an organization for a statement as to the
board members’ “‘experience’”’ in serving on the board of a nonprofit
organization.

Participation. An IRS law specialist demanded that an applicant organization
produce a statement, signed by each director, that the directors will “take an
active part” in the operations of the organization.

Intermediate sanctions. An IRS law specialist tried to force an applicant organi-
zation to provide a statement, signed by each director, that they were aware of
and would abide by the intermediate sanctions rules in their service to the
organization.80

79. Were this the law, a for-profit corporation could not have a related private foundation.

80. To compound the foolishness, the applicant organization was a private operating foundation (see Law
of Tax-Exempt Organizations § 12.1(b)), so the intermediate sanctions rules did not apply in the first
instance.
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These assertions as to the state of the law, practices, and required statements have
an element in common: they are nonsense. None of this is the law; none of this is
required. The lawyer or other representative of the organization should stand up to
these IRS exempt organization law ““specialists,” explain to them (politely, of course)
why they are flat wrong, make it abundantly clear that their demands are going to be
disregarded, and state that if they persist with their position(s), the matter will be
referred to the IRS National Office for resolution. They usually will back down, par-
ticularly in the face of an assertion that they are merely (and erroneously) inserting
their personal views into the case. A problem in this regard arises when an applicant
organization has made the filing without the services of a tax-exempt organizations
professional, or is using the services of a professional who is not sufficiently proficient
in this area of the law, and innocently believes that it must comply with the special-
ist's demand(s)—and does.

The IRS traditionally has been more measured on these points in its private letter
rulings, relying more (as do the courts) on presumptions than absolute declarations.
In one instance, the agency’s lawyers wrote that when an organization is “totally con-
trolled”” by its founder and his or her immediate family, the entity “‘bears a very
heavy burden to be forthcoming and explicit about its plans for the use of [its] assets”
for charitable purposes, and warned that this structure lacks ““institutional protec-
tions,” that is, a board of directors consisting of “‘active, disinterested persons.”81
Thus, this rule was articulated: ““Small, closely controlled exempt organizations—and
especially those that are closely controlled by members of one family— . . . require
thorough examination to [e]lnsure that the arrangements serve charitable purposes
rather than private interests.””®? The IRS's lawyers conceded, nonetheless, that
“[t]here is nothing that precludes an organization that is closely controlled . . . from
qualifying, or continuing to qualify, for exemption.”83

Consequently, while there is nothing specific in the operational test®* concerning
the size or composition of the governing board of a charitable or other tax-exempt
organization, the courts and the IRS have grafted onto the test a greater burden of
proof standard when the organization has a small board of directors and/or is domi-
nated by an individual.*

81. IRS Technical Advice Memorandum (Tech. Adv. Mem.) 200437040.

82. Id.

83. Id.

84. See Law of Tax-Exempt Organizations § 4.5(a).

85. In general, Gary, “Regulating Management of Charities: Trust Law, Corporate Law, and Tax Law,” 21
Haw. L. Rev. 593 (Winter 1999).
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CHAPTER TWO

Board Members: Responsibilities
and Liability

The overarching trend in the law of corporate governance of nonprofit organizations
is an expectation—by legislators, regulators, and other formulators of good govern-
ance principles—of considerable expansion of the role and scope of authority of the
governing board of these organizations. The concept of the board of a nonprofit orga-
nization as a group of overseers and policymakers is being replaced by the view that
the duties and responsibilities of these individuals include far more in the way of
direct management and other hands-on involvement in the organization’s operations.
With this increase in duties and responsibilities comes the potential for more personal
liability.

§2.1 BOARD OF DIRECTORS GOVERNANCE PRINCIPLES

Despite the assertion of the IRS that there are commonly ““accepted standards of good
governance,”’ that is not the case. The standards-setters cannot even agree on what
a contemporary board of directors of a charitable or other type of nonprofit organi-
zation is expected to do? or, for that matter, how many of them there should be.?
Nonetheless, here is one effort at distilling the common elements of the responsibili-
ties of today’s nonprofit board.

(a) Statement of Purpose/Mission Statement

The board of trustees or directors of a nonprofit organization is expected to formulate,
revisit from time to time, and, if necessary, restate the organization’s purposes. This
statement of purposes may be in a formal organizing document, such as articles
of incorporation, or in a separate mission statement. While there will likely be differ-
ences of opinion as to the length of this statement, it should accurately describe
the reason for and objectives of the organization. Once the statement is formulated,
the board should reexamine the text of it from time to time for relevance and accu-
racy. Thus, the Evangelical Council for Financial Accountability’s (ECFA’s) inventory
of best practices includes the recommendation that the organization develop a

1. See Chapter 5, note 1.
2. See§5.4.
3. See §5.2.
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mission statement, ““putting into words why the organization exists and what it hopes
to accomplish,” “[r]legularly reference’” this statement to be certain it is being ““faith-
fully followed,” and ““[h]ave the courage to refocus the mission statement, if appro-
priate.””* The principles of the Panel on the Nonprofit Sector state that the board “‘sets
the vision and mission for the organization and establishes the broad policies and
strategic direction that enable the organization to fulfill its charitable purpose.””

The Standards for Excellence Institute’s standards provide that an organization’s
““purpose, as defined and approved by the board of directors, should be formally and
specifically stated.” These standards add that an organization “should evaluate
whether the mission needs to be modified to reflect societal changes, its current pro-
grams should be revised or discontinued, or new programs need to be developed.””®

There are differences of opinion as to the degree of formality of this process.
The mildest of the recommendations is from the American National Red Cross
Governance Modernization Act, which includes, as one of the board’s responsibili-
ties, the review and approval of the organization’s mission statement;” followed in
this regard by the Treasury Department’s voluntary best practices, which call for the
organization’s governing instruments to delineate the organization’s basic goal(s)
and purpose(s).® The Standards for Excellence Institute standards include the rule
that the board of an organization “’should engage in short-term and long-term plan-
ning activities as necessary to determine the mission of the organization, to define
specific goals and objectives related to the mission, and to evaluate the success of the
organization’s programs toward achieving the mission.”” The Senate Finance Com-
mittee staff paper states that the board should “/[e]stablish, review, and approve pro-
gram objectives and program measures.””'® The draft of best practices devised by the
IRS states that the board of directors of an organization should adopt a ““clearly arti-
culated mission statement,” which should “explain and popularize the charity’s pur-
pose and serve as a guide to the organization’s work.”'" A “‘well-written mission
statement shows why the charity exists, what it hopes to accomplish, and what acti-
vities it will undertake, where, and for whom.””'? The Panel on the N onprofit Sector’s
good governance principles provide that an organization must have a governing
body that is “responsible for reviewing and approving the organization’s mission
and strategic direction.”"®

The Better Business Bureau (BBB) Wise Giving Alliance standards state more
formally that an organization should have ““defined, measurable goals and objectives
in place” and a process that “/identifies ways to address any deficiencies.””'* These
standards add that an organization should ““[h]ave a board policy of assessing, no
less than every two years, the organization’s performance and effectiveness and of

. See § 3.3(d)(vi).
. See § 3.12(b).

. See § 3.3(e)(d).

. See §3.11.

. See § 3.6.

9. See § 3.3(e)(ii).
10. See § 3.5(a).
11. See § 3.10(a).
12. Id.

13. See § 3.12(b).
14. See § 3.3(0)(i).
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§2.1 BOARD OF DIRECTORS GOVERNANCE PRINCIPLES

determining future actions required to achieve the mission.””'” The Panel on the Non-
profit Sector’s good governance principles include a similar rule, in that the board
should “set strategic goals and review them annually” and ““should establish and re-
view regularly the organization’s mission and goals and should evaluate, no less
frequently than every five years, the organization’s programs, goals and [other] activ-
ities to be sure they advance its mission and make prudent use of its resources.””'®
The Standards for Excellence Institute standards provide that an organization
“should periodically revisit its mission (e.g., every 3 to 5 years) to determine if the
need for its programs continues to exist.”'”

An element that directly devolves from the thought that an organization should
have an up-to-date and accurate mission statement is the matter of measuring prog-
ress in achieving the mission.'® This, of course, is far more difficult to achieve than
formulating goals. The BBB standards, for example, state that an organization
“should regularly assess its effectiveness in achieving its mission’” and have a “de-
fined process in place to evaluate the success and impact of its program(s) in fulfilling
the goals and objectives of the organization.”'” These standards add that the board of
an organization should receive, ““for its approval, a written report that outlines the
results of the aforementioned performance and effectiveness assessment and recom-
mendations for future actions.”?’ The Panel on the Nonprofit Sector, observing that
"“[blecause organizations and their purposes differ, it is incumbent on each organiza-
tion to develop its own process for evaluating effectiveness,” took a less rigorous
approach, noting that “interim benchmarks can be identified to assess whether the
work is moving in the right direction.””*!

The Standards for Excellence Institute standards are the most expansive on
this point. There it is stated that a nonprofit organization ““should have defined, cost-
effective procedures for evaluating, both qualitatively and quantitatively, its
programs and projects in relation to its mission.” These procedures “should address
programmatic efficiency and effectiveness, the relationships of these impacts to the
cost of achieving them, and the outcomes for program participants.” Evaluations,
which “’should include input from program participants,” should be ““candid, be
used to strengthen the effectiveness of the organization and, when necessary, be used
to make programmatic changes.””*

Evolving from the notion that a board of a nonprofit organization should periodi-
cally evaluate the organization is the idea that, from time to time, the board should
evaluate itself. This rule, infrequently invoked in the standards, is articulated in the
Panel on the Nonprofit Sector’s principles: board members ‘“should evaluate their
performance as a group and as individuals no less frequently than every three years,
and should have clear procedures for removing board members who are unable to
fulfill their responsibilities.” The Panel noted that a “‘regular process of evaluating

15. Id.

16. See § 3.12(b).

17. See § 3.3(e)(d).

18. These two elements are often combined. Thus, the BBB standards reference ““defined, measurable goals
and objectives’” (see § 3.3(c)(ii)).

19. See § 3.3(c)(ii).

20. Id.

21. See § 3.12(b).

22. See § 3.3(e)(@).
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the board’s performance can help to identify strengths and weaknesses of its pro-
cesses and procedures and to provide insights for strengthening orientation and edu-
cational programs, the conduct of board and committee meetings, and interactions
with board and staff leadership.””*®> The ECFA best practices state that there should
be an annual monitoring of ““individual board performance against the board mem-
bers’ service commitments.”’** There it is also stated that board member participation
should be evaluated “‘before extending terms’’ and board member evaluation should
be used to “‘ensure that the organization is only served by effective members.”* Fur-
ther, the board should use “‘routine and periodic board self-evaluation to improve
meetings, restructure committees, and address individual board member per-
formance.””?® The Standards for Excellence Institute standards call for evaluation
every two years of its performance by the board.*”

(b) Supervision of Officers and Key Staff

It is generally recognized that one of the responsibilities of the board of a nonprofit
organization is supervision of the organization’s officers and senior (or key) executive
staff. Thus, the BBB Wise Giving Alliance standards state that the board must provide
““adequate oversight of the charity’s operations and staff,” including “regularly
scheduled appraisals of the CEO’s performance.”® The ECFA standards provide that
an organization must ““exercise the management . . . controls necessary to provide
reasonable assurance that all resources are used (nationally and internationally) in
conformity with applicable federal and state laws and regulations to accomplish the
exempt purposes for which they are intended;’*’ presumably this exercise is headed
by the organization’s board. The ECFA’s best practices add that the organization
should ensure, “by collaborating with the board and the CEO, Executive Director, or
President (or similar position), that the organization has a clear financial plan that is
aligned with strategic, operating, and development plans.””*® These practices also
state that the board should ““[alnnually and formally evaluate the CEO, Executive
Director, or President (or similar position).””*! Similarly, the standards of the Stan-
dards for Excellence Institute and the draft best practices published by the Committee
for Purchase provide that the board or a board committee should hire an executive
director and evaluate, at least annually, the executive’s perforrn.amce.32 The American
National Red Cross Governance Modernization Act principles state that the board of
the organization should select and evaluate the organization’s chief executive officer;
should evaluate the performance of the senior leadership team and provide for man-
agement succession; and should hold management accountable for performance.”

