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During the recent debates over modification of the
unrelated business income Cax, a number of organizations
undertoock a review of their status to determine whether an
extension of the rules would threaten their tax-exempkion unless
they abandoned or substantially modified current operations. &
possible alternative for an organization adversely affected by
the changes would be Lo relinquish tax exemption, This could be
justified on the basis that the now prohibited activities were
necessary concomitants of the organizakicon's ability to carry
out its charitable purposes and that, if it remained in
compliance with Lhe reguirements for tax eremption, it could not
be true bto its mission. This could happen, for example, 1f the
unrelated business income tax was extended to now exempt
publishing operations or applied research and this was the sole
acktivity pf the exempt organization. Even withoub tax changes,
the possibility of relinquishing tax exemption is raised [rom
time to time, particularly by directors who are accustomed to
functioning in a more aggressive taxable world. The subjeckt of
this paper is the constraints under federal and state law
against relinquishing tax exemption for crganizalkions that
intend kthereafter to remain charikties as that term is defined in
stakte law. I have not sddressed directly the volunbtary
conversions being undertaken by directors of hospitals and HMOs
as a way to increase their compensabion or Lo divert to their

personal use future {and possibly present) profits. I have also



tried to avoid discussion of the trust law/corporate law

dichotomy which pervades the literature and many of the

pertinent cases buk which, an closer axamination, sets up Erust

law as a sktraw man to be torn down, often diverting attention

From Ehe actual standards that are being applied in the cases.
FEDERAL CONSTRAINTS

I. Relinguishina Exemptiogn.

In its 1985 Exempt Organization Continuing Professional
Fducation Handbook Technical Instruction Program, TEDS 83085,
Lhe Internal Revenue Service indicated that, once a
determination of exemption had been obtained, it could not
voluntarily be relinquished.

Heither the Internal Revenue Code nor the
regulations make provision [or a voluntary
relinquishment of exempt status by
organizations that are not private
foundations, The language of IRC 501(a}
merely states that an ocrganization ‘desgribed
in subsection {c) . . . shall be exempt from
taxation under this subtitle.' The use of the
mandatory 'shall' in IRC 501l(a} has been
construed by chief counsel bto mean that so
lony as an organization does not violate the
requirements of exempticn, neither Ethe
organization nor the Service may disregard
guch staktus.

Privale Letter Ruling 9141050, issued July 16, 19%%1, dealt
with this guestion. It was promulgated in response to a reguest
£or termination of Seclkion 501{c)(3) status by a school located
in Germany. Contributions to the school were not deducktible

under Section 170; it had no U. 5. activities; and it received



no U. &. income. The Service acknowledged that neither the Code
nor the Regulakions made provisions for voluntary relinguishment
of exempt statu= and pointed to the fack that an organigation is
given the opportunity to decide whether or not it will file Eor
exemption. "However, once the hasic information is conveyed to
the Service, the nature of the organization will control in
determining whether the organization is exempt™. BY volunbtarily
filing to be recognized as an organizaktion described in Seckiaon
501(c){3), the Service counsidered that the osrganization
surrendered itself to the Rules and Regulations governing tax
exempt organizations and a listing in Publication 78.
“Therefore we are unable Lo terminate your tax stabtus under
Section 501(c)(3) without formal dissolution under existing law
or without a disgualifying change in your organization or
operations.”

There appears to be no precedent for this Ruling. Section
507 of the Internal Revenue Code prohibits private foundakbions
from voluntarily terminakting their tax-exempt status without
{1y paying a tax egual to the lesser of all tax hanefiks
received by the organization since its inception or its net
assets; (2) distributing all its assets to a publicly supported
charity that has been in existence with that status for at least
five years; or {3) itself operaking as a publicly supparted
charity. There is no similar provision applicable Lo public

charities.



The current Assistant Chief Counsel for Exempt Organization
Affairs views Lhe existence of this statutory scheme as evidence
oF the Service's lack of power to prevenkt voluntary terminaktions
of tax-exempt public cherily status. Even if the position Laken
in the Ruling ware correct, it recognizes that an organization
can volunkarily achieve loss of exempticn by expanding its trade
or business activities so that it no longer meets the
operational test ot by amending its governing documents so that
it no longer meeks the organizational test, for example, by
stakting that the primary purpose of the organization is the
conduct of a trade or business or, as discussed below, deleting
a provision in the corparate charter which the Service considers
necessary in order to meekb the organizaticonal Lkesk. A final
alternative would be mergetr with a new entity that deoes not seek
determination of exemption.

II. Tax Effect of Loss of Exemption,

Revocation of exemption under ordinary circumstances will
be retroasctive to the dake on which the organizakion ceased to
qualify as exempt. The practical effect of this is mitigated,
however, by wirtue of the provisicns of Section 65G1(g), under
which the filing of a Form 9%0 in good falth has the effect of
letting the statute of limitations run Eor the year in question,
absent Eraud or other special circumsktances.

