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I. Definitions, Black Letter Law, Tests, Etc.

1. Public Good:

A. Can’t be sold exclusively; can’t control it

a. Ex: clean air ( if one person does it, they can’t charge all recipients, therefore no one wants to do it (it isn’t profitable enough)

B. Usually, the govt. steps in, but if it’s something the govt. can’t/won’t do (for ex: b/c it’s a very small portion of the population that wants the service), THEN YOU NEED NPCs.


a. Market Failure + Government Failure = Non Profit Sector

2. Rational for NPCs


A. Churches



a.  by law, the govt. can’t provide this service


B. Economic Theory



a. Market Failure + Govt. Failure


C. Incubator for New Ideas 


D. Fellowship



a. Ex: sororities; social clubs; etc

3. Choice of Form


A. Uniform Unincorporated Association



a. no formal req’ts (similar to a PA)



b. mutual agency



c. not a legal entity




1. can’t hold property in its own name

2. can’t contract in its own name 

3. individual members can be held personally liable



d. no established form of organization (v. chaotic)




1. How do you vote? How do you make changes




2. Very high failure rate



e. Dissolution Process




1. Able to just dissolve




2. Assets can be redistributed to the member/agents


B. Charitable Trusts



a. Easy to form




1. Can last forever (don’t have to worry about rule of perpetuities)




2. Need a Court Order to modify the insrument




3. But Settler (if still alive) can decide everything



b. Highest level of duty to trustees



c. object is to benefit community rather than private individuals



d. Dissolution Process




1. Must notify Atty. General

2. Strict policy for funds – stricter than NPCs

3. If donor designated an alternative use ( okay

C. Not for Profit Corporation (NPCs)


a. Incorporate at Principle Place of Business or HQ


b. Monitored by State Agencies



1. Either Attorney General or Secretary of State, usually


c. Well developed body of corporate law to rely on

1. MD doesn’t have a NPC statute ( follow provisions for Non stock corporations, w/in the RMCA

2. Clear hierarchy, w/ lots of flexibility



d. Financing

1. Members can receive benefits, sla it isn’t cash

2. Can make profits, but they CANNOT be DISTRIBUTED to those in control

3. NPC can not sell stocks

4. Can Borrow Money (debt capital)

5. Can make loans/equity investments to for profit corp. – if in an attempt to promote some type of charitable function (and is at below market value)

i. Ex: if NPC is helping business that would otherwise not be able to obtain financial assistance, or to prevent community deterioration



e. Dissolution Process




1. Public Benefit/Religious Org

i. Notice must be given to Atty. General, then assets are distributed to another public benefit corp.

ii. “Substantially Similar Test” (NY’s Corp. policy) – not a statutory test, only in some case law, jurisdiction specific

Who is a Member?  Regardless of what Bylaws Say: Anyone who on more than one occasion has voted for director, is a Member ( §1.40(21)(22)


D. Non Profit Partnership



a. Doctrinally impossible, PA are created to make profit



b. Differs from U.U.A. only b/c it is a formal entity


E. Non Profit LLC



a. Possible entity, sla you don’t distribute funds
5. Fiduciary Duties of Non Profits


A. There aren’t any shareholders to watch what the corp. does



a. Most states: It’s up to the Atty. General



1. But there are so many NPCs, that it is nearly impossible

B. Conflicts of Interest


a. Statute: RC 8.31b and 8.31c


b. Transx are NOT voidable if Fair when entered into, or if Approved 


1. Public Benefit or Religious Org: 






i. May be approved prior to act with full disclosure OR




ii. After the Act w/ approval from Atty. General  or Court



2. Mutual Benefit Org:

i. Full Disclosure and Board approval sanitize the transx, before or after the fact


C. Duty of Care/Duty of Loyalty

a. Good faith, due diligence, informed decisions (Trusts have a higher standard than NPCs)

b. SEE §8.30 RMNCA

c. Directors are NOT liable for Negligence


D. Prudent Man Investment Rule

a. Directors are responsible to invest the money of the corporation prudently

b. What is prudent?

1. Rule used to be to view each investment in isolation, but now diversified portfolios are more accepted


i. Can’t make EACH investment meet Prudent Person Rule


E. Charitable Immunity



a. Not much case law, v. inconsistent

1. Most NPCs want to stay out of the lime light, so they settle quickly to avoid scandal



b. Federal Volunteer Protection Act



c. Indemnification Policies


F. Duty of Obedience

a. The board has a duty to uphold articles and follow the purpose/mission of the nonprofit

b. Who upholds it?