23. See § 3.12(b).
24. See § 3.3(d)(ii).
25. Id.

26. Id.

27. See § 3.3(e)(ii).
28. See § 3.3(0)().
29. See § 3.3(d)(®).
30. Id.

31. See § 3.3(d)(ii).
32. See §§ 3.3(e)(ii), 3.7.
33. See § 3.11.
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§2.1 BOARD OF DIRECTORS GOVERNANCE PRINCIPLES

The Panel on the Nonprofit Sector’s good governance principles include the rule
that the board should “hire, oversee, and annually evaluate the performance of the
chief executive officer of the organization, and should conduct such an evaluation
prior to any change in that officer's compensation,” unless a multiyear contract is in
force or the change consists solely of routine adjustments for inflation or the cost of
living.>* The Panel added that the organization’s governing documents should re-
quire the full board to evaluate the executive’s performance.

(c) Oversight of Finances

The BBB Wise Giving Alliance standards state that the board, in providing ““adequate
oversight of the charity’s operations,” should approve the organization’s budget, have
““disbursement controls” in place, and establish ““accounting procedures sufficient to
safeguard charity finances.”*> The ECFA best practices state that the board should
“understand the organization’s financial health,” and should ““approve the annual
budget and key financial transactions, such as major asset acquisitions, that can be
realistically financed with existing or attainable resources.”*®* The American National
Red Cross Governance Modernization Act principles call for the board to oversee the
financial reporting and audit process, and provide oversight of the financial stability
of the organization.”” The Panel on the Nonprofit Sector stated that an organization’s
board is responsible for reviewing and approving the organization’s “annual budget
and key financial transactions, . . . and fiscal and governance policies.”*®

The standards of the Standards for Excellence Institute require that an organization
““operate in accordance with an annual budget that has been approved by the board of
directors. Accurate financial reports should be maintained on a timely basis. Internal
financial statements ““should be prepared no less frequently than quarterly, should be
provided to the board of directors, and should identify and explain any material varia-
tion between actual and budgeted revenues and expenses.”” It is repeated that the
board “annually should approve the organization’s budget and periodically should
assess the organization’s financial performance in relation to the budget.” As part of
this annual budget process, the board ““should review the percentages of the organiza-
tion’s resources spent on program, administration, and fundraising.”** The board
“should also approve the findings of the organization’s annual audit and management
letter and plan to implement the recommendations of” that letter.*'

The Senate Finance Committee staff paper states that the board should “[r]eview
and approve the organization’s budget and financial objectives as well as significant
investments, joint ventures, and business transactions,” and should ““[r]eview and
approve the auditing and accounting principles and practices used in preparing the
organization’s financial statements.”*> The Treasury Department’s voluntary best
practices state that an organization should have an annual budget approved and

34. See §3.12(b).
35. See § 3.3(c)(i).
36. See § 3.3(d)(ii).
37. See § 3.11.

38. See § 3.12(b).
39. See § 3.3(e)(v).
40. See § 3.3(e)(ii).
41. See § 3.3(e)(ii).
42. See § 3.5(a).
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overseen by its board; a board-appointed financial/accounting officer who is respon-
sible for day-to-day management of the charity’s assets; and, generally, an audit of
the finances of the organization by an independent certified public accounting firm.**
The Committee for Purchase’s proposed best practices provide that the board should
approve the findings of the organization’s annual audit and management letter.** The
Internal Revenue Service’s (IRS’s) draft good governance principles state that direc-
tors “must be good stewards of a charity’s financial resources’” and that a charitable
organization “should operate in accordance with an annual budget approved by the
board of directors.” The board “‘should ensure that financial resources are used to
further charitable purpose[s] by regularly receiving and reading up-to-date financial
statements including Form 990, auditor’s letters, and finance and audit committee
reports.”’*’

The board should see to it that the organization, if an appropriate size, annually
procures audited financial statements. Thus, the ECFA best practices state that an or-
ganization generally must obtain an annual audit performed by an independent certi-
fied public accounting firm, including a financial statement prepared in accordance
with generally accepted accounting principles.*® Also, pursuant to these practices,
the organization should ensure that ““all material related-party transactions are dis-
closed in the financial statements.””*’

ECFA makes provision for a type of organization that does not require audited
financial statements, in which case the organization must have financial statements
that are compiled or reviewed by an independent certified public accounting firm.*®
The approach taken by the Standards for Excellence Institute is that an organization
with annual revenue in excess of $300,000 should have its financial reports audited by
an independent certified public accountant.*” The Department of the Treasury’s vol-
untary best practices follows a similar approach, setting the threshold at $250,000.%
Organizations that are subject to California’s Nonprofit Integrity Act and that have
gross revenues of at least $2 million must have annual financial statements prepared
and audited by an independent certified public accountant.”® The IRS's draft of good
governance practices calls for an annual audit where the charity has “‘substantial
assets or annual revenue.””*>

Standards vary as to rotation of accounting firms. The Sarbanes-Oxley Act makes
it unlawful for an accounting firm to provide audit services to a company if the lead
(or coordinating) audit partner, or the audit partner responsible for reviewing the
audit, has performed audit services for that company in each of the company’s five
previous fiscal years.”® This rule is reflected in the Senate Finance Committee staff
paper, where it is provided that the board should hire an independent auditor and

43. See § 3.6.

44. See§3.7

45. See § 3.10(h).
46. See § 3.3(d)(ii).
47. Id.

48. Id.

49. See § 3.3(e)(iv).
50. See § 3.6.

51. See § 3.4(a).

52. See § 3.10(h).
53. See § 3.2(b)(viii).
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§2.1 BOARD OF DIRECTORS GOVERNANCE PRINCIPLES

an auditor could not be retained for more than five years.”* Similarly, the IRS’s draft
of good governance principles stated that the auditing firm ““should be changed peri-
odically (e.g., every five years) to ensure a fresh look at the financial statements.””>>

(d) Oversight of Compensation

Current thinking in this area has it that the board of a nonprofit organization should
be directly involved in the organization’s compensation practices concerning officers
and other key employees. Thus, the Evangelical Council for Financial Accountabil-
ity’s best practices state that the board should “[a]pprove and document annually
and in advance the compensation and fringe benefits of the CEO, Executive Director,
or President (or similar position) unless there is a multi-year contract in force and
there is no change in the compensation and fringe benefits except for an inflation or
cost-of-living adjustment.””*® The Committee for Purchase’s proposed best practices
state that the board of an organization should periodically review the “appropriate-
ness of the overall compensation structure” of the organization, should monitor com-
pensation paid to the chief executive officer/president and ““highly compensated
individuals, and should approve all compensation packages for these individuals
through a process to determine the reasonableness of the compensation.”

Likewise, the Standards for Excellence Institute standards provide that the board
or a board committee ““should hire the executive director, set the executive’s compen-
sation, and evaluate the director’s performance at least annually.” Where a committee
performs this role, details should be reported to the board. The board ““should period-
ically review the appropriateness of the overall compensation structure of the organi-
zation.””® Similarly, charitable organizations that are subject to California’s Nonprofit
Integrity Act must have their governing board, or a designated committee of the
board, review and approve the compensation of the organization’s president, chief
executive officer, chief financial officer, and treasurer. There must be a determination
that this compensation, including benefits, is “just and reasonable.” This review and
approval must occur at the time of initial hiring, when a term is renewed or extended,
and when the compensation is modified.” Further, according to the Committee for
Purchase’s proposed best practices, the board should establish the executive’s com-
pensation and should periodically review the “appropriateness of the overall com-
pensation structure” of the organization.

The draft of good governance practices published by the IRS (and then with-
drawn) provided that a “‘successful charity pays no more than reasonable com-
pensation for services rendered.” Also, charities “‘may pay reasonable compensation
for services provided by officers and staff.”®" The IRS LifeCycle Educational tool like-
wise states that a charity ““may not pay more than reasonable compensation for
services rendered’” and that the IRS ““encourages charities to rely on the rebuttable

54. See § 3.5(a).
55. See § 3.10(h).
56. See § 3.3(d)(ii).
57. See 3.7.

58. See § 3.3(e)(ii).
59. See § 3.4(c).
60. See §3.7.

61. See § 3.103).
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presumption.””®> The American National Red Cross Governance Modernization Act
principles state that an organization’s board should determine the level of compensa-
tion of the entity’s chief executive officer and establish the compensation of the senior
leadership team.®®> The Panel on the Nonprofit Sector’s principles state that “[o]ne of
the most important responsibilities of the board . . . is to select, supervise and deter-
mine a compensation package that will attract and retain a qualified chief executive.®*

(e) Accommodating Conflicts of Interest

No topic in the field of governance of nonprofit organizations has garnered more
attention in recent years than conflicts of interest and conflict-of-interest policies.®®
This fact permeates the various standards and best practices that have emerged.
Sometimes the focus is on prohibitions of conflicts; in other instances the emphasis is
on disclosure of conflicts.

The BBB Wise Giving Alliance standards forbid “‘transaction(s) in which any
board or staff members have material conflicting interests with the charity resulting
from any relationship or business affiliation.” Factors that are considered in deter-
mining whether a transaction entails a conflict of interest, and if so, whether the conflict
is material, include “any arm’s length procedures established by the charity; the size
of the transaction relative to like expenses of the charity; whether the interested party
participated in the board vote on the transaction; if competitive bids were sought [;]
and whether the transaction is one-time, recurring or ongoing.”*°

Pursuant to the Evangelical Council on Financial Accountability standards, orga-
nizations are to “avoid conflicts of interest.” This apparently means make a reason-
able effort to not become entangled in a conflict relationship or arrangement, rather
than a prohibition, because the standards continue with criteria as to when trans-
actions with related parties are permissible. These transactions may occur, according
to these standards, when (1) a material transaction is fully disclosed in the audited
financial statements of the organization, (2) the related party is excluded from the
discussion and approval of the transaction, (3) a competitive bid or comparable valu-
ation exists, and (4) the organization’s board has demonstrated that the transaction is
in the best interest of the entity.®” The ECFA best practices include the rules that a
conflict-of-interest policy relating to the governing board and key executives be
adopted; that the board and key executives should annually document any potential
related-party transactions; and that all significant related-party transactions should
be initially approved and, if continuing, reapproved annually by the board.®®

The standards of the Standards for Excellence Institute state that a nonprofit orga-
nization should have a written conflict-of-interest policy. This policy ‘“should be ap-
plicable to all board members and staff, and to volunteers who have significant
independent decision making authority regarding the resources of the organization.”
The policy “should identify the types of conduct or transactions that raise conflict of

62. See § 3.14(e).

63. See §3.11.

64. See § 3.12(b).

65. See §§5.17, 6.3(b).
66. See § 3.3(0)().

67. See § 3.3(d)(v).
68. Id.
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interest concerns, should set forth procedures for disclosure of actual or potential
conflicts, and should provide for review of individual transactions by the uninvolved
members of the board of directors.””*

These standards add that an organization ““should provide board members, staff,
and volunteers with a conflict of interest statement that summarizes the key elements
of the organization’s conflict of interest policy.” This statement ‘“should provide
space for the board member, employee, or volunteer to disclose any known interest
that the individual, or a member of the individual’s immediate family, has in any
business entity which transacts business with the organization.” The statement
should be provided to and signed by board members, staff, and volunteers, “‘both at
the time of the individual’s initial affiliation with the organization and at least annu-
ally thereafter.””

