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WHAT EVERY NONPROFIT BOARD MEMBER SHOULD KNOW 
 

Robert A. Wexler 
September, 2010 

 
Congratulations – you have just been elected to the Board of Directors of a nonprofit 

organization.  You accept the position!  You want to do the job right.  What’s next?  
 
In carrying out most of your obligations and responsibilities as a director you will almost 

certainly well exceed the minimum legal standards that you must follow to steer clear of legal 
trouble.  You will focus instead on whether a particular action or policy being considered: (1) is 
in the best interests of the organization, (2) will help present the organization in a positive light 
to the public, and (3) is, in any case, morally and ethically appropriate.  Consider the following 
decision pyramid: 

 

 
 

Normally, a Director, after listening to staff, officers, fellow Board members, and outside 
experts, can resolve for himself or herself the questions of “best interests”, “public perception”, 
and “ethics”, but many Directors, because they are not trained as lawyers or given basic Board 
instruction, may not know the baseline legal rules.  The purpose of this handout is to cover some 
of those key legal rules and to provide some practical suggestions for new Board members – in 
other words to help the new Board member have a solid grounding in the base of the pyramid 
described above. 
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This handout does not address important issues that are better suited for a Board 

consultant, such as the appropriate structure and functioning of a particular Board of Directors 
for a particular organization.  There are some exceptional nonprofit organizations and for-profit 
consultants who can best assist an organization with Board strategic planning and structuring 
issues. 

 
In the next part of this handout, we provide a basic checklist of documents and issues that 

new Board members will want to consider.  We then provide a more detailed explanation of 
some of the basic legal issues.  No director needs to be an expert in the law, but rather a director 
needs a basic working knowledge in order to spot potential legal issues to call them to the 
attention of the Board or the President of the organization and to obtain further advice. 
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LEGAL CHECKLIST FOR A NEW DIRECTOR 
 
I. BASIC DOCUMENT REVIEW 
 
 Many Boards will provide a Board book or even a live or web-based orientation for new 
directors.  Some of these books and trainings are complete and others are not.  Either before or 
just after your first meeting as a director, you should request and review at least the following 
materials: 
 

A. Articles of Incorporation, including all amendments. 
 
B. Current Bylaws. 
 
C. A list of current directors and officers, indicating when their terms expire. 
 
D. A list or chart of staff positions and duties, with the salaries of the highest 

paid members. 
 
E. The IRS Form 1023 that the organization submitted to obtain tax-exempt 

status, along with all questions that IRS may have asked, and the answers 
that the organization provided.  Sometimes older organizations have lost 
this document. 

 
F. Tax returns: Form 990, and any Form 990-T (for unrelated trade or 

business income) for the past two years. 
 
G. Two years worth of audited financial statements (if any), or unaudited 

statements if there have been no audits, along with a current financial 
statement and balance sheet. 

 
H. Any mission statements that are not part of the Bylaws. 
 
I. The organization’s website and any printed literature that is regularly 

handed out to donors or clients of the organization. 
 
J. Conflict of interest policies for Board members and officers. 
 
K. Other major policies, such as a whistleblower policy, a document retention 

policy, a gift acceptance policy, endowment policies, and a joint venture 
policy [some or all of these may or may not exist]. 

 
L. A list of Board committees and advisory committees. 
 
M. Any director and officer liability insurance policy and a summary of other 

insurance coverage for the organization. 
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II. UNDERSTANDING THE ORGANIZATION 
 
 After reviewing the above documents, you should be able to answer the following 
questions.  If you cannot, you should set up an appointment with the Board Chair or the 
Executive Director / CEO to discuss your questions.  Normally, you should check with the Board 
Chair first about protocol. 
 

A. Is the organization a California nonprofit public benefit corporation?  If 
not, where is it incorporated and what type of nonprofit corporation is it?   
Is it registered to do business in California?  If the entity is not a 
corporation, other documents and questions may apply instead. 

 
B. Under the Bylaws, how is the Board elected or appointed (e.g., by 

members, by the Board itself, or by some appointing or designating 
body)?  How long is your term?  Is there a term limit?  Are the Board list 
and what you know about the organization’s Board meetings consistent 
with the Bylaws? 

 
C. How are the officers elected or appointed and how often?  Is the actual 

practice of electing officers consistent with the Bylaws? 
 
D. What committees have the authority to act on behalf of the Board between 

Board meetings (e.g., an Executive Committee)?  What committees have 
purely advisory power?  How are committees elected or appointed?  Will 
you expected or able to serve on a committee at some point? 