Revenue Procedure B6-1, 1986 C.B.1l, 395, cantains the

general rule that revocation will be effective as the date of a



change in law if an existing organization does not modify its
activities to conform to the change and thereby forEeits
exemption. It is interesting to note that, contrary to Lhe 1585
statement regarding relinguishment, this ruling presupposes a
voluntary decision not to comply with the new law.

In 1989, after the revocation of exemption of Lhe Synanon
Church, TCM Memo 1989-270, the Office of Chief Counsel of the
Internal Revenue Service published GCM 39813 (March 20, 19%0).
This memorandum examined the tax kreatment of public charities
whose tax exemption had been retrcactively revoked and of
individuals connected with such organizations. The memorandum
stated that regardless of the tax treatment of contributions at
the organizational level, payments by an organization Lo or for
Lhe benefit of a principal are deductible by the organization
and Laxable to that principal. With respect te baxz breatment at
the organizational level, the memorandum stated that
organizations whose Lax exemptions had been retroactively
revoked would be taxed on nelk income Erom all business and
investment activities. With respect to contributions given in
good faith, they would be excluded from income under Section 102
only if the organization acted in good faith in spliciting Lhem,
believed it was tax-exempt at the time of solicitation and
intended ko use the conktributions for exempt purposes. The
memor andum stated that, while a finding of misrepresentation

would not automatically follow Erom the fact of revocation of



axemption, misrepresentation would be presumed to exist where an
organization which received contributions was found to have
engaged in a pattern of activities inconsistent with its tax
exemption. If contributions were included as ilncome to the
organization due to failure to meel the above regquirements,
expenditures within the same tax year for exempt ackivities
conducted by the organization, along with an allocable portion
of fundraising costs and ¢onkributions to other Saction
501{cY{3) organizations, would bhe deductible from income
attributable ko contributions, but excess losses could not be
usad to shelter other income. The result would be a tax on
conkribulkions to the extent that Lhey were used for the henefit
of private individuals or far other nonexempt purposes,

Because it lacks the power ko impose excise taxes on public
charities similar to those applicable in cases of self-dealing
by private foundations, the Service is forced Lo rely on iks
ability to revoke exemptions retrpactively, a limited power at
best., ©One of the more recent applications of this power can be
seen in Private Letter Ruling 9130002 issued in June of 1991,
where the Service revoked the exempbion of a non profit hospital
corporation as of the date of sale of its hospital facilily to a
for profikt corporation controlled by its directars for less than
market value, thereby violating Lhe prohibition against private
inurement. The hospital and its directors were also the subject

of legal action by Lthe Attorney General ¢f Florida in 1987, in a



case which resulted a Finding that the directors had violated
their Eiduciary duty, but not the dissolution of the corporation

or entry of an order for restitution. Butterworth wv. Anclote

Manor Hospital, 566 So. 2d 296 (Fla. App. 19913}.

The Liming of the effective date for loss of tax-exempt
status is alsao important from the polnt of view of
contributors. Revenue Procedure B2-39, 1982C.B.1, 75%, sets
forth the rules under which donors may rely on the liskt of
axempt organizations published from time to time by the S5ervice
as Publication 78. In general a donor may rely on a listing 1in
the Publication until the date of publication, usually in the
Internal Revenue Bulletin of notice that the status of an
organization has been changed. However, a donor may not rely on
the public notice rules if he knew of the existence of the
ruling or determination letter revoking exempkbion, was aware
that revocetion was imminent, or was personally responsible for
or aware of the activities or deficiencies on the part of the
organization which led to revocation,

I+t should alsc be noted that under Section 6104{c), the
Internal Revenue Service is required to notify appropriate shtate
afficers when it makes a determination that an organization no
longer qualifies for exempktion under Secktion 501l{cy(3). It i=
not clear whether this provision would apply in the case of an
organization which notified the Service voluntarily thakt it was
relinguishing tax-exempt staktus or which, as of a certain date,

Filed as a taxable organization and stopped filing as tax-exempt.
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In summary, the federal law is unclear as to whether and
under whal circumstances an organization can voluntarily
relinquish i1ks tax exempticn, although there appear to be ample
opportunities to do so. The major sancticon which the Service
has to prevent this, however, is the essentlally ineffective
tool of retroactive taxation. This, of course, has the ironic
affeck, well recognized, of diminigshing funds otherwise
available to serve the public. It imposes no constralnt on the
actions of the directors.

STATE CONSTRAINTS

I. Stakte Law Standards Governing the Actions of Officers and

Direckors.

The fiduciary dutiesa of officers and directors of
charitable corporations are often caktegorized as consisting of a
duty of care, a duty of obedience to the corporatlon's purposes,
and a duty of loyalty. It is the first two of these dutles that
would be examined to determine whether the conduct of the
officers and directors of an organization voluntarily
relinguishing tax exemption would constitute a breach of their
Fiduciary duties.