The Senate Finance Committee staff paper states that an organization should
establish a conflict-of-interest policy, “which would be required to be disclosed with
the [Form] 990, and require a summary of conflicts determinations made during the
990 reporting year.””" The Treasury Department’s voluntary best practices for chari-
table organizations engaged in international grantmaking and activities state that an
organization should “‘establish a conflict-of-interest policy for board members and
employees.””> The Committee for Purchase’s proposed best practices includes re-
quirement of a conflict-of-interest policy that identifies the types of conflict or transac-
tions that raise conflict-of-interest concerns, sets forth procedures for disclosure of
actual or potential conflicts, and provides for review of individual transactions by the
“‘uninvolved”” members of the board of directors.”

The IRS’s draft of good governance principles called for a conflict-of-interest pol-
icy, predicating the requirement on the fundamental standard that a director of a
charity “owels] it a duty of loyalty.””* This duty requires a director to, in the words
of the IRS, ““act in the interest of the charity rather than in the personal interest of the
director or some other person or organization.” In this connection, the duty of loyalty
““requires a director to avoid conflicts of interest that are detrimental to the charity.”
To that end, the board of directors of a charitable organization “should adopt and
regularly evaluate an effective conflict of interest policy” that “requires directors and
staff to act solely in the interests of the charity without regard for personal interests;”
includes ““written procedures for determining whether a relationship, financial inter-
est, or business affiliation” results in a conflict of interest; and prescribes a ““certain
course of action in the event a conflict of interest is identified.”” Directors and staff
““should be required to disclose annually in writing any known financial interest that
the individual, or a member of the individual’s family, has in any business entity that
transacts business with the charity.”””

The Panel on the Nonprofit Sector’s good governance principles include a re-
quirement that an organization ““adopt and implement policies and procedures to
ensure that all conflicts of interest, or the appearance thereof, within the organization

69. See § 3.3(e)(iv).
70. Id.

71. See § 3.5(a).

72. See §3.6.

73. See §3.7.

74. See § 1.5(b).
75. See § 3.10(e).
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and the board are appropriately managed through disclosure, recusal, or other
means.”” A conflict-of-interest policy ““must be consistent with the laws of the state in
which the nonprofit is organized and should be tailored to specific organizational
needs and characteristics.”” This policy “should require full disclosure of all potential
conflicts of interest within the organization” and “’should apply to every person who
has the ability to influence decisions of the organization, including board and staff
members and parties related to them.””®

The IRS’s redesigned Form 990 includes a question as to whether the filing orga-
nization has adopted a conflict-of-interest policy.”” In addition, an organization must
state whether the officers, directors, trustees, and key employees are required to an-
nually disclose interests giving rise to conflicts.”® The organization must indicate on
the return whether and if so how it makes its conflict-of-interest policy available to
the public, such as by having copies available in its office or posted on a Web site.”’

(f) Development of Policies

It goes without saying that one of the responsibilities of a board of a nonprofit organi-
zation is to establish the entity’s policies (and/or procedures). In this era of intense
focus on good governance principles for charitable and other nonprofit organizations,
a plethora of policies are being bandied about. For the most part, the law does not
require any of these policies. A nonprofit board thus must decide which, if any, of the
following 30 policies (or procedures)® it will adopt:

1. A policy concerning the organization’s mission statement®’
A conflict-of-interest policy®

A whistleblower policy®

A document retention and destruction policy®*

A code of ethics®

An investment policy®®

A policy concerning fundraising®

A policy concerning documentation of meetings®®

SN A L

A policy concerning review of annual information return®

76. See § 3.12(a).

77. See § 6.3(b).

78. See §4.2(a).

79. See § 3.13(b).

80. These policies are in addition to policies embodied in an organization’s articles of organization or
bylaws (such as size of the board, term limits, preparation of minutes, and an audit committee).

81. See § 6.3(a).

82. See §§2.1(e), 5.17, 6.3(b).

83. See §§5.18, 6.3(c).

84. See §§5.19, 6.3(d).

85. See § 6.3(1).

86. See § 6.3(p).

87. See §§5.20, 6.3(q).

88. See § 6.3(g).

89. See § 6.3(31).
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24.
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29.
30.
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A gift-acceptance policy”

A policy concerning allowable expense reimbursements”’
A policy concerning donor confidentiality®>

A stewardship philosophy statement™

An executive compensation policy”

A procedure as to program effectiveness evaluation®
A policy as to advocacy™

A policy as to chapters and /or similar affiliates®”

A policy as to related organizations™

A policy as to use of disregarded entities™

A policy as to involvement in joint ventures'®

A policy as to safeguarding of tax-exempt status'®'

Procedures as to compliance with law'*

Procedures concerning liability'*

A policy as to domestic and/or international grantmaking'®*

A policy as to conservation easements'?’
A charity care policy'®

A community benefit policy'"’”

A debt collection policy'®

A tax-exempt bond compliance policy'”

A policy as to assessment of the board’s performance''

90.
91.
92.
93.
94.
95.
96.
97.
98.
99.
100.
101.
102.
103.
104.
105.
106.
107.
108.
109.
110.

See § 6.3()).
See §§ 6.3(r).
See § 5.20.
See § 3.3(d).
See §§ 3.3(d), 6.3(e).
See § 5.6.
See § 6.5.
See § 6.3(h).
See § 6.5.

Id.

See § 6.3(f).
See § 6.5.
See § 5.12.
See § 6.5.
See § 6.3(1).
See § 6.3(k).
See § 6.3(m).
See §§ 6.3(m), 6.3(n).
See § 6.3(0).
See § 6.3(s).
See § 5.6.
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(g) Fundraising Responsibilities

Inasmuch as these good governance principles are directed principally at public char-
ities, there is considerable emphasis on fundraising practices and procedures.''!
Boards of directors of these charitable organizations are thus importuned to, as the
Philanthropic Advisory Service standards stated, “establish and exercise controls”
over the fundraising process as undertaken by officers, employees, volunteers, con-
sultants, and other contractors.''? This includes the type or types of fundraising
engaged in by the organization, the records kept, compliance with federal and state
fundraising law, and the like.

Many of these standards address the quality of the solicitation materials; organi-
zations may not always regard this as the province of the board. For example, the BBB
Wise Giving Alliance standards require that an organization’s solicitation and other
informational materials be ““accurate, truthful, and not misleading.”113 Likewise, the
Evangelical Council for Financial Accountability standards state that representations
of fact, description of the organization’s financial condition, or narrative about events
must be “current, complete, and accurate;”” “‘material omissions or exaggerations of
fact” are not permitted.''* Similarly, the Standards for Excellence Institute standards
provide that solicitation materials “should be accurate and truthful and should cor-
rectly identify the organization, its mission, and the intended use of the solicited
funds.”'"

The draft of the IRS’s good governance principles stated that ““[s]uccess at fund-
raising requires care and honesty.”” The board of directors of a charitable organization
“should adopt and monitor policies to ensure that fundraising solicitations meet fed-
eral and state law requirements and [that] solicitation materials are accurate, truthful,
and candid.”'"® The American National Red Cross Governance Modernization Act
principles call for the members of the board to assist with fundraising on behalf of
the organization.""”

The good governance principles formulated by the Panel on the Nonprofit Sector
state that solicitation materials and other communications addressed to prospective
donors “must clearly identify the organization and be accurate and truthful.”
The Panel stated that a prospective donor “‘has the right to know the name of anyone
soliciting contributions, the name and location of the organization that will receive
the contribution, a clear description of its activities, the intended use of the funds to
be raised, a contact for obtaining additional information, and whether the individual
requesting the contribution is acting as a volunteer, employee of the organization, or
hired solicitor.”''®

Thus, to satisfy this panoply of standards, a board of a fundraising charitable or-
ganization should endeavor to be certain that the solicitation materials involved are

111. Much of this aspect of the topic is the subject of § 5.20.
112. See § 3.3(b)(iv).

113. See § 3.3(0)(iv).

114. See § 3.3(d)(vi).

115. See § 3.3(e)(ix).

116. See § 3.10(g).

117. See §3.11.

118. See § 3.12(d).
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accurate, candid, current, complete, honest, and truthful; and that they are not exag-
gerative, do not have material omissions, and are not misleading.

§2.2 ROLE OF OFFICERS

As noted, the role of directors of a nonprofit organization is defined in part by the
roles of the organization’s officers. (A prominent exception to this point is the trust,
which usually has only one or more trustees.)

(@ Scope of Authority

As is the case with the board of directors, generalizations about the scope (or levels)
of authority of the officers of a nonprofit organization are difficult to formulate. In
instances of nonprofit organizations that have members, directors, officers, and
employees (key or otherwise), setting a clear distinction as to who has the authority
to do what is nearly impossible. General principles can be articulated but will usually
prove nearly useless in practice.

For example, it can be stated that the members of the organization (if any) set
basic policy and the members of the board of directors set additional policy, albeit
within the parameters established by the membership. The officers thereafter imple-
ment the policies, as do the employees, although this is more on a day-to-day basis.
Yet, the reality is that policy is established and implemented at all levels.

In a typical nonprofit organization, who decides what programs will be under-
taken, who is hired and fired as employees, the nature of the compensation arrange-
ments, who the lawyers and accountants for the organization will be, the type of
fundraising program, the format of the journal, or the organization’s physical loca-
tion(s)? Depending on the circumstances, the answers may be the members, the
board, the executive committee, the chair of the board, the president, the (or a) vice
president, the executive director, and /or any number of others.

(b) Positions and Duties

As a general proposition, the officers of a nonprofit organization, and their respective
duties and responsibilities, are as follows:

(i) President. The president is the principal executive officer of the organization and
in general supervises and controls all of the business and affairs of the entity. He or
she presides at meetings of the governing board (unless there is a chair of the board).
The president signs, often with one other officer of the organization (usually the secre-
tary), any contracts (including leases) or other documents required to be executed on
behalf of the organization (such as mortgages, deeds, or bonds). The bylaws of
the organization should provide that the president is to perform all duties ““generally
incident to” the office of president.

(ii) Vice President. In the absence of the president, or in the event of the president’s
inability or refusal to act, the vice president performs the duties of the president. A
nonprofit organization may have more than one vice president. The nature of the
scope of a vice president’s responsibility may be reflected in the individual’s title
(such as Vice President for Community Relations or Vice President for Government
Relations).
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(iii) Treasurer. The treasurer has charge and custody of and is responsible for all
funds, securities, and perhaps other property of the organization. He or she receives
and gives receipts for money due and payable to the organization, and deposits such
money in the name of the organization in the banks, trust companies, or other deposi-
tories selected by the organization. The treasurer may make investments, pursuant to
an overall investment policy developed by the organization’s board.'" The bylaws of
the organization should provide that the treasurer is to perform all duties ““generally
incident to”’ the office of treasurer. If required by the board, the treasurer has to pro-
vide a bond (at the organization’s expense) for the faithful discharge of the treasurer’s
duties in such sum and with such surety or sureties as the board determines.

