Corporate Governance For Nonprofits

Gene Takagi

Public perception is often reality for nonprofits, and the best way to make sure that the perception is a favorable one is to adopt a solid
set of governance standards.
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Ever since the passage of the Sarbanes-Oxley Act,
thousands of articles have been written about matters of
corporate governance in legal journals, business magazines, and all over the mainstream press. And about as
many legal and business seminars have focused on these
matters.
Much less has been written and spoken about matters
of governance in nonprofit organizations. Although most
nonprofits have lower profiles than other for-profit businesses, matters of governance are equally important—
perhaps even more so, since a public perception of integrity is essential to a nonprofit’s survival.
Although this article is not intended to be a comprehensive review of the possible governance approaches
that will work for nonprofits, it covers many of the issues
that counsel who advise nonprofits should know about.
LEGAL DUTIES OF THE DIRECTORS AND OFFICERS • Section 8.01(b) of the Revised Model Nonprofit Corporation Act (1987) (the “Revised Model Act”),
which has been adopted, in whole or in part, in 23 states,
provides that subject to certain limitations relating to action required to be approved by members, “all corporate
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powers shall be exercised by or under the authority of, and the affairs of the corporation managed
under the direction of, its board.” Corporate directors are subject to two principal fiduciary duties in
carrying out their governance responsibilities: the
duty of care and the duty of loyalty. Section 8.30(a)
of the Revised Model Act codifies these duties, providing as follows:
“A director shall discharge his or her duties as a
director, including his or her duties as a member of
a committee:
(1) in good faith;
(2) with the care an ordinarily prudent person in a
like position would exercise in similar circumstances; and
(3) in a manner the director reasonably believes to
be in the best interests of the corporation.”
Duty Of Care
Meeting a director’s duty of care generally requires acting in a reasonable and informed manner
under the given circumstances. A common recitation of the standard of care, including in the Revised Model Act, is that which “an ordinarily prudent person in a like position would exercise under
similar circumstances.”
A prudent person is “a generalist with the ability to select and evaluate senior officers, oversee
and evaluate corporate performance, review and
approve major corporate plans and actions, and
perform other functions normally performed by
for-profit directors.” Jeffrey Haas, When The Endowment Tanks, 12 ABA Business Law Today 19 (May/
June 2003). A like position may take into account
the size, type, and complexity of the corporation.
It may also factor in the director’s position as an
inside or outside director. However, it is less likely
that an individual director’s standard of care will
be measured against the standard exhibited by
other directors on the same board, because cases
imposing liability on a duty of care claim are often
collective actions against the entire board.
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Keeping informed (and making reasonable inquiries when appropriate) is a key to meeting a director’s duty of care. It may be prudent to consider
the following activities as essential in that endeavor:
• Regularly attending board meetings;
• Assuring that the directors receive adequate
information before taking appropriate board
action (e.g., by requesting materials and asking
questions);
• Reviewing the materials provided in connection
with board meetings, particularly those used in
reference to any contemplated board action;
• Being familiar with the organization, its legal
structure, governing documents (e.g., articles
of incorporation, bylaws), exempt purposes
(as represented in its governing documents, exemption applications and marketing materials),
activities, and key stakeholders (including, but
not limited to, staff);
• Being familiar with general laws applicable to
the organization.
Exercising independent judgment is another
key to meeting a director’s duty of care. Voting with
the majority without independent judgment about
whether such action is in the corporation’s best interest may be a breach of the duty. Caution must
also be given against simply voting with a director
who has purported expertise in an area relevant to
the decision. Although it may be prudent to give
such an expert’s viewpoint strong weight, a director should consider other views before making an
independent decision regarding the board action.
Reliance
Section 8.30(b) of the Revised Model Act generally provides that directors may rely on information, opinions, reports, or statements, including
financial statements and other financial data, if
prepared or presented by:
• Officers or employees;
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•
•

Counsel, independent accountants, and others
with professional or expert competence; or
Board committees on which the director does
not serve, provided, however, that the director
reasonably believes that the provider of such
information or opinion is competent and reliable with respect to, and authorized to provide,
such information or opinion, and that such reliance is otherwise warranted.