&. The Dukty of Care and the Business Judgment Rule.

The American Law Institute, through its Corporate
Governance Project, is in the process of revising its
reskatement of the duty of care of the directors and officers of

busingss corporaticns. The most recent draft of this provision,



which was tenktakbively approved akt its May 1991 meeting, reads as

fallows;

{a) a director or officer has a duty to his corporakion ta
perform his functions in good faith, in a manner that he
reasonably believes to be in the best interests of Lhe
corporation, and with the care that an ordinarily prudent
person would reasonably be expected to exercize in a like
position and under similar circumstances. This Subsection
(a) is subject to the provisions of Subsection {c} {(Ehe
business judgment rule} where applicable...

{c) A director or cfficer who makes a business judgment in
good Eaith fulfills his duty under this Section if: {1) he
is not interested...in the subject of his business
judgment, [e.g. he has not breached the duty of loyalty
described belowl]l (2} he is informed with respect to the
subject of his business judgment to the extent he
reasonably believes to be appropriate under the
circumstances; and {3} he rationally believes Lthat his
business judgment is in the best interests of the
corparation.

American Law Institute, Principles of Corporate Governance:

Analysis and Recommendations, Tentative Drafb Na. 1L, 177-748

{1a51}.

The Corporalke Governance Project commentary skates that
this formulation of the duty of care is consistenk with
articulaticns of the duky of care in current sktaktutes and
judicial decisions. Id. at 171. Although it has been Eramed for
business corporations rather than nonprofit corporations, in a

1974 case decided by the United States District Court for the

District of Columbia, Sternm v. Lucy Webb Haves National Training

School For Deaconesses and Missionaries, 3181 F. Supp. 1003

{D.D.C. 1974), commonly referred to as the "Sibley Hospital"®



case, the courkt held that the standard of care applicable to
businass corporations was applicable ko nonprofit corporatlions
organized under the laws of the District of Columbia. The Sibley
Hospital case has been discusied in the literature principally
because i1t is among kthe most recenk of tEhe mere handful of cases
te address this issue.

At issue in the Sihley Hospital case was a charge that the
Hospital's directors had breached their Eiduciary duties of care
and loyalty by Failing to supervige the hospital’s investments,
thus permitting negligent mismanagement by cthers ko go
unchacked, and by engaging in self-dealing. Stern, 381 F.Supp
at 1013-16. After holding that corporate principles should be
applied, Lthe court formulated a duty of care thek reguires
directors to exercise “ordinary and reasonable care in the
performance of their duties, exhibiting honesty and gocd falkh.”
Stern, 3A1 F. Supp. at 1015, The court held that a director of a
charitable corporation has breached hie duty of care if he has
"failed to periorm his duties honestly, in good faith, and with
a reasonable amount of diligence and care." Stecn, 381 F. Supp.
at 1015. Emphasizing factors such as the directors' Failure Lto
object when no meetings of the investment committee were held
for more than ten years, the court held that the directors had
breached their duty of care by failing to exercise even the most

cursory supervision of the handling of hospital funds.
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There has been considerable debate regarding whether 1t 1is
appropriate to apply the business judgment rule to the decisions
of officers and directors of charitable corporations whose
ultimate goal is to further the charitable purposes of those
corporations rather than to maximize profits. See, e.g., D.

Kurtz, Board Liability: Guide for Nonprofit Directors 49 {1988);

F. Hadden and B. French Nonprofit Organizations' Rights and

Liabilities For Members, Directors and Officers 72 (1987). The

Sibley Hospital case did not explicitly discuss the business

judgment rule, However, it relied heavily on Beard v. Achenhach

Memorial Hospital, 170 F. 2d 859 {10th Cir. 1948), in which the

coutrt did apply the business judgment rule Lo the directors of a
charitable corporation, holding that “"ill-success or bad
judgnent noekt so reckless or extravagant as to amounkt to bad
faith or gross or wilful negligence on the part of the
directars...ldoes] not warrant...the rendition of a personal
judgment against the directors." Beard, 170 F. 2d at B62, In
addition, the rationale given by the courlb for applying the
corporate standard to directors of charitable corporalbions in
the Sibley Hospital case - that their functions are "virtually
indistinguishable from those of their 'pure' corporate
counterparts™- gave thak court a basis for applying the business
judgment rule. See Troyer, Slocombe and Bolisture, Divestmenk of
South AfFrica Investments: The Lagal Implications for
Foundakions, OlLher Charitable Institutions and Pension Funds, 74

Geo., L. Rev. 127, 136 (1985).
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In discussing the duty of care, the Corporate Governance
Projeck commentary states thak the phrase "best interests of the
corporation" indicates that the director's allegiance must be to
the corparation rather than to his own interests, id. at 190

{(citing the Corporate Direckor's Guidebook p. 1601}, that the

phrase "ordinarily prudent perscon" i% inkended to convey the
image of a generalist with no special experlkise, id. abt 120,
that the phrase *"in a like position” is intended to recognize,
among cother things, that special skills or expertisze of a
director may place greater responsibility on him, and that Lhe
phrase "under similar circumskances"” recognizes that the
obligations of a director or officer will vary depending upon

factors such as the nature of the business, the urgency and

magnitude of the problem and Lhe corporakicn's size and
complexity. Id. at 185 (emphasis added)}.