(iv) Secretary. The secretary is responsible for preparation of the minutes of the
meetings of the board of the organization. He or she has the responsibility to give
all notices in accordance with the organization’s bylaws or as required by law.
The secretary is custodian of the record and of the seal (if any) of the organization.
The secretary is to keep a register of the addresses of each member of the board of the
organization (and perhaps each member of the organization). The secretary may be
required to sign certain documents, along with the president. The bylaws of the orga-
nization should provide that the secretary is to perform all duties “‘generally incident
to” the office of secretary.

(c) Origins

The officers of a nonprofit organization are usually elected, either by a membership or
by the organization’s board of directors. In some instances, the officers of a nonprofit
organization are ex officio with, or are selected by, another organization. The basic
choices are:

¢ Election by a membership

* Election by the directors, who have been elected by members

* Election by the directors, who are a self-perpetuating board

¢ Election (or appointment) by the board of another organization

e A combination of two or more of the foregoing options

(d) Governing Instruments

The governing instruments of a nonprofit organization (usually the bylaws) should
identify the officers of the organization, and state the duties and responsibilities of
each position,'* provide for the manner of their election (or other selection),'?" state
the terms of the offices, and address the matter of reelections to office (including any
term limits).

119. See supra note 86.
120. See § 2.2(b).
121. See § 2.2(c).
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§2.4 MANAGEMENT COMPANIES

For the most part, the law allows a nonprofit organization to use whatever gov-
erning structure it wants. In most states, a nonprofit corporations law contains rules
(some mandatory, some optional) concerning officers, terms of office, and the like.

Particularly if the nonprofit organization is a corporation, state law usually re-
quires at least certain officers. In general, the same individual can hold more than one
office; the positions of secretary and treasurer are commonly combined. The presi-
dent and secretary, however, should not be the same individual. (The law in many
states prohibits this duality.) Frequently, legal documents will require these two offi-
cers’ separate signatures.

Officers are officers of the organization. They are not officers of the board of direc-
tors. An exception to this can be the chair of the board; this individual may be consid-
ered an “officer’”” of the board.

§2.3 KEY EMPLOYEES

The law, including the federal tax law, recognizes that an individual can have signifi-
cant duties and responsibilities with respect to a nonprofit organization and not be a
trustee, director, or officer. A key employee is an employee of the organization that has
powers and responsibilities that are similar to those of a trustee, director, or officer.'*>
There often are special reporting requirements for these individuals.'*® Also, they are
usually disqualified persons for purposes of the intermediate sanctions rules'** and
the private foundation self-dealing rules,'®® and insiders for purposes of the doctrine
of private inurement.'** An obvious example of a key employee of a nonprofit organi-
zation is the executive director; other key employees are likely to include the chief
operating officer and chief financial officer (where they are not formally officers).

§2.4 MANAGEMENT COMPANIES

A nonprofit organization may use the services of a management company. This type
of company does not supplant the need for directors and officers of the organization,
although it may obviate the necessity of one or more employees.

There is nothing inherently inappropriate about use of a management company
by a nonprofit organization. Nonetheless, the IRS tends to accord these arrangements
particular scrutiny.'®” For example, if members of the board of the management com-
pany also serve as members of the board of the nonprofit organization, or there are
other business and/or family ties between the two entities, the agency is likely to be
acutely sensitive to the potential for private inurement, private benefit, self-dealing,
and/or excess benefit transactions.'*® In some instances, the IRS may be inclined to
characterize a management company-nonprofit organization relationship as a joint
venture, often with adverse (to the nonprofit organization) tax law consequences.'*’

122. See Planning Guide, pages 193, 200-201.

123. E.g., Form 990, Schedule J.

124. See Law of Tax-Exempt Organizations § 21.3.

125. Seeid. § 12.2.

126. Seeid. §20.3.

127. E.g., Form 1023, Part II, question 10a. Form 990.

128. See Law of Tax-Exempt Organizations, Chapters 20, 21, and § 12.4(a).
129. Seeid., § 30.1(c).
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§2.5 BOARD MEMBER RESPONSIBILITIES

In today’s litigious society, avoidance of a lawsuit—in any context—cannot be guar-
anteed. Rules prohibiting frivolous suits are rarely enforced; litigation can seemingly
ensue over just about anything. There are, however, a number of steps that members
of the board of a nonprofit organization can take to minimize (or perhaps even elimi-
nate) the likelihood of a lawsuit against the organization—and against themselves.

(@ Understand Organization’s Form

Every member of the board of a nonprofit organization should understand the form
of the entity."® The board member should also know what is required to maintain
that form—and see to it that the necessary action (or actions) is taken. For example,
an organization that is incorporated can lose its corporate status if it fails to timely
file annual reports with the state in which it is incorporated.

Moreover, if the nonprofit organization is not incorporated, it is incumbent on the
board member to understand why that is the case. If the entity is to remain un-
incorporated, the board member should be satisfied by being provided (by a lawyer)
at least one good reason for this status. An unincorporated organization almost al-
ways can become incorporated.'*'

(b) Understand Organization’s Purposes/Mission

The board member should understand and be able to articulate the nonprofit organi-
zation’s mission. The scope of this understanding entails knowledge of the organiza-
tion’s purposes. For this, the individual should contemplate the statement of purposes
contained in the entity’s articles of organization. If the purposes are not understood,
the board member should obtain a suitable explanation. There may be a mission
statement that, as noted, is in addition to, and perhaps more expansive than, the state-
ment of purposes. The board member should be satisfied that the statement of pur-
poses and the mission statement are consistent.

Statements of purpose and mission statements are not intractable. The board
member should be satisfied with the language of both, particularly the statement of
purposes. It may be that the statement should be updated (articles amended). The
organization may have a statement of purposes that is not adequately reflective of its
contemporary goals and objectives.

(c) Understand Activities

Just as the board member should understand the nonprofit organization’s purposes,
he or she should also understand and remain informed as to each of the organiza-
tion’s activities.">* The member should be able to explain what they are and why they

130. See § 1.2(e).

131. An entity organized as a trust may have to obtain court approval to convert to a corporation. Change
of form means, by definition, that a new legal entity has been created, with resultant legal conse-
quences, such as the need to seek a ruling from the IRS as to the tax-exempt status (if any) of the
organization (see Law of Tax-Exempt Organizations § 27.1(b)).

132. See, e.g., Form 990, Part III.
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are conducted and should know the connection between the organization’s opera-
tions and furtherance of its purposes.

The nonprofit organization’s activities may include lobbying. If so, the board
member should be satisfied that the lobbying is appropriate for the organization and
that it is not jeopardizing its tax-exempt status.'*® The same is true with respect to any
political campaign activities.'**

If the nonprofit organization engages in fundraising activities, the board member
should understand what they are. The member should make some effort to be satis-
fied that the organization is using the types of fundraising that are suitable for it and
its objectives. Fundraising is not program, however; rather, it is a means to advance
program and should be kept in that perspective.

The nonprofit organization may conduct one or more unrelated businesses.'*
There is nothing inherently wrong with unrelated activity, but the board member
should know why the business is being conducted, be certain it does not detract from
program undertakings, and be satisfied that the organization’s tax-exempt status is
not being endangered.

(d) Understand Articles of Organization

The board member of a nonprofit organization should understand each article of the
entity’s articles of organization'**—what it means and why it is in the document.
Of particular importance are the statement of purposes and any dissolution clause.

Other provisions to review and understand are those describing the organiza-
tion’s membership (if any) and provisions in the document that are reflective of fed-
eral tax law requirements and limitations.

(e) Understand Structure/Bylaws

The board member of a nonprofit organization should understand the tax-exempt
organization’s bylaws. This document spells out (or should spell out) the entity’s
basic governance and operational structure.'”” The following should be checked:
(1) the origin, composition, and stated duties of the organization’s directors; (2) the
origins and duties of the organization’s officers; (3) the qualification and functions of
any members; (4) the rules as to conduct of meetings (such as notice, quorum, voting);
(5) the organization’s committee structure; (6) provisions as to any indemnification
(although state law may require that the provisions be in the articles); and (7) provi-
sions as to any immunity (again, the language may have to be in the articles).

(f) Understand Other Documents

The board member of a nonprofit organization should understand the reason for, and
the content of, other documents published by and/or prepared for the organization.
These include annual reports, promotional materials (brochures, pamphlets), fund-
raising materials, newsletters, and journals. Of course, if a program activity of the

133. See Law of Tax-Exempt Organizations, Chapter 22.
134. See id., Chapter 23.

135. See id, Chapter 24.

136. See § 1.2(a).

137. 1d.
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organization is publishing, it is not necessary that the board member read every book
or other publication of the organization.

There are other documents—those that have some import in the law—that the
board member should understand. They include any documents that are required to
be filed with a state, such as annual reports and reports filed pursuant to one or more
charitable solicitation acts. The board member should understand the organization’s
conflict-of-interest policy (if any)'*® and have at least a general familiarity with its
insurance policies. Employment contracts should also be understood.

There are other documents of considerable importance that each board member
should review in draft. These are the annual financial statement (if any), the annual
information return filed with the IRS,"*” and any unrelated business income tax re-
turn'* filed with that agency. If the board member does not understand material in
these documents, questions should be asked. If the organization is not required to file
an annual information return, the member should know why (such as the organiza-
tion is small or is a church).'!

(g Related Entities

A nonprofit organization often is not a solitary entity; it may be a part of a cluster of
entities. For example, a membership association may have a related foundation, a po-
litical action committee, and /or a for-profit subsidiary.'*> A charitable organization
may have a separate organization that functions as a ““lobbying arm’ or an advocacy
organization may have a related educational foundation.'"*> The board member
should understand why these discrete entities exist, what their functions are, and
how the relationships are structured.

Other entities that may be involved are partnerships, limited liability companies,
and/or other forms of joint ventures.'** In the case of multiple related entities, what
has been said above may be true for all of them. For example, the board member may
be well advised to review and understand the documents pertaining to each of these
entities.

(h) Doing Business Requirements

The board member of a nonprofit organization should know the jurisdiction(s) in
which the entity does business. (That term, while it sounds as though it applies only
with respect to commercial enterprises, also applies with respect to nonprofit organi-
zations.) Certainly, the organization is doing business in the state in which its offices
are located.

A nonprofit organization, however, may also be doing business in one or more
other jurisdictions. An obvious illustration of this is an office or some other manifesta-
tion of a physical presence in another state. The precepts in law as to what constitutes
doing business vary from state to state, however; an organization can be considered to

138. See supra note 82.

139. See Law of Tax-Exempt Organizations § 27.2.
140. See id. §27.7.

141. See id. § 27.2(b).

142. See id., Chapters 28, 29.

143. Id.

144. See id., Chapter 30.
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be doing business in a state where there is less of a presence than a formal office.'** If
the organization is doing business in other jurisdictions, the board member should be
advised of those locations and understand why the organization is being deemed
engaged in business.

(i) Public Charity Status

If the nonprofit organization is a charitable one, the board member should know
whether it is a public charity or a private foundation."* If it is a public charity, the
board member should know the organization’s classification for this purpose. The
choices are (1) one of the institutions, such as a school, college, university, hospital,
other healthcare provider, medical research organization, church, or the like; (2) a
publicly supported organization, with the required amount of its support derived from
gifts, grants, and/or exempt function (program service) revenue; or (3) a supporting
organization.

Much of the law pertaining to private foundations focuses on transactions with,
or in relation to, disqualified persons. In many instances, however, it is necessary that
a public charity understand who the disqualified persons are with respect to it. The
most obvious example of this is the intermediate sanctions rules.'*” Each board mem-
ber should know who the organization’s disqualified persons are.