 
E. What is the employment arrangement of the two or three highest level 

employees? Do they have contracts?  Are they at will?  How much are 
they paid?  Normally salary information is on the tax return and financial 
statements. 

 
F. How often does the Board meet and where are the meetings?  Ask yourself 

if you will be able to actively participate in these meetings or whether you 
have a time conflict. 

 
G. Look at the Conflict of Interest Policy in particular; identify and ask about 

any conflicts that you think you might have. 
 
H. If the organization is affiliated with other organizations make sure you 

understand the legal relationship between them.  Does the organization 
have subsidiaries, either for-profit, non-profit, or both?  If so, what is your 
direct or indirect responsibility to those organizations?  Is the organization 
a subsidiary or affiliate of some larger state or national organization?  If 
so, what is the relationship? 
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I. Does the organization have an audit committee?  If so, how is it 
configured and what is its charge? 

 
J. Is the organization tax-exempt under Section 501(c)(3)?  If not, is it tax-

exempt under some other IRC section? 
 
K. If the organization is a 501(c)(3), is it a public charity or a private 

foundation?  If it is a public charity, what category of public charity is it, 
and how does it meet that test? 

 
L. Does the organization report unrelated business income?  If so, do you 

understand why? 
 
M. Does the organization engage in lobbying?  If so, has it filed a Section 

501(h) lobbying election, and how is it complying with Section 501(h)? 
 
N. Do you see anything on the website, the financial statements, the tax 

returns, or elsewhere that raises issues around potential conflicts of 
interest between any Board members and the organization? 

 
O. Do you see anything else on the website or in operations that may be 

inconsistent with the organization’s tax-exempt status? 
 
P. Is the organization registered with, and properly reporting to, the 

California Attorney General’s Office?  If not, is it exempt from such 
registration and compliance? 

 
 In order to help you understand how to think about some of these issues, consider the 
following materials. 
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LEGAL ISSUES EXPLAINED 
 
I. BASIC DUTIES OF DIRECTORS 
 

A director needs to understand the legal structure of the entity he or she is serving. 
 
California law recognizes three different types of nonprofit corporations: public benefit, 

mutual benefit, and religious.  In addition, some charitable organizations are structured as trusts, 
rather than as corporations, and some nonprofit corporations doing work in California are 
actually incorporated in other states, such as Delaware.  The legal structure of the organization, 
as well as the state of organization, does affect the issues addressed in this outline, although 
many of the general principles are the same.  This outline assumes that we are working with a 
California nonprofit public benefit corporation.  The law that governs California nonprofit public 
benefit corporations is the California Nonprofit Public Benefit Corporation Law (the “Law”), 
which appears in Sections 5110 et seq. of the California Corporations Code. 
 

Normally, nonprofit public benefit corporations seek tax exemption under Section 
501(c)(3) or 501(c)(4) of the Internal Revenue Code (the “Code”).  This outline assumes that we 
are working with a Section 501(c)(3) public charity.  
 

What are the duties of Directors of a California nonprofit public benefit corporation? 
 

A. Corporate Governance:  The Board of Directors.  The best way for a director 
of a nonprofit corporation to avoid liability is to do his or her job correctly.  First and foremost, 
each director must understand that the directors are responsible for the governance of the 
corporation.  The Law requires that nonprofit public benefit corporations be governed by a 
Board of Directors, sometimes also referred to as a Board of Trustees (the “Board”).  Section 
5210 of the Law permits the Board to delegate authority but makes clear that the Board is 
ultimately responsible, under the law, for the charity’s acts and omissions.   

 
A leading case on limits of delegation, popularly known as the Sibley case for the 

charitable hospital involved, was decided in the District of Columbia.1  There, the Board of 
Directors delegated the investment function to its Treasurer without any Board oversight.  The 
court held that each of the directors breached his fiduciary duty to supervise the management of 
Sibley’s investments.  The court reasoned:  
 

A total abdication of the supervisory role . . . is improper . . . . A director who 
fails to acquire the information necessary to supervise investment policy or 
consistently fails even to attend the meetings at which such policies are 
considered has violated his fiduciary duty to the corporation.  While a director is, 
of course, permitted to rely upon the expertise of those to whom he has delegated 
investment responsibility, such reliance is a tool for interpreting the delegate’s 

                                            
1   Stern v. Lucy Webb Hayes National Training School for Deaconesses, 381 F.Supp 1003 (U.S. Dist. Ct., D.C., 
1974). 
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reports, not an excuse for dispensing with or ignoring such reports.  A director 
whose failure to supervise permits negligent mismanagement by others to go 
unchecked has committed an independent wrong against the corporation. 