The commentary states that the business judgment rule,
which has been developed by the courts in a number of
jurisdictions bul not yet embodied in statutes, is intended to
protect directors and officers from the risks inherent 1in
hindsight reviews of their unsuccessful decisions and Lo avoid
the risk of stifling innovation and venturesaome business
acktivity. Id4., alk 1B0, 223. Other commentators have expressed
the rule as a presumptian that in making business decisions
nfficers and directors have acted on an informed basis, in good

faith and with an honest belief that their acktions are in the
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best interests of the corporation, see, R. Belotti and J.

Finhelstein, The Delaware Law of Corporakions and Business

ODrganizations 4-40 {2d4. Ed., 1990). They have also stated that

where courts find that the hbusiness judgment rule applies, they
will generally not gquestion the business decisions of
disinterasted directors if they can be atkributed ko any
rational business purpose., Id. at 4-41, The commentary to the
Corporakte Governance Project formulation of the business
judgment rule indicates that the factual context in which a
business judgment was made {including, for example, the
importance of the business judgment to be made, the time
available for obtaining information, the c¢ost of obtaining
information, the nature of competing demands for the board's
attention, and the sltate of the corporation’'s business) must he
taken into account in dekbermining when a director acted
“reasonably" in determining that kthe information he possessed
was “"appropriate under the circumstances," 1d, at 231-32, and
that the use of the word “rationally" rather than "reasonably"
in the formulation is intended to provide directors and cfEficers
with a wide ambit of discretion, 1d. at 181, consistent with the
majority of business judgmenkt cases. Id. at 234.

A somewhat different fFormulation ¢f the duty of care is
used in the the Revised Model Nonpreofit Corporation Act {(the
"Revised Model Act"), which was drafted by the Committee of

Nonprofit Corporations of the Bection of Corporatlon, Banking

=13



and Business Law of the American Bar Association as an attempt
to offer directicon for state legislators drafting statutes
dealing with nonprofit corporations. It sets forth a similar
formulation of the "reasanable care" standard, sktating that
directors shall discharge their duties "in gopod faith . . ., with
the care an ordinarily prudent person in a like position would
exercige under similar circumstances . . . and in a manner Chat
the director reasonably believes to be in the best interests of
the corporation". Revised Model Act §8.30.

The Revised Model act does nok aktkempt to develop a
statutory formulation for the business judgment rule. However,
the oFffFicial comments state that the application of the business
judgment rule to directors of charitable corporations, while nat
Firmly established by the case law, is consistent with the
standard of care set fForth in the Revised Model Act and that the
business judgement rule zhould be applied to all discretionary
matkers voted on by Lhe directors of charitable corporations
{(e.q., declisions relaking to funding a project, determining what
play to produce or what animals to have in the zoo} rather than
just those that can be categorized as "business" decisions.
Revised Model Act, Official Comments to §58.30,.

In those states where the duty of care for the officers and
directore of charitable corporations is similar ko the duty of
care for officers and directors of business corporations, a

higher standard may nonetheless be applied in the case of
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charitable corporations. This was the intent of the drafters of
a new statutory standard of care enacted in 13589 in
Massachusetts. It requires that a director or officer perform
hiz dulbies "in good faith and in a manner he reasonably believes
ta be in the best interests of the corporation and with such
care as an ordinarily prudent person in like position with

respect ko a similar corporation organized under this chapter

would use under similar ¢ircumstances.” M.G,L. c. 180 §a{c).
The underscored language, which does not appear in the statutorty
duty of care For the officers and directors of business
corporations, was adopted to emphasize thal the charitable
purposes of the corporation and 1ts perpetual existence were Lo
be con=zidered.

In the Sibley Hospital casze, the courkt did not discuss the
charitahle purposes and perpetual nakure of charitahla
corporations directly in determining whether the directors of
the hospital had met their duty of care. Nonetheless, it would
be foolish Far the officers and directors of a charitable
corporation to assume that its charitable and educational
mission would not be a Eactor to be considered by a court in
determining whether they had met their duty of care.

B. The Duty of Obhedience Eo Purpoase.

In addition to the duty of care, the officers and directors
of a charitable corporation have a duty to sct in obedience with

the corporation's charitable purposes. This entails a mandate
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to carty out the purposes of the corporation as expressed in the
legal documents creating and defining its mission, generally its

charter and by-laws. See, e.g., D. Kurtz, Board Liability:

Guide for Nonprofit Directors 85 (1988). Oberly v, Kirby, Fed.