(j) Perspective

The premise of the foregoing is that the member of the board of directors of a non-
profit organization who understands the foregoing legal aspects of the organization’s
structure and operations is far less likely to attract legal liability than the board mem-
ber who acts (or fails to act) with lack of knowledge of these points.

§2.6 PROTECTIONS AGAINST PERSONAL LIABILITY

Actions by or on behalf of a nonprofit organization can give rise to personal liability.
The term personal liability means, in this context, that one or more managers of a non-
profit organization (its trustees, directors, officers, and/or key employees) may be
found personally liable for something done (commission) or not done (omission)
while acting in the name of the organization.

Some of this exposure can be limited, or perhaps eliminated, by one or all of the
following:

¢ Incorporation
¢ Indemnification
¢ Insurance

e Immunity

145. See Planning Guide, Chapter 1, pages 23-24.
146. See Law of Tax-Exempt Organizations §§ 12.1,12.3.
147. See id, Chapter 21.
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(@) Incorporation

The matter of incorporation is discussed above, in the context of choice of form.'*

To reiterate, a corporation is regarded in the law as a separate legal entity that can
attract legal liability. This liability is generally confined to the organization and thus
does not normally extend to those who set policy for or manage it. (This is one of the
principal reasons a nonprofit organization should be a corporation.)

(b) Indemnification

Indemmnification occurs (assuming it, or the scope of it, is legal under state law) when
the organization agrees (usually by provision in its bylaws) to pay the judgments and
related expenses (including legal fees) incurred by those who are covered by the in-
demnity, when those expenses are the result of a misdeed (commission or omission)
by those persons while acting in the service of the organization. This indemnification
cannot extend to criminal acts; it may not cover certain willful acts that violate civil
law.

Because an indemnification involves the resources of the organization, the effi-
cacy of it depends on the economic viability of the organization. In times of financial
difficulties for a nonprofit organization, with little in the way of assets and revenue
flow, an indemnification of its directors and officers can be a classic ““hollow
promise.”

(c) Insurance

Insurance (directors’” and officers’ (D&O) insurance) has features somewhat compara-
ble to indemnification. Instead of shifting the risk of liability from the individuals in-
volved to the nonprofit organization (indemnification), however, with insurance the
risk of the liability is shifted to an independent third party—an insurance company.
Certain risks, such as criminal law liability, cannot be shifted by means of insurance
(because it would be contrary to public policy). The insurance contract will likely
exclude from coverage certain forms of civil law liability, such as defamation,
employee discrimination, and /or antitrust matters.'*’

Even where adequate insurance coverage is available, insurance can be costly.
Premiums can easily be thousands of dollars annually, even with a sizable deductible.

A nonprofit organization can purchase insurance to fund one or more indemni-
ties it has made of its directors and officers.

(d) Immunity

Immunity is available when the law provides that a class of individuals, under certain
circumstances, is not liable for a particular act or set of acts or for failure to undertake
a particular act or set of acts. Several states have enacted immunity laws for directors
and officers of nonprofit organizations, protecting them in the case of asserted civil
law violations, particularly where these individuals are functioning as volunteers.

148. See §§ 1.2(a), (d).
149. Caution should be exercised here; the contents of the exclusions portion of the insurance contract may
render the proposed coverage essentially useless.
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§2.7 MINIMIZING BOARD MEMBER LIABILITY

The board member who is knowledgeable about the nonprofit organization’s pro-
grams and other operations is a board member who is not likely to do (or not do) or
say something that will result in legal liability, either for the organization or person-
ally. Here are some practical steps the board members can take to enhance this
knowledge and minimize the prospects of legal liability.

(a) Creation of Board Book

Each board member of a nonprofit organization should have, and keep up to date, a
board book. It need not be particularly formal or fancy; a simple three-ring binder
will suffice. In this book should be, at a minimum, the following documents: the
board address list,"” the organization’s articles of organization, its bylaws, any other
documents with legal overtones (such as a mission statement or conflict-of-interest
policy), recent board meeting minutes, a copy of any ruling from the IRS recognizing
the organization as a tax-exempt entity, the most recently filed state report, the most
recent financial statement, and the most recent three annual information returns.

Other documents that may be included are recent committee reports, a copy of
the organization’s application for recognition of tax exemption, and the most recent
unrelated business income tax return (if any).

(b) Board Address List

Each member of the board of a nonprofit organization should have and keep in the
board book a current list of the organization’s board members. This list should con-
tain each individual’s mailing address, telephone numbers (office, home, cell, car,
pager), fax number, and e-mail address.

(c) E-mail Communications System

There should be a system by which the board members of a nonprofit organization
can communicate by e-mail. Each member should have a group listing of all of the
board members. These individuals should communicate by e-mail to the extent prac-
ticable, although e-mail messaging is not a substitute for formal board meetings.

Board members should be careful as to what is said in e-mail messages; every-
thing should be written from the perspective that it may someday become public.
(E-mail messages can be used in civil and criminal cases as evidence.'”") Matters that
have confidential aspects (such as the processing of ethics cases) should be discussed
cautiously (if at all) by e-mail.

(d) Minutes

Careful consideration should be given to board meeting minutes."”* There should be
minutes of every board meeting. (Committee meetings also should be the subject of
minutes.) Minutes should be prepared with a heavy dose of common sense and

150. See §2.5(b).
151. From a lawyer’s perspective, e-mail means evidence-mail or exhibit-mail.
152. See Planning Guide, Chapter 1, pages 17-18.
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perspective. These documents are not transcripts of the proceedings but summaries
of important actions, often including resolutions.

It is difficult to generalize about the length and contents of board meeting min-
utes. Usually, whether something should have been in the minutes and is not, or
whether something should not have been stated in the minutes and is, is determined
in hindsight. The best practice is to be certain that all material decisions and actions
are reflected, and be careful that nothing damaging to the organization is in the
document.'*

If a board member opposes a majority board action on a matter and is sufficiently
concerned about the seriousness of the issue, he or she should be certain that this
opposition is reflected in the minutes, perhaps coupled with an explanation of the
board member’s position.

A good practice is for the secretary to provide a draft of the minutes to legal coun-
sel for review and, if necessary, revision before they are circulated to the board mem-
bers for their review and adoption. In general, solid and current minutes are one of
the most important of the “corporate’” formalities to observe.

(e) Attendance at Meetings

It is critical that the board members of a nonprofit organization attend each of the
meetings of the board. There will obviously be schedule conflicts; if the board mem-
ber cannot attend a meeting, the minutes should reflect that fact and why. A board
member cannot exercise the requisite degree of fiduciary responsibility without at-
tending meetings and interacting with the other members.

The director should actively participate in the decision-making process. Silence is
deemed to be concurrence. If a director is opposed to an action to be undertaken by
the organization at the behest of the board, the director should speak up and, as
noted, be certain to have his or her dissent noted in the minutes.

(f) Understanding What Is Going On

A summary of the aspects of a nonprofit organization’s structure and operations, in-
volving legal matters, that a board member should know is provided elsewhere.'>*
This understanding needs to be ongoing, as purposes are revised or expanded, pro-
grams change, and documents are amended. It is essential that the board member
know these basics and build on that base of knowledge as the organization evolves.

(g) Asking Questions

Probably one of the worst nonactions of a board member of a nonprofit organization
is failure to ask questions. The board member who merely pretends to understand
what is taking place is only fooling himself or herself, and is placed in a position to
cause harm—to the organization or to himself or herself.

Questions may be asked of other board members, the organization’s officers,
and/or staff. Questions may be posed during the course of a board meeting or on

153. From a lawyer’s perspective, minutes should be written with the assumption that, someday, the docu-
ment will be an exhibit in a trial.
154. See Chapter 8.
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other occasions. Inquiries can be made by e-mail, although caution should be exer-
cised as to how those messages are framed." Questions can be asked of lawyers and
other professionals.

Some boards of nonprofit organizations do not meet without the organization’s
lawyer present. Others make decisions, conditioned on the procurement of favorable
legal advice.

(h) Oversight of Staff

The board of a nonprofit organization should oversee the activities of the organi-
zation’s staff. The board should not micromanage yet should have sufficient knowl-
edge of the role of each staff member and a general understanding as to their
performance.

How this works in practice will vary considerably. If the organization has an
executive director, most of this information should be provided by that individual.
(Again, questions should be asked.) Some boards prefer to meet only when the orga-
nization’s executive director is present. (Indeed, in some instances, the executive di-
rector is a member of the board, perhaps a nonvoting member.) Others do that but
reserve some time to meet without that individual (or other staff) present.

(i) Conflict-of-Interest Policy

While for the most part it is not required as a matter of law, a nonprofit organiza-
tion—particularly a charitable one—should give serious consideration to adoption of
a conflict-of-interest policy.'*® For one thing, the IRS is pushing this as a condition of
recognition of tax-exempt status. More importantly, this type of policy enables a non-
profit organization to identify its insiders/disqualified persons and know at the time
whether it is entering into transactions with them.

(j) Intermediate Sanctions Compliance

Board members of most nonprofit organizations certainly should be aware of the in-
termediate sanctions rules.'” This is the case, if only because the penalties for viola-
tion of these rules are imposed, not on the organization, but on the disqualified
persons with respect to the organization. The disqualified persons with respect to the
organization almost certainly will include members of the organization’s board.

(k) Reading Materials about Nonprofit Boards

There is an immense amount of literature concerning the role of members of the
board of nonprofit organizations, plus material on the operations of exempt organiza-
tions as such.'® Board members are advised to read as much of this literature as
possible.

155. See §2.7(c).

156. See supra note 82.

157. See Law of Tax-Exempt Organizations, Chapter 21.

158. See, e.g., Hopkins, Starting and Managing a Nonprofit Organization: A Legal Guide, Fifth Edition
(Hoboken, NJ: John Wiley & Sons, 2009).
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() Attending Seminars

Seminars that are of considerable utility to individuals in their capacity as board
members of nonprofit organizations are presented. Just as publications are recom-
mended, so, too, are seminars of this nature—at least one annually.

(m) Retreats

The board of directors of a nonprofit organization should consider having a periodic—
perhaps annual—board retreat. This is an opportunity for the board members to
escape their employment and family responsibilities, and focus—if only for a few
hours—on the contemporary mission and goals of the organization. This experience
can help place the nonprofit organization’s activities in perspective and help the
board member understand more fully its structure and operations.

At this retreat, various outside consultants can make their appearance, share their
expertise, give the board members the opportunity to ask questions, and provide the
board with a sense of the state of the organization. The board should consider use of a
consultant for this purpose, to enhance the retreat with an outside perspective and
facilitate a more directed focus.

(n) Overall Authority

The board of a nonprofit organization should not exceed its authority. The members
of the board serve as overseers. Their role is to make extraordinary, not ordinary,
decisions. Day-to-day management of the organization should be left to the officers
and the executive staff.
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CHAPTER THREE

Nonprofit Organizations’
Governance Principles

Regulators, lawmakers, and other policymakers at the federal and state level are
intensely focusing on the subject of the principles of governance of nonprofit, tax-
exempt organizations, with an emphasis on public charities. Among the manifesta-
tions of these analyses are the emergence and refinement of a variety of written
policies.

§3.1 GOVERNANCE PHILOSOPHY IN GENERAL

In some quarters, the philosophy underlying the concept of governance of nonprofit
organizations is changing. The traditional roles of the nonprofit board have been
oversight of the organization’s operations and policy determination; historically, the
implementation of policy and management have been the responsibilities of the
officers and key employees. An emerging view, sometimes referred to as best practices,
imposes on the nonprofit board greater responsibilities and functions (and thus
potentially greater liability), intended to immerse the board more deeply in manage-
ment. This new view is nicely reflected in the characterization of the nonprofit board
in the American National Red Cross Governance Modernization Act: the ““govern-
ance and strategic oversight board.”!