 
 A California court took a similar position when it invalidated a Board’s decision to 
delegate complete management and control of corporate property to a manager, merely requiring 
the manager to file periodic reports.  The court stated: 
 

California has recognized the rule that the board cannot delegate its 
function to govern.  As long as the corporation exists, its affairs must be 
managed by the duly elected board.  The board may grant authority to act, 
but it cannot delegate its function to govern.  If it does so, the 
[management] contract is void.2  

 
B. Standard of Care.  In governing, directors have two basic duties:  a duty of care 

to the corporation and a duty of loyalty.  Both of these duties are expressed, together, in Section 
5231 of the Law.  Section 5231 provides that directors of charities are required by law to carry 
out their responsibilities as directors “in good faith, in a manner such director believes to be in 
the best interests of the corporation and with such care, including reasonable inquiry, as an 
ordinarily prudent person in a like position would use under similar circumstances.”3   

 
As a practical matter, a director cannot carry out his or her duty of care without 

minimally doing the following: 
 
• First and foremost, a director must attend meetings and read materials 

provided at meetings and in advance of meetings.  A director cannot exercise 
a duty of care if the director is absent. 

 
• Directors must be familiar with the organization they represent, including the 

mission as set forth in the Articles of Incorporation and in mission statements, 
the activities of the organization, and the organizational structure and key staff 
positions. 

 
• Directors should have a basic working knowledge of the main tax laws that 

affect charities (e.g., Section 501(c)(3)).  They should also have a working 
knowledge of the state charitable trust rules that govern the charitable assets 
of a corporation.  (A substantive discussion of these two areas of law is 
beyond the scope of this outline.  Section II, however, summarizes the 
charitable trust rules in California, since such a summary is not easily 
available.)   

                                            
2   Kennerson v. Burbank Amusement Co., 120 Cal. App. 2d 157, 173 (1953);  See also Communist Party of the United 
States of America v. 522 Valencia, Inc., 35 Cal. App. 4th 980 (1995).  

3   Section 5231(a). 
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Fortunately, the Law permits directors to rely on experts.  In performing their duties, 

directors are specifically allowed by Section 5231(b) of the Law to rely on information and 
opinions prepared or presented by corporate officers or employees; counsel, outside accountants, 
and other outside professionals; and Board committees on which the director does not serve, so 
long as: 
 

(a) The director reasonably believes that the provider of the information or 
advice is competent and reliable as to the matter at hand, and 

 
(b) The director “acts in good faith, after reasonable inquiry when the need 

therefor is indicated by the circumstances and without knowledge that 
would cause such reliance to be unwarranted.”   

 
The Law sets forth a separate, but similar standard for directors in making investments on 

behalf of a nonprofit corporation.  Charities in California are governed by the “prudent person” 
investment rule, under Section 5240 of the Law.  However, an otherwise imprudent investment is 
allowed if it is either authorized or required by “an instrument or agreement pursuant to which 
the assets were contributed to the corporation.”  Directors will also want to have a general 
familiarity with the rules set forth in the Uniform Management of Institutional Funds Act 
(Probate Code Sections 18500 et. seq.). 
 

C. Conflicts of Interest.  Section 5231 of the Law codifies two basic duties that 
have evolved through the case law – the duty of care and the duty of loyalty.  The duty of care is 
fundamentally about acting prudently.  The duty of loyalty is fundamentally about putting the 
interests of the corporation before the director’s own interests.  In addition to the legal standards, 
charities often survive or perish based on their reputation and goodwill in the community.  
Perceived or actual conflicts of interest, as reported in the press, whether accurate or not, can 
often do great damage to the reputation of a charity.  Damage to reputation can affect the ability 
of a charity to fundraise and obtain grants, which can obviously impact the fiscal health of the 
charity. 

 
California law specifically addresses conflicts of interest in two statutes:  Section 5227 

and Section 5233.  In addition, many charities seek to avoid conflicts of interest by adopting 
policies that prohibit certain types of conflicts and that require Board members to disclose 
potential conflicts, at least annually.  A well-drafted conflicts of interest policy and disclosure 
form can provide a significant benefit to a charity.    
 