Sec, L. Rep., 795,852, Del. 1991). S5imilarly., in the trust
conkext, the krusktee has an overriding duby to carry out the

terms of the trust. @. Bogert, Trusts and Trustees §541 (2d ed.

1577). A gift to a charitable corporation, if not restricted Eo
use, is deemed to incorporate the purpeoses set Forth in kEhe
charter or okher governing instrument of the donee corporation.

G. Bogert, Trusts and Trustees %362 (2d ed,. 1977).

Some courts have held that a charitable corporation’s
purposes may be limited beyond those set forth in its governing
instrument by the actlons of the corporation or by
representations made in public documents describing the
corporation's purposes {e.g., applications for recognicion aof
tax exempkion, public solicitations and grant proposals)y.  For

ezample, in Queen of Angels Hospital v. Younger, 138 Cal. Rpktr.

36, 40 (1977), a California court held that a hospital’s
sharitable purposes had been narvowed beyond what had been set
Forth in its articles due to the actions of the hospital and
public representations, including statements made ko Lax
quthorities and stakements made in fund solicitations.
Similarly, a New York courkt, applying the New York

nok-for-profit corporation statute, held that in determining

-16-



whether to approve a plan For distribution of a charitable
gcorporation’'s assebs upon dissolution a courk must congider khe
activities carried out by the corporation if those activities
are more limited than those allowed by the charter and must
consider any restrictive statements made during public

solicitations of Funds. In the matter of Multiple Selerosis

Service Organization of New ¥York, Inc., 436 N.E. 2d 861 (N.%.

App. 1986},

A Massachusetts court has held thabt if a charikable
corporation validly amends its charter to change its purposes,
funds which represent gifts received prior to the amendment may

not be used ko carry out the new purposes. Aktorney General v,

Hahnemann Haspital, 397 Mass. 820 (1986). In this case Lhe

Attorney General challenged the action of a charitahble hospital
caorpotation which amended its charter Lo authorize the sale of
all of its assets tg a For-profit corporakion, after which ikt
intended to operate as a grant-making foundation using the
income From the proceeds of the sale. The court held Ehat the
directors were authorized by statute bto sell all of the asseks
of the corporation and that they had not violated their
fiduciary dukties by amending the charter to authorize the sale.
However, to the extent that the amended purposes of the
corporation were broader than the purposes authorized in the
trust pursuant to which the corporation was established, the

directors would viclate their Fiduciary duties i[ they applied
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to new purposas any proceeds of the sale attributable to

donaktions from the trust and any funds atkributahble to donakions

made prior ko the date of the amendment of the charter.

Hahnemann Hospikal, 397 Mass. ak 834-36 (emphasis added).

Thus the Queen of Angels case and the Hahnemann Hospilkal

case both hold that if the purposes of a charitable corporation
are changed from those purposes articulated inm the original
charker —- either because kthey have been narrowed by subiEequent

representations and activities, as in the Queen of Angels case,

or because they have been broadened by subsequent amendment to

the charkter, as in the Hahnemann Hospital cage -- funds donated

prior to the change in purposes cannot be applied ko carry out
Lhe new purposes. See Hansmann, Reforming Won Profit

Corporation Law, 123 U, Penn. L. Rev. 497, 575-6 (1981}.

Under the nonprofit corporatleon ackts of some states,
incorporation is permitked only Eor purposes that E£it within a
spacific category or listing so¢ thak a change of purpcse is
possible only if the new purposes are within the statubtory
category. As a prackical maktker, however, Lthis is nob a serious
problem for most non-profit corporations becsuse the categories
"charitable" and "educational" appear in Lhe non-profit
corporation statutes in all jurisdictions, In states such as
California where the nonprofit corporation statute divides
gorporations into kwo separate categories, mutual benefit and

public benefit corporations, it is nobk possible for a public
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benefit corporation which has any assets to change to a mutual
benefilk corporation or tc merge wikh any type of corporation
other than another public benefit corporation unless the change
has been approved in advance by the Attorney Ganaeral. The
Revised Model Mon-Profit Corporation Act, which attempts to
bring statutcry law into conformity with the principles of the
law of charities {charitable trust law} while preserving for the
oFficers and directors of charitable c¢orporations some Freedom
of action similar to that given to directors of business
corporations, requires court approval of mergers af public
benefit corporations with business corporations unless pricr to
Lhe merger assets with a value equal to or greater than the fair
market value of the net tangible and intangible asasets ofE Lhe
merging public henefit corporation have been conveyed to another
public benefit corporation which could have received the assebs
sf the merging public benefilk corporation had it dissolved.