The origins of this shift of view regarding the appropriate role of the governing
board of a nonprofit organization are difficult to find. There has been the occasional
scandal in the nonprofit management context, such as that involving the United Way
of America;” these scandals in the nonprofit realm have increased somewhat in recent
years, due in large part to greater focus by the media on charitable organizations and
the various investigations conducted by the staff of the Senate Finance Committee.?
These incidents alone, however, do not account for the contemporary magnitude of

1. See §3.11.

2. E.g., Glaser, The United Way Scandal: An Insider’s Account of What Went Wrong and Why (New York: John
Wiley & Sons, 1994)

3. Entities that have been and are the subject of these inquiries include the American National Red Cross,
American University, the Nature Conservancy, the Smithsonian Institution, and the Statue of Liberty
Foundation, along with, in general, tax-exempt hospitals, colleges, and universities (particularly as to
student athletics and use of endowment funds) and evangelical church ministries. See Chapter 7.
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interest in nonprofit organization governance. Certainly, a major factor contributing
to this phenomenon is the raft of recent scandals in the for-profit sector and the result-
ing enactment of the Sarbanes-Oxley Act, which has had an enormous impact on the
evolution, over the past few years, of nonprofit organization governance principles
and practices.

§3.2 SARBANES-OXLEY ACT

Historic federal accounting reform and for-profit corporate responsibility legisla-
tion—the Sarbanes-Oxley Act—was signed into law in 2002.* This measure is focused
on publicly traded companies and large accounting firms. The emergence of this law,
however, raises a number of questions for nonprofit organizations as to the applica-
bility of the Act’s principles to them; the leadership of these organizations often vol-
untarily adopts many of its precepts.

(a) Terminology

There are certain terms that are essential to understand for appreciation of the scope
of this body of law as it relates to tax-exempt organizations.

An audit committee is a committee established ““by and amongst”” the board of
directors of an issuer (see below) for the purpose of overseeing the accounting and
financial reporting processes of the issuer and audits of the financial statements of
the issuer.

An audit report is a document prepared following an audit performed for pur-
poses of compliance by an issuer with the securities laws, and in which a public
accounting firm either states the opinion of the firm regarding a financial statement,
report, or other document, or asserts that such an opinion cannot be expressed.

A code of ethics means standards that are reasonably necessary to promote honest
and ethical conduct, including the handling of conflicts of interest; full, fair, accurate,
timely, and understandable disclosure in reports of an issuer; and compliance with
applicable governmental rules and regulations.

A financial expert is an individual who has an understanding of generally accepted
accounting principles and financial statements and experience in the application of
these principles, the preparation or auditing of financial statements, and internal
accounting controls, as well as an understanding of audit committee functions.

An issuer is a for-profit corporation, the stock of which is registered pursuant
to the federal securities laws, that is otherwise required to comply with those laws,
including the filing of reports (also known as a public company).

Nonaudit services means any professional services provided to an issuer by a regis-
tered public accounting firm other than those provided to an issuer in connection
with an audit or review of the financial statements of an issuer.

A public accounting firm is a legal entity (such as a corporation or partnership) that
is engaged in the practice of public accounting or preparing or issuing audit reports.
A registered public accounting firm is a public accounting firm that is registered with the
Oversight Board (see below).

4. Pub. L. No. 107-204, 116 Stat. 745 (2002).
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(b) Principal Features of Act

(i) Public Company and Accounting Oversight Board. The Public Company and
Accounting Oversight Board (Board), the members of which are appointed by the
Securities and Exchange Commission (SEC), was established. The Board has five full-
time members with five-year terms; two of the members may be certified public
accountants. These members must be ““‘prominent,” possess “integrity and reputa-
tion,” have a ““demonstrated commitment to the interests of investors and the pub-
lic,” and have an ““understanding of the responsibilities for and nature of the
financial disclosures required of issuers under the securities laws and the obligations
of accountants with respect to the preparation and issuance of audit reports with
respect to such disclosures.”

The purpose of this Board is to “‘oversee the audit of public companies that are
subject to the securities laws, and related matters, in order to protect the interests of
investors and further the public interest in the preparation of informative, accurate,
and independent audit reports for companies the securities of which are sold to, and
held by and for, public investors.” The Board is required to submit an annual report
to the SEC.

The Board is not part of the federal government but, rather, is a District of Colum-
bia nonprofit corporation. However, only Congress can dissolve it. It is empowered to
accept contributions. The statute is silent as to the tax-exempt status of the Board (the
Act is not tax legislation).

The Board’s duties include (1) registration of public accounting firms that prepare
audit reports for issuers; (2) adoption of auditing, quality control, ethics, indepen-
dence, and other standards relating to the preparation of audit reports for issuers;
(3) conducting of inspections of registered public accounting firms; (4) conducting of
investigations and disciplinary proceedings concerning, and imposing sanctions on,
registered public accounting firms and persons associated with these firms; (5) other
promotion of “high professional standards among, and improve[ment of] the quality
of audit services offered by, registered public accounting firms and associated per-
sons thereof”’; and (6) enforcement of compliance with this law, the rules of the Board,
and related securities laws.

(ii) Board Funding. The Board established an ““annual accounting support fee’” for
purposes of establishing and maintaining the Board. These fees (and fees to fund an
accounting standards setting body) are paid by and allocated among issuers.

Funds collected by the Board from the assessment of penalties are used to fund a
“‘merit scholarship program’ for undergraduate and graduate students enrolled in
accredited accounting degree programs. The Board or an entity selected by it admin-
isters this program.

(iii) Registration with Board. It is unlawful for a person that is not a registered pub-
lic accounting firm to prepare or issue, or to participate in the preparation or issuance
of, an audit report with respect to an issuer. The legislation detailed the contents of
the application for registration, which includes a listing of clients (issuers) and the
fees paid by them for audit and other services. These applications generally are pub-
licly available. Each registered public accounting firm pays a registration fee and an
annual fee.
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(iv) Standards. The Board established ““auditing and related attestation standards,
... quality control standards, and . . . ethical standards” used by registered public
accounting firms in the preparation and issuance of audit reports.

These rules include a seven-year records retention requirement, a rule as to sec-
ond partner review of audit reports, and rules describing in each audit report the
scope of the auditor’s ““internal control structure and procedures of the issuer.”

In this connection, the Board may establish advisory groups. It is to ““cooperate on
an ongoing basis’” with these groups and with professional groups of accountants.

(v) Inspections. The Board conducts a “continuing program of inspections” to assess
compliance by registered public accounting firms (and associated persons) with this
law, rules of the SEC and the Board, or professional standards, in connection with its
performance of audits, issuance of audit reports, and related matters.

If a firm regularly provides audit reports for more than 100 issuers, the inspection
must be done annually. Otherwise, the review must be at least once every three years.
The Board can adjust this inspection schedule and conduct special inspections.

(vi) Investigations. The Board established ““fair procedures” for the investigation
and disciplining of registered public accounting firms (and associated persons). These
investigations pertain to alleged violations of this law, Board rules, and securities
laws pertaining to the preparation and issuance of audit reports.

The statute detailed the procedures these investigations are to follow, including
disciplinary procedures, sanctions, and suspensions.

(vii) Nonaudit Services. The law amended the securities laws to generally make it
unlawful for a registered public accounting firm that performs an audit for an issuer
to provide to that issuer, contemporaneously with the audit, any nonaudit service.
The Board has the authority to grant exemptions.

These services include bookkeeping services, financial information systems
design and implementation, appraisal services, fairness opinions, actuarial services,
internal audit outsourcing services, investment adviser services, and legal services.

(viii) Audit Partner Rotation. The statute amended the securities laws to make it
unlawful for a registered public accounting firm to provide audit services to an issuer
if the lead (or coordinating) audit partner, or the audit partner responsible for review-
ing the audit, has performed audit services for that issuer in each of the five previous
fiscal years of the issuer.

The statute provides for a study of mandatory rotation of registered public
accounting firms.

(ix) Audit Committees. The law in essence mandated the creation and functioning of
audit committees of issuers. This is done, in part, by requiring the SEC to in turn
direct the national securities exchanges and associations to prohibit the listing of the
securities of issuers who fail to establish and use these committees.

The audit committee of an issuer must be directly responsible for the appoint-
ment, compensation, and oversight of the work of a registered public accounting firm
employed by the issuer for the purpose of preparing or issuing an audit report or
related work. Each such registered public accounting firm must report directly to the
audit committee.
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Each member of an audit committee must be a member of the board of directors
of the issuer involved. He or she may not accept any consulting, advisory, or other
compensation from the issuer.

The SEC issued rules to require each issuer to disclose whether or not, and if not
why not, the audit committee of the issuer is comprised of at least one member who is
a financial expert.

(x) Corporate Responsibility. The law requires the principal executive officer and
principal financial officer of an issuer to certify each annual or quarterly report filed
by the issuer in compliance with the securities laws. This includes certification that
the report does not contain any untrue statement of a material fact or failure to state a
material fact “necessary in order to make the statements made . . . not misleading.”

If an issuer is required to prepare an accounting restatement due to the ““material
noncompliance” of the issuer, as a result of misconduct, with a financial reporting
requirement under the securities laws, the chief executive officer and chief financial
officer of the issuer must reimburse the issuer for any bonus or other incentive-based
or equity-based compensation received by that individual from the issuer during a
prior 12-month period. This disgorgement rule can also encompass profits realized
from the sale of stock of the issuer.

It is generally unlawful for an issuer to extend or maintain credit in the form of a
personal loan to or for any director or executive officer of that issuer. This includes
the use of a subsidiary for this purpose.

Corporations are required to provide protection to employees and others who are
whistleblowers, and this law imposes criminal penalties for destruction of documents
and other evidence in the face of a government investigation.

A person who is the beneficial owner of more than 10% of any class of a regis-
tered equity security must file a statement with the SEC. This includes nonprofit
organizations.

The SEC issued rules requiring each issuer to disclose whether or not, and if not
why not, the issuer has adopted a code of ethics for senior financial officers.

(xi) Lawyers. The SEC, in accordance with this statute, issued rules setting forth min-
imum standards of professional conduct for lawyers practicing before the SEC. These
rules require a lawyer to report evidence of a ““major violation of securities law or
breach of fiduciary duty or similar violation by the company’” to the chief legal coun-
sel or the chief executive officer of the company.

If there is not an appropriate response to the evidence presented, including reme-
dial measures, the lawyer is to report the evidence to the audit committee of the issuer
or another committee of the board.

(xii) Disgorgement Funds. If the SEC obtains a disgorgement order against a person
for violation of the securities laws, and that includes a civil penalty, the penalty is to
be added to and become part of a disgorgement fund for the benefit of the victims of
the violation.

The SEC is authorized to accept and utilize gifts, bequests, and devises for one or
more of these funds. (The law does not address the point but these contributions are
deductible as charitable gifts.)
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(xiii) Real-Time Disclosures. This law amended the securities to require reporting
issuers to disclose to the public, on a “rapid and current basis,” additional informa-
tion concerning material changes in the financial condition or operations of the issuer,
in “plain English.”” This type of disclosure may include “trend and qualitative infor-
mation and graphic presentations.”