 1. The 49% Rule.  Under Section 5227, not more than 49% of a public 
benefit corporation’s governing body may be composed of “interested directors”, defined as: 
 

(a) Any person who has been compensated by the corporation for services 
within the last 12 months, and 

 
(b) Any member of such a person’s family. 
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 2. The Self-Dealing Rule.  A self-dealing transaction, under California law,4 

is a transaction to which the charity is a party and in which one or more directors has a material 
financial interest.  Under Section 5233, a self-dealing transaction is proper only if all of the 
following conditions are met:5 
 

(a) The charity entered into the transaction for its own benefit, and 
 

(b) The transaction was fair and reasonable as to the charity at the time it 
entered into the transaction, and 

 
(c) Before implementing the transaction or any part of it, all material facts 

regarding the transaction and the director’s interest in it were disclosed to 
the Board, and a majority of the disinterested directors then in office 
(without counting the vote of the financially interested director): 

 
(i) Determined, after reasonable inquiry under the 

circumstances, that the charity could not have obtained a 
better arrangement with reasonable effort, and 

 
(ii) Formally approved the transaction. 

 
Section 4958 of the Internal Revenue Code sets forth comparable, although slightly 

different rules for “excess benefit transactions.”  It is very important to consider both state law 
and federal tax law when evaluating the substance and the procedures involved in a potential 
self-dealing transaction. 
 
  3. Conflicts of Interest Policies.  In the authors’ view, a well-drafted 
conflict of interests policy will contain at least a basic statement of policy and an annual 
disclosure form.  The depth and complexity of these forms will vary depending on the 
corporation, its activities, and its pre-existing relationship or affiliation with other for-profit or 
nonprofit entities.  For example, a charity that was started by and is affiliated with a for-profit 
company will naturally have a different conflicts policy than a stand-alone charity with no prior 
affiliation.    One example of a basic conflicts of interest policy is the following: 

 
Charity encourages the active involvement of its staff and its directors in the 
community.  In order to deal openly and fairly with actual and potential conflicts of 

                                            
4  California’s definition of self-dealing is quite different from that of Section 4941 of the Internal Revenue Code 
(applicable to private foundations).  Transactions that may be approved after the disclosure and review required by state 
law might still be blocked by Section 4941 for private foundations.  If the charity in question is a private foundation, 
therefore, any transaction involving insiders must be reviewed with great care to be sure that it does not violate Section 
4941, even if it is permissible under California’s self-dealing statute. 

5   The statute also provides for approval by the Attorney General as an alternative procedure, but the Attorney 
General’s office has advised the author informally that the same standards will be applied. 
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interest that may arise as a consequence of this involvement, the Charity has adopted 
the following conflicts of interest policy. 
 
1. A potential conflict of interest arises whenever the Charity contemplates a 

decision involving a vendor, consultant, or grantee with which a director or 
staff member is affiliated.  Affiliation means the close involvement with a 
vendor, consultant, or grantee on the part of (a) a director of the Charity, (b) a 
staff member of the Charity, or (c) the spouse or equivalent, parents, or 
children of a director or staff member, within twelve months preceding the 
decision.  Affiliation includes, but is not limited to, serving as a board 
member, employee, or consultant to the grantee, consultant, or vendor or 
doing business with the grantee, consultant or vendor. 

 
2. A staff member who is affiliated with a prospective vendor, consultant, or 

grantee shall abstain from participating in any decision involving that vendor, 
consultant, or grantee.  A director who is affiliated with a prospective vendor, 
consultant, or grantee shall abstain from voting with regard to any transaction 
between the Charity and that person and, after disclosing his or her interest, 
shall leave the room during discussion and while the vote is taken.   

 
3. The Charity may engage in a transaction to award funds or to contract with a 

grantee, consultant, or vendor with whom a director or staff member is 
affiliated, only if the following conditions are met prior to the transaction: 

 
A. The affiliated person shall disclose to the Board of Directors 

all material facts concerning the affiliation. 
 
B. The Board of Directors shall review the material facts.  The 

transaction may be approved only if a majority of the 
directors, not counting the vote of any director who is an 
affiliated person with regard to this transaction, concludes 
that: 

 
(1) The proposed transaction is fair and 

reasonable to the Charity; 
 
(2) The Charity proposes to engage in this 

transaction for its own purposes and benefits, 
and not for the benefit of the affiliated person; 
and 

 
(3) The proposed transaction is the most 

beneficial arrangement which the Charity 
could obtain in the circumstances with 
reasonable effort. 
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4. The minutes of any meeting at which such a decision is taken shall record the 

nature of the affiliation and the material facts disclosed by the affiliated 
person and reviewed by the Board of Directors or its Executive Committee. 