More stringent statutocy standards 1n jurisdictiens such as
Massachusetts in effeckt prohibit both mergers of nonprofit
corporaktions with charitable purposes inko business corporations
and mergers of Massachusetts nonprofit corporaticens with
nonprofit corporations organized in other jurisdictions unless
the surviving corporation agrees that it may be sued in
Massaschusekts for certain prior obligations of the constituent

garporations.
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C. The Duty of Loyalkby.

The duty of loyalty is commonly understood Eo require that
ofFicers and directors act in good falth and in a manner which
they reascnably believe to be in the best interests of the
corporation. The duty of loyalty thus includes prohihitions
against usurping corporate opportunities, abusing the public
interests of a charitable corporation for private profit, using
inside information for individual gain, and other forms of
self-dealing, The officers and directors of a charitable
corporation, like the trustees pf a charitable trust, have a
duty to ackt to accomplish the purposes of the coarporation, not

ko Further their own interests, BSee Scott on Trusts, §379 (4th

ed. 1988). The Sibley Hospital case in large part dealt with
the directors' breach of this duty of loyalty; with the court
finding thalk all of the directors had "at one time or another,
atfirmatively approved self-dealing transactions.® 3tern, 3glL T.
Supp. at 1014.

The most recenk discussion of self-dealing by directors of
charitable corporations appears in the 1991 case of Oherly w.
Kirby, Fed. Sec. L. Law Rep., 95,852 where Lhe Supreme Court of
Delaware explicitly applying corporate law priaciples to a
situation where all of the directors were interested in a
transaction, held that a judicial determinakion of the
Fransactions fairness, in which the directors held the burden of

proof, was NECeSSary.
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IT. PRemedies for PBreach of Duties and Standing tgo Enforce.

F Remedies.

There are very few cases holding officers or directors of
charitable corporations iandividually liable for breach of their
fiduciary duties. In most of these cases self-dealing and other
breaches of the dulky of loyalty were involved. See Harvey, The
public-Spirited De€endant and Others: Liability of Officers and

Directors of Not-for-Profit Corporations, 17 J. Marshall L. Rev.

665, 699 ({19B4). However, if liabllity is Eound, courkts
uniformly apply equitable rather than legal remedies. BSeg Scotk

on Trusts §392 {(4th ed. 1988}); G. Bogert, Trusks and Truskees,

§411 ¢2d ed. 1977). In the Sibley Hospital case Lthe court
described the broad range of its eguity powers, which include
ordering an accounting, surcharging an officer or director for
fFinancial harm to the rcorpotakion occurring as a result of his
breach of Fiduciary duty, ordering the removal of an officer or
director, or ordering declaratory or injunctive relief. G&tern,
381 F. Supp. at 1l020-21. It should he noked Lhat in the Sibhley
Hospital case, desplite the courkt's dekrermination L[hat the
directors had breached their duties of care and loyallky, it
refused to order the relief reguested by the plaintiffs.
Specifically, the court declined to order remaval of the
directors from the Board, ko order an accounting, or to orderxr
that damages be assessed against the directors {e.q., to order

that the directors be surcharged). Instead, the court limikted
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its relief to a declaralbion defining what it considered the
duties and obligations of directors of nenprofikt hospltals and
an injunction requiring that the appropriate committees and
officers of the hospital present to the fFull board a written
investment policy and establish a procedure for periodic
re-gxamination of existing investments and financial
arrangements, that each newly elected director read the court's
opinion and order, and that the hoard make certain public
disclosures with respect to business done by the hospital with
Financial institutions with which any of the directors or
afEficers were affiliated. Sktern, 381 F. Supp. at 1020-21.

Although courks may be teluctant Lo order more extreme
remedies such as the removal of officers and directors, the
adverse publicity that would accompany a public Einding that
there had been a breach of fiduciary duties to & charitable
corporation would be harwmful to the reputation of its officers
or directors even if they were not removed or surcharged. For a
charitable corporation which relies heavily on support from Che
public, such a finding would also be injuricus to the
corporation’s image with a result of diminished public financial
support,

B. Standing.

Although officers and directors may be held personally
liable for breach of their duties to charitable corporations,

vary few persons have the power Lko sue them for breach of these
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duties. The atborney general in all but two states has
virtually exclusive standing to bring an action to prevent
diversion of property from the purposes [or which it was given.
This right stems from the commpn law power given to the aktorney

general as parens patrize to enforce the proper administration

of charitable funds. BSee Scott on Trusts §348-1 (4th ed,

1988} . In some cases this power is conferred con other
officials, either acting along with the Attorney General or
exclusively. TFor example, in the District of Columbia the Courk
of Appeals recently stated that although, unlike many
jurisdictions, the Districkt of Columbia does not have a statute
specifically authorizing any public pfficer to bhring actlons to
enforce the proper use of charitable funds, courts in thea
District of Columbia recognize the power of a public officer