(xiv) Other Provisions. The SEC, pursuant to this law, issued rules for the disclosure
of material off-balance-sheet transactions. An accountant who conducts an audit of
an issuer is required to maintain all audit or review workpapers for five years. A
criminal law provision concerns the knowing destruction or falsification of corporate
records with intent to impede or influence a federal investigation.”

(c) Import of Act for Nonprofit Organizations

This body of law does not, as noted, apply to nonprofit organizations (other than
protection of whistleblowers and the criminal law rule concerning destruction of
evidence). Again, it generally applies to, and with respect to, issuers and public
accounting firms. Nonetheless, Sarbanes-Oxley standards for corporate governance
parallel in many ways the fiduciary principles applicable to exempt organizations;
developments with respect to the Act will inevitably help shape corporate govern-
ance standards for exempt organizations.®

Those who manage tax-exempt organizations, and perhaps those who make con-
tributions to them, may want to give consideration to some or all of the following;:
whether (1) the accounting firm retained by an exempt organization should be a
registered public accountin% firm; (2) an exempt organization should have an audit
committee or similar body;” (3) an exempt organization should develop a code of
ethics for its senior officers (this would go beyond a conflict-of-interest policy); (4) an
exempt organization should require certification of its financial statements and/or
annual information returns by its executive; (5) an exempt organization should have
a policy of prohibiting loans to its senior executives; (6) in an instance of a need for
an accounting restatement by an exempt organization, due to some form of mis-
conduct, any bonuses and/or the like to executive personnel should be reimbursed;
(7) an exempt organization should follow the rules as to audit partner rotation; (8) an
exempt organization should separate audit and nonaudit service providers; (9) an
exempt organization’s lawyers should be required to report breaches of fiduciary
responsibility to its president or similar executive officer; and (10) there should be a
rule requiring real-time disclosures by tax-exempt organizations.® Given the increas-
ing focus on compensation matters,” an exempt organization, particularly a charitable
entity, may want to consider establishing a compensation committee.'

5. In general, Kim, ““Sarbanes-Oxley Act,”” 40 Harv. J. on Legis. 235 (Winter 2003).

6. In general, Fairfax, “The Sarbanes-Oxley Act: Confirmation of Recent Trends in Director and Officer
Fiduciary Obligations,” 76 St. Johns L. Rev. 953 (Fall 2002).

7. In general, Vanderwarren, “Financial Accountability in Charitable Organizations: Mandating an
Audit Committee,” 77 Chi.-Kent L. Rev. 963 (2002).

8. In general, Anft and Williams, “Redefining Good Governance,” XVI Chron. Of Phil. (No. 21) 6 (August
10, 2004).

9. See Law of Tax-Exempt Organizations § 20.4.

10. In general, Peregrine, DeJong, and Cotter, “New EO Focus—The Board Compensation Committee,” 43

Ex. Org. Tax Rev. (No. 3) 265 (March 2004).
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Congress may enact corporate responsibility legislation applicable to tax-exempt
organizations. Also, corporate responsibility principles applicable to exempt entities
are embedded, directly or indirectly, in the application for recognition of exemption
filed by charitable organizations'' and the annual information return.'? The recent
revisions of these documents reflect corporate responsibility concepts, such as the
adoption of conflict-of-interest policies and governing board practices as to the setting
and review of compensation arrangements with senior executives. Enactment of the
Act has, at a minimum, reinforced the existence and the importance of the common-
law duties imposed on directors."

§3.3 WATCHDOG AGENCIES’ STANDARDS

Charitable organizations, particularly those that are engaged in fundraising, often be-
come subject to standards set and enforced by a watchdog agency. Watchdog agen-
cies, while not promulgators of law, can have a powerful impact on the public
perception of a charitable organization and its ability to successfully generate gifts
and grants. Indeed, watchdog agencies have long been in the forefront of standards-
setting for nonprofit organizations.'*

Charitable organizations that are caught up in watchdog agencies’ standards
enforcement and public rankings often believe they are powerless to offset the
reviews and ratings of these agencies, yet in fact they have certain rights with respect
to the standards themselves and the manner in which they are applied.

(@) Watchdog Standards and Charities” Rights

For the most part, however, these rights cannot rise to the level of constitutional law
protections, such as those accorded pursuant to the principles of due process enunci-
ated in the Fifth and Fourteenth Amendments to the U.S. Constitution and in compa-
rable provisions in the constitutions of the states. This is because due process rights
are generally granted only with respect to actions by a government. The state action
doctrine, however, can mandate adherence to due process requirements by a non-
governmental organization when there is sufficient entanglement between govern-
ment and the nongovernmental group, such as in the form of support or activities in
tandem."”

Nonetheless, where a nongovernmental organization promulgates and enforces
standards, there are two situations where the law requires that the standards and the
application of them be fair.

11. Form 1023. See Law of Tax-Exempt Organizations §§ 25.1-25.3.

12. Form 990. See Law of Tax-Exempt Organizations § 27.2.

13. See § 5.3(b).

14. See Law of Fundraising, Chapter 9.

15. E.g., Brentwood Academy v. Tennessee Secondary School Athletic Association, 531 U.S. 288 (2001);
McGlotten v. Connally, 388 F. Supp. 488 (D.D.C. 1972). In general, Law of Tax-Exempt Organizations
§ 4.9. Thus, the state action doctrine could mandate applicability of due process standards to action by
a watchdog agency where it is shown that, for example, an organization’s status in relation to the stan-
dards is relied on by a state governmental agency in reaching a determination, under the state’s chari-
table solicitation act, about the charitable organization.
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The first of these situations is the presence of a significant economic factor. That
is, where the power of the standards enforcement agency becomes so great as to cause
adverse economic consequences to the charity that is ranked as not meeting stan-
dards, the courts can intervene to rectify the application of unfair standards or the
unfair application of standards.'® The test in either circumstance is whether the stan-
dards and/or the administration of them are fair or reasonable."” There is no question
that the ratings of and reports on charitable organizations by watchdog agencies have
economic consequences to the affected charities: individual and corporate donors rely
on the listings to determine which organizations are to receive their gifts; private
foundations and other grantors similarly rely on these listings to determine their
grantees; state governmental agencies take the status of charities in relation to the
independent agencies’ standards into account in determining the status of charities
under the states’ charitable solicitation acts; and the IRS from time to time relies on
the rankings of these agencies.'® Moreover, the watchdog agencies readily provide
information to the media, and the resulting publicity can cause one or more of the
same three results to occur.

The second of these situations is when the agency’s ratings power is in an area of
public concern.'® Again, there is little doubt that these agencies envision themselves
as operating in the public interest, forcing disclosure of information to the public and
otherwise acting for the benefit of prospective donors. Public reliance on the watch-
dog agencies’ pronouncements has become so great as to make a national organiza-
tion’s fundraising success significantly dependent on a favorable rating, or to divert
gifts from a national organization that receives a negative rating. A positive rating
accorded a charity by a watchdog agency may well confer on the charity a significant
““‘competitive’”” advantage in relation to one or more organizations that receive an ad-
verse rating.

The foregoing two principles have been succinctly stated: “Self regulation pro-
grams should be based on clearly defined standards that plainly indicate what is
considered proper and improper. Vague standards invite arbitrary action,” and
“[s]tandards once set also should be administered in a reasonable manner.””*°

The setting and application of standards by the watchdog agencies are squarely
subject to both of these threshold tests, and fundamental fairness dictates that their
enforcement of standards be on the basis of processes that are reasonable.

(b) Philanthropic Advisory Service Standards

The Philanthropic Advisory Service (PAS) was the division of the Council of Better
Business Bureaus (CBBB) that monitored and reported on charitable organizations
that solicit, nationwide, contributions and grants.*' The primary goal of the division,

16. E.g., Falcone v. Middlesex County Medical Society, 170 A.2d 791 (N.]. 1961).

17. E.g., Higgins v. American Society of Clinical Pathologists, 238 A.2d 665 (N.]. 1968).

18. As noted (supra note 15), these latter two circumstances may likely trigger the state action principle in
which the panoply of due process responsibilities would be visited upon the watchdog agency.

19. E.g., Marjorie Webster Junior College v. Middle States Association of Colleges & Secondary Schools,
302 F. Supp. 459 (D.D.C. 1969), rev’d, 432 F.2d 650 (D.C. Cir. 1970), cert. denied, 400 U.S. 963 (1970).

20. MacArthur, Associations and the Antitrust Laws 53, 54 (1976).

21. Although PAS focused mainly on charitable organizations, it also developed and distributed informa-
tion on some lobbying and social welfare organizations described in IRC § 501(c)(4) and business
membership groups described in IRC § 501(c)(6). See Law of Tax-Exempt Organizations, Chapters 13, 14.
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which began substantive operations in 1971, was to promote ethical standards of
business practices and protect consumers through self-regulation and monitoring ac-
tivities. The PAS standards, which have been superseded by the Wise Giving Alliance
standards,*” are recounted here because of their historical significance as being one of
the first efforts to disseminate and enforce a set of nonprofit governance principles.

PAS evaluated charitable organizations according to the “CBBB Standards for
Charitable Solicitations.”*® These standards covered five basic areas: public account-
ability, use of funds, solicitations and informational materials, fundraising practices,
and governance.

(i) Public Accountability. PAS required that a charity provide, on request, an annual
report that included various items of information about the charity’s purposes, cur-
rent activities, governance, and finances. Additionally, a charity was required to pro-
vide on request a complete annual financial statement, including an accounting of all
income and fundraising costs of controlled or affiliated entities.

A charity also was required to ““present adequate information [in financial state-
ments] to serve as a basis for informed decisions.” According to the PAS, information
needed as a basis for informed decisions included items such as significant categories
of contributions or other income, expenses reported in categories corresponding to
major programs and activities, a detailed description of expenses by “‘natural classifi-
cation”” (e.g., salaries, employee benefits, and postage), accurate presentation of fund-
raising and administrative costs, the total cost of multipurpose activities, and the
method used for allocating costs among the activities.

Organizations that receive a substantial portion of their income as the result of
fundraising activities of controlled or affiliated entities were required to provide, on
request, an accounting of all income received by and fundraising costs incurred by
these entities.

(ii) Use of Funds. PAS required that a charity spend a ““reasonable percentage’ of
total income on programs, as well as a “‘reasonable percentage’ of contributions on
activities that are in accordance with donor expectations. In this context, PAS defined
a “reasonable percentage”” to mean “‘at least’”” 50%. Charities were also expected to
ensure that their fundraising costs were ““reasonable.”” In this context, fundraising
costs were reasonable if those costs did ““not exceed’” 35% of related contributions. In
the area of total fundraising and administrative costs, PAS standards also provided
that these costs be “‘reasonable.” In this latter context, these costs were reasonable if
they did “not exceed”” 50% of total income. A charity was expected to establish and
exercise “adequate controls” over its disbursements.

Soliciting organizations were to substantiate, on request, their application of
funds, in accordance with donor expectations, to the programs and other activities
described in solicitations.

22. See § 3.3(¢).

23. It produced other publications, including PAS Reports on National Nonprofit Organizations; Tips on Char-
itable Giving; “’Give But Give Wisely,” which was published bimonthly and listed the national charities
generating the most inquiries to PAS; and the Annual Charity Index, which was a reference book featur-
ing program descriptions and financial information on many national charities.
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(iii) Solicitations and Informational Materials. PAS standards in this area required
that the solicitation and informational materials be ““accurate, truthful and not mis-
leading, both in whole or in part.” These terms were not defined. Solicitation mate-
rials also were required to include a ““clear description” of the program and other
activities for which funds were requested. Solicitations that described an issue,
problem, need, or event but did not clearly describe the programs or other activi-
ties for which funds were requested did not meet the standard for accuracy and
truthfulness.