1. Atty. General/Sec. of State

2. Trustees? Directors? Beneficiaries? (since there aren’t any s/hers)



i. Rare for Beneficiaries to be allowed standing




A. Depends on the Jurisdiction

B. Under special circumstances, maybe (ex: death of charitable org)

ii. Minority Trustees have more standing than Minority Directors


A. But directors may have standing

	Public Benefit Organizations
	Mutual Benefit Organizations

	Most members play no role in governance, and therefore have NO STANDING
	Members have standing similar to Shareholders

	Self-perpetuating Boards
	All members vote



G. Duty of Care



a. See Regulation of Charitable Solicitation (§7)


H. Duty of Loyalty



a. Corporate Opportunity

1. Can’t take an opportunity that “belongs” to the corp. for yourself.

2. Line of business Test:

i. Is the business proposition in the line of business normally done by the corporation?

ii. If it is, have you offered it to the corporation and is the transaction fundamentally fair?


A. Is it being done at FMV?



b. Self-Dealing Transactions




1. Are interested members on both sides of the transaction?





i. Has there been disclosure?






A. There is a duty to disclose or abstain.






B. Is the transaction fundamentally fair?

6. Cy Pres and the Doctrine of Deviation


A. Cy Pres



a. Modify Original Purpose



b. Has the purpose been defeated?



c. Quasi-Cy Pres

1. Substantially similar activities, not focused completely on purpose


B. Deviation



a. Modify Administrative Aspects 




1. Procedural changes (keep the same purpose)



b. Is the purpose still viable?

Courts are often Outcome Determinative in these Cases


C. Conversion – In – Place [of a nonprofit hospital]

a. Removes Non-profit aspect from articles and replaces them w/ profit language.  

b. Existing Contractual Obligations remain

c. Stocks are issued, NOT for capital (b/c it already exists), but for power over the corporation.

c. FEW jurisdictions permit this


D. Asset Sales



a. Non Profit sells all of its assets to a for profit


E. Valuation Problems



a. It’s difficult to determine the value of a NP Hospital




1. there’s a limited pool of buyers



b. Value differs b/w buyers and b/w buyer & sellers




1. Different purposes/missions




2. NP ( serve client first, then worry about money


               
    FP ( dollars come first




3. No stock prices, no independent basis for determining the price

7. Regulation of Charitable Solicitation


A. Why?



a Protect the credibility of charities



b Protect the beneficiaries



c. Prevent Public Benefit from becoming Private Benefit




1. Ex: some professional fund raising cases

2. “Insiders” – when professional fundraisers and charitable orgs. Are so intertwined that charitable purpose is lost to private benefit, it is said that the professional fundraiser has become an “insider” 



d. Two Theories of Abuse:

	Benefit Theory
	Control Theory

	No part of the Net Earnings of a Charity may Inure to the Benefit of any Private Shareholder or Individual
	If the Charity is No longer Organized and Operated Exclusively for Charitable Purposes



B. Regulation of Solicitation and the First Amendment

a. Forcing professional solicitors to say certain things is an infringement of Free speech ( See Riley v. Nat’l Fed. of the Blind


C. Duty of Care



a. It is the charity’s duty to:

1. Use sound judgment when hiring an outside solicitation firm 

2. And to oversee the dissipation of the charity’s assets

b. Lack of sound judgment/overseeing may infer that there was an abuse, regardless of whether or not an outside org. has gained control

c. What violates the Duty of Care?


1. Corporate Waste



i. Very difficult to prove



ii. Brought on by an irrational basis for spending of assets

8.NPC and 501(c)(3) Statuts

A. Mutual Benefit:

a. Formed for the mutual benefit of members (almost private benefit), with an INCIDENTAL public benefit


b. Key difference from public Benefit ( MEMBERS



1. Members elect board of directors (closest thing to s/hers)


c. NOT 501(c)(3) ELIGIBLE!


d. NOT SUBJECT TO NON-DISTRIBUTION REQ’Ts!