such as the Corporation Counsel to sue in a parens paktriae

capacity to enforce the public right ta continuwing application

of charitable property to proper purposes. Hocker v, Edes Home,

570 A,2d, 608 (D.C. App. 1990) 610-12 and n.2.

In many states, the only persons other than the atkorney
general or an analogous public official who may bring actions to
enforece officers' and directors’ duties are other directers and
the members of the corporation. What is meant by members in
this conkext, however, is those persons with the power Lo elect
directors of the corporation, e.g., Lhose who stand in a

position analogous to that of the stockholders of a business
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corporation. Other persons may be referred Lo by a charitable
corporation as "members,” such as the members cf a museum, but
they generally do not have the right ko sue to challenge the
actions of the officers and directors., See Karst, The
Efficiency of the Charitable Dollar- An Unfulfilled State

Responsibiliky, 73 Harv. L. Rev. 444 {1960).

In contrast Lo the general rule in most jurisdictions which
denies standing to persons other than Lhe attorney general,
directors and members, in the Sibley Hospital case patienkts of
the hospital who alleged that they had suffered harm of a
different nature than the harm suffered by the general public
because they had been forced to pay higher prices for hospital
care were allowed to sue the directors far breach of their

fiduciary dukies., See Stern v, Lucy Webb Hayes National

Training School for Deaconesses and Missionaries, 267 F. Bupp.

536 (D.0.C. 1573}. Similarly, in Hooker, potential residents of
the Edes Home were allowed to challenge the actions of the
ditectors. Hooker, 57% A.2d 608.

In staktes where the attorney general exercises aclkive
supervision over charitable corporaticens, courks appear less
inclined to permit individuals to sue tham in jurisdictions,
such as the District of Columbia, where the atktorney general

does not play an active role. For example, the Massachusetts

Supreme Judicial Court held in Ames v. Atborney General, 332

Mass 246 {1955} thal individuals who had contribuked ko an
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arboretum maintained by Harvard College but who had no inkterest
in the arboretum other than that of the general public lachked
standing to challenge the actions of the directors oF tha
College with respect to the arboretum or to force the akttorney
genaral to reconsider his decision not ko file suit against the
direckors, emphasizing the active role taken by the attoraey
general in enforcing the proper application of charitable funds.
Xurtz has suggested that in most of the cases in which
courts have deparkted Erom the traditional narrow view of who has
standing to bring suit to enforce directors' duties, such as the
Sibley Hospital case, the facts were 50O strongly indicative of
wrongful action on the part of the directers that the courks
strained to give the plaintiffs standing. D. Kurtz, Board

Liability: Guide for Nonprofit Directors 93 (1%88&).

Eecent developments in California demonstrate the
difficulty that can arise when the power 0f the Attorney General
to regulate charities is curkailed. In 1%83 the stakutes
governing nonprofit hospitals and health service plans were
amended to substitute the Insurance Commissioner for Lhe
Attorney General in the case of hospital service plans and, Eor
health service plans, the Commissicner of Corperations. After
the Commissioner of Corporations approved the conversion of an
HMO to for-profikt status in a transaction where Lhe market value
was alleged to be grossly understated, suit was brought to

rescind the conversion. The California Supreme Court held that
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a 1981 amendment gave exclusive jurisdiction to the Department
of Corporations to approve such acktions, thereby preempting the

Attorney General's supervisory power, ¥Van de Camp v. Gumbiner,

221 Cal. App. 3d. 1260 (1990). Since that time two other
attempted conversions have received a great deal of publicity,
moskt recently in July the conversion of Healthnelk, the state's
second largest HMO. BAn Assistant Albtorney General in the Los
Angeles office described the current HMO conversion situation as
the "miracle of the lpaves and Eishes". According to press
reporkts, a new Commissioner of Corporations indicated that he
inkends to monitor the canversions more closely, but it is=
apparent Lhat his powers are [ar more limited than kthe common
law powers of the Attorney General.

IIT. Liabpility for Loss of Tax Exempt Status.

There do nok appear to be any cases holding the officars or
directors of a charitable corporation individually liable for
loss of a corporation’s tax exempt status. However, ander the
general principles reviewed above, a court asked to determine
whether actions which resulted in a corporation's loaing 1ts tax
exempt status were violations of fiduclary duly. Bnalysis of
the losses that would follow such aclkions, balanced against the
perceived advanktages, but measured in terms not of actual
suktcome but the reasonalbileness of the decisions. Included in
the analysis would he a review of the degree of harm that would

follow loss of tax exempt status, not just on the federal level,
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but al=a in regard ko the benefiks conferred al the stake and
local levels through exemption from income, sales and real
property taxes, as wall as eligibility for receiving gifts
deductible in determining state and logal Laxes.