Direct contact solicitations (including telephone appeals) were required to
identify the solicitor and his or her relationship to the benefiting organization, the
benefiting organization or cause, and the programs or other activities for which
funds were requested. Solicitations in conjunction with the sale of goods, services,
or admissions had to identify, among other things, the ““actual or anticipated por-
tion” of the sales or admission price that would benefit the charitable organization
or cause.

(iv) Fundraising Practices. PAS standards for fundraising practices provided that
soliciting organizations must ““establish and exercise controls’” over fundraising activ-
ities by their officers, employees, volunteers, consultants, and contractors, including
the use of written contracts and agreements. Organizations were required to establish
and exercise “adequate controls’” over the contributions they received. Donor re-
quests for confidentiality were to be honored, including requests that a donor’s name
not be exchanged, rented, or sold. Fundraising was to be conducted ‘““without exces-
sive pressure’’; examples of this type of pressure included solicitations in the guise of
invoices, harassment, intimidation, coercion, threats of public disclosure or economic
retaliation, and “‘strongly emotional appeals which distort the organization’s activi-
ties or beneficiaries.”

(v) Governance. The PAS standards required three elements of governance. First, an
“adequate governing structure’” was required. This meant that the governing instru-
ments must set forth the organization’s goals and purposes, define the organization’s
structure, and identify the body having authority over policies and programs (includ-
ing the authority to amend the governing instruments). A governing structure was
considered inadequate if any policymaking decisions of the governing body or execu-
tive committee were made by ““fewer than three persons.”

Second, there had to be an “active governing body.” To meet this standard, the
governing body was required, among other things, to meet formally “‘at least three
times annually, with meetings evenly spaced over the course of the year, and with a
majority of the members in attendance (in person or by proxy) on average.”” If the full
board met only once annually, there had to be at least two additional, evenly spaced
executive committee meetings during the year.

Third, adequate governance required that there be an ““independent governing
body.”” Organizations did not meet this standard if ““directly and/or indirectly com-
pensated board members constitute more than one-fifth (20%) of the total voting
membership of the board or of the executive committee.”” (The ordained clergy of a
““publicly soliciting church,” however, were excepted from this 20% limitation.) Orga-
nizations failed to meet this third standard if board members had material conflicting
interests resulting from any relationship or business affiliation.
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(c) Better Business Bureau Wise Giving Alliance Standards

The BBB (Better Business Bureau) Wise Giving Alliance (Alliance) was formed in
2001, the product of the merger of the National Charities Information Bureau (another
of the early watchdog agencies) into the CBBB Foundation and the PAS. The Alliance
is affiliated with the CBBB.

According to its web site, the Alliance “collects and distributes information on
hundreds of nonprofit organizations that solicit [contributions] nationally or have na-
tional or international program services.” It ““routinely asks such organizations for
information about their programs, governance, fund raising practices, and finances
when the charities have been the subject of inquiries.” The Alliance “’selects charities
for evaluation based on the volume of donor inquiries about individual organiza-
tions.” The organization serves ““donors’ information needs”” and helps donors
““make their own decisions regarding charitable giving.”

The Alliance developed its “Standards for Charity Accountability,” to “‘assist
donors in making sound giving decisions and to foster public confidence in chari-
table organizations.” One of the purposes of these standards is to “‘promote ethical con-
duct” by charitable organizations. The BBB states that these standards are “voluntary.”**

(i) Governance and Oversight. These standards state that the governing board “‘has
the ultimate oversight authority for any charitable organization.”” The standards seek
to ensure that the “volunteer board is active, independent and free of self-dealing.” A
board must provide “‘adequate oversight of the charity’s operations and staff.” This
type of oversight is indicated by factors such as ““regularly scheduled appraisals of
the CEO’s performance, evidence of disbursement controls such as board approval of
the budget, fund raising practices, establishment of a conflict of interest policy, and
establishment of accounting procedures sufficient to safeguard charity finances.”

A board is to be comprised of a “minimum of five voting members.” There is to
be a “minimum of three evenly spaced meetings per year of the full governing body
with a majority in attendance, with face-to-face participation,”” although this standard
is immediately somewhat tempered with the observation that a “‘conference call of
the full board can substitute for one of the[se] three meetings.”

The standards provide that no more than one or 10% (whichever is greater)
“directly or indirectly compensated person(s) [may] serv[e] as voting member(s) of
the board.” Further, ““[clompensated members shall not serve as the board’s chair or
treasurer.” The standards forbid “transaction(s) in which any board or staff members
have material conflicting interests with the charity resulting from any relationship or
business affiliation.”” Factors that are considered in determining whether a transaction
entails a conflict of interest and if so whether the conflict is material include “any arm'’s
length procedures established by the charity; the size of the transaction relative to like
expenses of the charity; whether the interested party participated in the board vote on
the transaction; if competitive bids were sought[;] and whether the transaction is one-
time, recurring or ongoing.”

(ii) Measuring Effectiveness. The standards provide that an organization “should
regularly assess its effectiveness in achieving its mission.” An organization should
have “defined, measurable goals and objectives in place and a defined process in

24. Statements from BBB Web site.
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place to evaluate the success and impact of its program(s) in fulfilling the goals and
objectives of the organization”” and a process that ““identifies ways to address any
deficiencies.”

An organization should ““[h]ave a board policy of assessing, no less than every
two years, the organization’s performance and effectiveness and of determining fu-
ture actions required to achieve the mission.”” There should be a submission to the
board, ““for its approval, a written report that outlines the results of the aforemen-
tioned performance and effectiveness assessment and recommendations for future
actions.”

(iii) Finances. These standards require that an organization ““[s]pend at least 65% of
its total expenses on program activities,”* “[s]pend no more than 35% of related con-
tributions on fund raising,” avoid unwarranted accumulation of funds, disclose the
organization’s annual financial statements, and have a board-approved annual
budget.

(iv) Fundraising and Informational Materials. The standards require that an organi-
zation’s solicitation and other informational materials be ““accurate, truthful, and not
misleading’’; that an organization prepare an annual report that is available to the
public; that an organization post its annual information returns on its Web site; that
the charity disclose how it benefits from a cause-related marketing campaign; and
that an organization promptly respond to an inquiry from the BBB.*

(d) Evangelical Council for Financial Accountability Standards

Religious organizations have established watchdog agencies that focus only on reli-
gious entities. Among them is the Evangelical Council for Financial Accountability
(ECFA), which states that it is an ““accreditation agency dedicated to helping Chris-
tian ministries earn the public’s trust through adherence to seven Standards of Re-
sponsible Stewardship.” ECFA states that these standards, ‘“drawn from Scripture,
are fundamental to operating with integrity.” In addition to these standards, ECFA
has developed a series of best practices that are intended to ““encourage [its] members
to strive for the highest levels of excellence.” Founded in 1979, ECFA states that its
constituency comprises more than 2,000 evangelical Christian organizations. An orga-
nization that cannot comply with one or more of the standards is ineligible for mem-
bership in ECFA.*

(i) Use of Resources. Every member of ECFA must “exercise the management
and financial controls necessary to provide reasonable assurance that all resources
are used (nationally and internationally) in conformity with applicable federal and
state laws and regulations to accomplish the exempt purposes for which they are
intended.” According to one of the best practices, a member organization should
ensure, by collaborating with the board and the CEO, Executive Director, or

25. An organization does not spend expenses.

26. Of all the watchdog agency standards, the Alliance’s standards are the only ones that make failure to
comply with an agency inquiry itself a violation of the standards.

27. This information about ECFA is based on material on its Web site. Its standards are titled ““Standards
and Best Practices.”
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§3.3 WATCHDOG AGENCIES’ STANDARDS

President (or similar position), that the organization has a clear financial plan that is
aligned with strategic, operating, and development plans.”

(ii) Board of Directors. A “responsible’”” board must, according to the ECFA stan-
dards, govern member organizations. These boards must have at least five individu-
als, a majority of whom must be “independent.”*® The board must meet at least
semiannually to ““establish policy and review its accomplishments.” The board, or a
committee consisting of a majority of independent members, must “‘review the an-
nual financial statements and maintain direct communication between the board and
the independent certified public accountants.”

The ECFA best practices guidelines as to board members include the following:

* Board members should ““annually pledge to carry out in a trustworthy and
diligent manner their duties and obligations as a board member.”

* The board ““should understand the organization’s financial health.”

* In “linking budgeting to strategic planning,” the board ““should approve the
annual budget and key financial transactions, such as major asset acquisitions,
that can be realistically financed with existing or attainable resources.”

* Board time ““should be spent on governance, not on management issues.”

* The board should “‘utilize a committee, whose members have financial exper-
tise, totally comprised of independent members to annually review the finan-
cial statements.”

* This committee should ““[c]londuct at least a portion of the committee meeting
to review the financial statements with the accounting firm in the absence of
staff’’; if the board ““handles the financial review function, staff should be
recused from a portion of the meeting with the representative(s) from the
accounting firm.”

* The board should ““[rlequest the periodic rotation of the lead or review part-
ners, if this is feasible for the accounting firm.”

* The board should obtain ““competitive fee quotes every few years.” If, how-
ever, the accountants are “independent, providing quality service at competi-
tive fees, it is generally wise to continue with the current accounting firm.”

* The board should “[a]pprove and document annually and in advance the
compensation and fringe benefits of the CEO, Executive Director, or President
(or similar position) unless there is a multi-year contract in force and there is
no change in the compensation and fringe benefits except for an inflation or
cost-of-living adjustment.”*’

28. ECFA does not define the word independent, although in its best practices “independent-minded””
board members are referenced as “‘those with the ability to place the organization’s interests first, apart
from the interests of the staff and other board members.”

29. These best practices provide that the reasonableness of the compensation for these positions should be
based on ““appropriate data regarding comparable compensation under IRS regulations;”” this is a ref-
erence to the rebuttable presumption found in the intermediate sanctions rules (Reg. § 53.4958-6(c)(2))
(see Law of Tax-Exempt Organizations §§ 20.4(b), 21.9). The data the IRS thinks are important in this
context are spelled out in the college and university compliance check questionnaire (see § 6.4).
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The board should “[alnnually and formally evaluate the CEO, Executive Di-
rector, or President (or similar position).”

The board should “[r]outinely compare board actions and corporate bylaws.”

The board should “[pleriodically review organizational and governing
documents.”

If the organization files an annual information return (usually Form 990),%° a
“board committee should annually review the form.” If the full board ““han-
dles the financial statement review responsibilities, Form 990 should be
reviewed by the full board or an appropriate board committee.”

There should be “adequate communication to board members between board
meetings.”

The board should ““[d]etermine and adjust the optimal board size by assessing
organizational needs.”

The board should ““[s]tructure board membership and the board’s voting with
more than a mere majority of independent board members”” (emphasis in
original).

The board meetings should be conducted ““with more than a mere majority of
independent board members in attendance’” (emphasis in original).

There should be an annual monitoring of “individual board performance
against the board members’ service commitments.”

The board should develop an “‘effective process to plan ahead for recruiting
new board members.”

There should be a process for “[plroperly orient[ing] new board members for
their board service and provid[ing] ongoing education to ensure that the
board carries out its oversight functions and that individual members are
aware of their legal and ethical responsibilities.”

An organization should establish “‘clear policies and procedures on the length
of terms and on the removal of board members.”

Board member participation should be evaluated ‘‘before extending terms”’;
board member evaluation and/or term limits should be used to “‘ensure that
the organiz