Delegation
Section 8.01(c) of the Revised Model Act generally provides authorization for the board to delegate its powers. Indeed, boards generally delegate
management of the day-to-day operations of a
corporation to the corporate officers and management staff. However, while the board may delegate
management of the corporation, it may neither
delegate its oversight responsibility nor its function
to govern. See, e.g., Kennerson v. Burbank Amusement Co.,
260 P.2d 823, 832-33 (Cal. Ct. App. 1953). Among
the activities involved in adequate oversight:
• Prudent selection of officers and management
staff;
• Selective and clearly defined delegations of authority;
• Adoption of monitoring policies and procedures to ensure legal compliance and prudent
use of organizational resources.
The business judgment rule, also referred to as
the “best judgment rule” in the nonprofit corporate context, is codified in the laws of some states
and recognized by the courts in others. The rule
generally provides that a director who performs his
or her duties in good faith and in accordance with
the appropriate standard of care will have no liability based upon any alleged failure to discharge
such person’s obligations as a director absent fraud,
self-dealing, or other intentional misconduct. This
doctrine is based on the rationale that it would be
improper for courts, in hindsight, to second-guess

corporate management decisions made in good
faith and with due care. The immunity created by
the business judgment rule may raise the threshold
for liability from simple negligence to gross negligence for corporate directors.
Duty Of Loyalty
Meeting a director’s duty of loyalty generally
requires acting in good faith and in the best interests of the corporation. The key to meeting this
duty is to place the interests of the corporation before the director’s own interests or the interests of
another person or entity.
Conflict Of Interest
A conflict of interest exists when a director has
a personal material interest in a proposed transaction to which the corporation may be a party. Conflicts of interest are neither unusual nor generally
prohibited under state law. (Certain transactions
involving a conflict of interest that are permissible
under state law may, however, not be permitted
under federal tax laws, particularly in the private
foundation, supporting organization, and donor
advised fund contexts.) Indeed, transactions involving a conflict of interest may sometimes be in the
best interest of the corporation. For example, it may
be perfectly appropriate for a board to approve a
transaction with a director in which the director is
providing the corporation with some good, service,
or facility at below-market rates.
From a legal perspective, it is the manner in
which conflicts of interest (even ones that are favorable to the corporation) are handled by the director and the board that may determine whether the
director’s duty of loyalty has been breached and
whether the transaction may be rendered void. It
should be noted, however, that transactions involving even a perceived conflict of interest may subject the interested director and the corporation to
a serious loss in reputation. Accordingly, corporations should enter into such transactions cautiously
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when the directors believe that it could be viewed
negatively if brought to light by the media. For all
these reasons, a conflict of interest policy is highly
recommended.
A conflict of interest may exist in the following
examples:
• Employment or independent contractor agreement between the corporation and a director
or a member of the director’s family;
• Provision of a good, service, or use of a facility
to a director, a member of the director’s family,
or an entity affiliated with a director;
• Provision to the corporation of a good, service
or use of a facility by a director, a member of
the director’s family, or an entity affiliated with
a director;
• A decision to engage in a transaction or activity
that may otherwise benefit or harm a director’s
personal interests;
• “Self-dealing” transactions as defined under
state or federal law; and
• “Excess benefit transactions” as defined under
federal tax law.

Corporate Opportunity
The corporate opportunity doctrine prohibits a
corporate fiduciary (including a director) from seizing an opportunity for himself or herself if:
• The corporation is financially able to undertake it;
• It is within the corporation’s line of business
and is of practical advantage to the corporation; and
• The corporation is interested, or has a reasonable expectancy, in the opportunity.

Self-Dealing Transactions
State corporate laws may prohibit a transaction to which the corporation is a party and in
which one or more of its directors has a material
financial interest unless it can be established that
the corporation entered into the transaction for its
own benefit, the transaction was fair and reasonable as to the corporation at the time it entered into
the transaction, the material facts concerning the
transaction and the director’s interest in the transaction are fully disclosed or known to the board or
board committee, and the board or board committee authorizes or approves such transaction in good
faith by a majority vote not counting the vote of the
interested director. See, e.g., Cal. Corp. Code §5233

Id. at 155. Accordingly, a director who, in his or
her capacity as a director, learns of a prospective
transaction that might be considered a corporate
opportunity may find it prudent to first present the
opportunity to the board and allow the corporation
sufficient time and first right to exploit the opportunity before taking advantage of the transaction in
his or her individual capacity.

See, e.g., Broz v. Cellular Information Systems, Inc., 673
A.2d 148 , 154-55 (Del. 1996). The corollary states
that a fiduciary may take a corporate opportunity
if:
• The opportunity is presented to the fiduciary in
his individual and not corporate capacity;
• The opportunity is not essential to the corporation;
• The corporation holds no interest or expectancy in the opportunity; and
• The fiduciary has not wrongfully employed the
resources of the corporation pursuing or exploiting the opportunity.

Confidentiality
A director should keep the corporation’s private
information confidential. In addition, a director
should exercise reasonable diligence to keep such
information confidential. Note that the strategic
plans of a corporation may contain confidential information not meant to be disclosed to the general