In some jurisdictions exemption from income and =ale= Laxes
15 automatically extended to all organizations holding
determinakion of tax exemption under federal law. In others.
exempbtion mey be granted to the same categories of
organizakions, but with the state reserving to its officials the
actual determinalbion. Exemption £rom local real property Laxes
is rarely conferred automatically to organizations with federal
exemptions and the skandards vary widely. Thus, although loss
of federal tax exemplion may nob lead automatically ko taxation
at the =z=take and local level, it would likely follaw,
particularly if Lhe change in status were brought to the
attention of local authorities either by Lhe Inernal Revenue
Service or because of adverse publicitby.

I¥., Effeckt of Restrictions Regarding Tax Exemptlon in an

Organization's Charker.

The crganizational kest, as set forth in the Treasury
Regulation 1.501{a}{3) - 1{b)}{1}(6) regquires that the articles
pf organizalion limit the purposes of the corporation to one or
more exempt purposes and not expressly empower it to engage,
otherwise than as an insuvbsktantial part of its activilbies, in

activities which in themselves are not in furtherance of one or
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more exemphb pUrposSes. Publication 557, Tax Exempt Staktus for

Your Organization, contains & sample Form of articles of

organizakbion which, as a practical malter, has the force of
Regulation in Ehat an organization seeking exemption will nok be
successful if ikt has not included the specified provisions. One
of the provisions in this sample form states: "Notwithstanding
any other provision of Fhese Articles, the corporation =hall not
carty on any other activities not permitted to be carried on {(a)
by a corporation exempk Erom federal income tax under §501{c){3)
af the Internal Revenue Copde . . . OF {h) by a corporaktion
contributions to which are deductible under Becltion 170f{c) (2} of
the Internal Revenue Code. . ." If this language remained in
its charter, officers and directors of a tax exempt organization
would violate their duty of obedience Lo its purposes if Chey
authorized any actions which they did not believe in goed Failkth
ko be consistent with tax exempt status. Howewer, 1E the
organizaticn amended its charker to remove such a provision,
this action waould have Lo be reported to the Internal Revenua
Servigce, thereby giving it grounds to seaek revocaktion of Eax
exempt status For failure to meet the organizational teslk or
pecguse the amendment was evidence that the organization no

longer inkended to meet the operakional test.
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CONCLUSION

There are virtually no constraints under federal law that
would prohibit directors of a charitable corporation from
voluntarily relinguishing tax exempbion and, without major
revision of the Internal Revenue Code, their freedom to so act
will conkinue. Ak the state level, the constraints are not
zubstantial so long a® khe charitable crganization's fiduciaries
can demonstrate that they made a good faith determinaticon that
loss of exemption was in the best interesks of the
grganizaktion. In making that determination, they would hawve Eo
consider both financial and non-financial factors, including
Eederal tax conaequences, the effect of loss of preferential
postal rates, state and local tax consegquences, possible
discouragemant of donations Ehrough adverse publicity, loss of
tax deductions currently available to donors, and eligibility to
receive rfunds From certain Foundations and government agencies,
the ability Eo issue tax-exempk bonds, exclusion from membership
in those organizations which require participants to be tax
exempt, and the potential impackt upon the grganizations image
and reputation and, therefore, 1ts continued ability Lo carrcy
suk iks charitable mission. Ultimately, however, it is more
likely that financial consideraltions will be determinative.

Given the present state of the law, directars of chariktakhle

organizations can be advised that they would not be in jeopardy
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for engaging in activities which entailed reasonable business
rizks. There is no authority, however, which would permit them
to rely on the business judgment rule for protection should they
guthorize actlions which might be justified if they were
operating a speculative business enterprise. The safest course
Far charitable fiduciaries, therefore, is to review their
decisions in the light of the charitable nature of the
grganization and the fact that considering Lheir duties are owed
to the general public and not to private sharsholders. As to
the likelihood of suit being brought to prevenkt loss of
exempktion, in those states where there is little or no
regulation of charities, the acks of fiduciaries will rarely be
guestioned. In the other states, which are the most heavily
populated ones, a well considered plan involving relinguishment
of exemption would likely withstand atkback by the akttorney
general or other state officer. Furthecrmore, it is only in a
Few jurizdictions that members of the public are given standing
to bring suik and in most cases the reguisite interest in the
charity would be difficulk to establish.

ks present law stands, loss of tax exemption 1s an
attractive alternative for only a few charities. However, 1if
Congress were to extend the unrelated business income tax
provisions or curtail deductibility of contributions, or if the
Service were successful in expanding the “"commensurate activity”

test or expanded its requlation of solicitakion of charitable
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funds, relinguishing tax exempktion could bhe an attractive
gption, nokt only for aorganizations that do not rely on
contributions for support, but alsc For those that logk for
their support to those members of the general public who do mnot
itemize deductions. TFor some of Lhese prganizaktions, kax
axempkion may appear Lo he of less value than increased Eederal

regqulation.
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