1. Assets may be distributed upon dissolution

e. Excess over expenditures by revenue (profits?) generated by members only may be distributed, but not to anyone who looks like an owner, s/h, etc.

f. Tax Treatment of Contributions


1. Business Leagues/Trade Assoc.

i. Membership fees/contributions are deductible as ordinary business expenses




2. Social Clubs, etc.





i. Not deductible





ii. Also, No ability to issue tax exempt bonds

B. Charitable Organization:


a. Formed to benefit the public as a whole

1. Different from a regular public benefit org., which doesn’t nec. Receive 510(c)(3) exemption, and doesn’t meet the test set out below

b. In order to be 501(c)(3) eligible, must be organized and operated for Religious, Educational, Scientific, Etc. purposes

1. Just as exempt status can be retro-active, if exemption is revoked, it can retroactively place tax burdens on the NFP

c. Charter must Expressly state what purpose the NPC is Organized for and say that No part of the earnings will inure to the benefit of the members  [organizational test]

d. NPC must operate Primarily for one or more of the exempt charitable purposes [operational test]

e. The purpose may not be Illegal or Contrary to Public Policy (See Bob Jones Univ.)

1. Does the org.’s policy so violate public policy that what would normally be considered charitable no longer is?


C. What is Charitable?



a. Is it an economic phenomenon, or is it more traditional? 



b. “relief to the poor” or “community benefit”?




1. See Health Care changes in the past 40 years



c. Historical Notion of Charity ( to help those who are truly vulnerable


D. What is Educational?



a. Look to Methodology of the Organization, not the Subject Matter

[Method v. Content] ( method can be looked  at blindly, otherwise it’s censorship

1. Again, Ct. won’t allow anything contrary to public policy, esp. racial slurs, promotion of violence, etc.

2. Political movements and lobbying is not permitted


E. What is Religious?

a. Again, Ct. won’t look to substance of the religion, but a totality of circumstances

1. Ex: what are the tenets? What is the money used for? Is it organized? Who believes?  Is the belief sincere?

9. Commercial Activities 

A. “Even substantial commercial pursuits won’t jeopardize an org’s exempt status if they’re in furtherance of its exempt purpose”

B. “However, exemption will be denied, when an unrelated trade or business becomes the org’s primary purpose, even if all profits are used to support the exempt purpose”

C. If the org is acting in ways like a commercial enterprise, it may lose exemption:

a.  Choosing more lucrative activities, rather than keeping the integrity of the charitable purpose.

b. Charging above cost, just to make a profit.

c. Inurement/private benefit problems

1. So long as those receiving payment for services/goods aren’t those in control, it is acceptable to pay them

i. Private Benefit that goes to third parties with NO association to the NPC is okay


D. NPC Growth and Expansion



a. At what point does a successful NPC become a  commercial enterprise?




b. If you are successful, you will grow – you shouldn’t be penalized for it.




1. We want to encourage NPCs growth

c. IRS used to look at the accumulation of capital, or the expansion of capabilities as indicative of commercial enterprises


1. Ct. said that was too inflexible

d. Two Prong Test


1. What is the purpose of the NPC?


2. To whose benefit does the activity inure?

10. Joint Ventures


A. Unrelated Business Income Tax?



a. For profit subsidiaries of NPCs receive this?

B. So long as a joint venture is for a limited purpose, and if it is necessary for the furtherance of the charitable purpose, it should be okay

a. CONTROL IS KEY ( The NPC must retain control over the venture, and must continue to pursue the charitable purpose

b. Again, fact intensive/totality of circumstances

1. Did the NPC act to increase revenue or choose more marketable products, or did it maintain the integrity of the art/goods/service?

2. Was the transaction completed at Arms length?

3.  Who was in control of the board?

4. Did the charter change?

11.  Inurement and Private Benefit


A. Private Benefit

a. Funds go towards a third party, private organization that is in association with the NPC but NOT in control 


B. Inurement



a. Money goes to those in NPC that are in control

1. Control does not need to be formal, could be board members wife, daughter, etc.


C. Intermediate Sanctions



a. Middle Ground sanctions



b. Imposes penalties on individuals instead of the organization




1. Allows the organization to maintain 501(C)(3) status

2. Before, the penalty was eitherrevocation of status, or nothing 



c. §49.58? ( 25% of excess inurement is taxed if there is no challenge




1. Otherwise it could be an additional 200%