 
Overall, except for potential self-dealing actions, a director who acts in accordance with 

the Section 5231 duty of care “shall have no liability based upon any alleged failure to discharge 
the person’s obligations as a director, including . . . any actions or omissions which exceed or 
defeat a public or charitable purpose to which a corporation, or assets held by it, are dedicated.”6 
Similarly, a director involved in a potential self-dealing situation will not be liable if the Board 
follows the procedures set forth in Section 5233, described above. 
 
 
II. CHARITABLE TRUST OBLIGATIONS 
 

In exercising a director’s duty of care, he or she needs to have a working knowledge of at 
least two basic bodies of law.  The first is the charitable trust doctrine, addressed in this Section 
II, and the second is Section 501(c)(3) of the Code, addressed in the next Section. 

 
Common law, dating back to Elizabethan England, has evolved a “charitable trust” 

doctrine.  Even though most nonprofit law is statutory and the enforcement powers of the 
California Attorney General are set forth in the Law, the substantive charitable trust rules that 
the AG enforces are largely creatures of case law. 

   
In Pacific Home v. County of Los Angeles, 41 Cal.2d 844, 852 (1953), the California 

Supreme Court announced the charitable trust doctrine: 
 

All the assets of a corporation organized solely for charitable purposes must be 
deemed to be impressed with a charitable trust by virtue of the express declaration 
of the corporation’s purposes, and notwithstanding the absence of any express 
declaration by those who contribute such assets as to the purpose for which the 
contributions are made. In other words, the acceptance of such assets under these 
circumstances establishes a charitable trust for the declared corporate purposes as 
effectively as though the assets had been accepted from a donor who had 
expressly provided in the instrument evidencing the gift that it was to be held in 
trust solely for such charitable purposes.  (Emphasis added.) 
 
As initially formulated in Pacific Home, the charitable trust doctrine looked to language 

in Articles of Incorporation and other formal manifestations of declared corporate purposes. The 
court reasoned that donor intent and donor restrictions need not be express but could be inferred 
from donee representations that are written and formal.  

 

                                            
6   Section 5231(c). 
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Eleven years later, the California Supreme Court took the next step in expanding the 
charitable trust doctrine when it dropped the requirement that donee representations be written 
and formal and accepted them as equivalent to express donor restrictions even where they were 
oral and informal.  Thus, a college of osteopathic medicine could not change to become a college 
of allopathic medicine when it had “held out to the public” that it was a college of osteopathic 
medicine and “solicited and received donations for use in teaching . . . osteopathy.”  Holt v. 
College of Osteopathic Physicians and Surgeons, 61 Cal. 2d 750 (1964).  

 
Then, in Queen of Angels Hospital v. Younger, 66 Cal. App. 359, 368 (1977), the court 

broadened the application of the charitable trust doctrine to encompass a wide array of donee 
acts and representations. The court considered the language of the Articles of Incorporation, 
which included the name “Queen of Angels Hospital” and a hospital purpose clause.  The court 
also noted that Queen had operated a hospital since 1927 and stated (p. 368): 
 

Queen also represented to the public that it was a hospital.  In its statement to the 
Franchise Tax Board, it stated that it was in the “business of running a hospital.”  
Similar statements were made to the Internal Revenue Service and Los Angeles 
county tax authorities.  Funds were solicited from the public for the hospital or 
hospital purposes.  Such acts further bind Queen to its primary purpose of 
operating a hospital.  

 
The result, in Queen of Angels, was that a charitable organization that operated a hospital 

and raised funds based on its representations as a hospital, was prevented from abandoning the 
operation of a hospital and operating a medical clinic instead.  See also In Re Metropolitan 
Baptist Church of Richmond, Inc., 48 Cal. App. 3d 850 (1975) (representing itself as a 
fundamentalist Baptist church located in Richmond, California, the church was prohibited from 
distributing its assets on dissolution to distant Baptist churches and required to distribute them to 
fundamentalist Baptist churches nearest geographically to Richmond).   

 
The Queen of Angels decision also has continuing importance for its treatment of bonuses 

and settlements.  Queen expected to receive a significant positive cash flow from the proposed 
lease of its hospital, which was to run for 25 years with two options for 10-year extensions.  The 
lease amount was $800,000 during the first two years and $1 million annually thereafter.  The 
Franciscan Sisters submitted a claim for $16 million for the value of the Sisters’ past services.  
The Board of Directors of Queen unanimously accepted the validity of the claim and entered into 
a settlement agreement whereby Queen would provide for the retirement of each sister by paying 
her approximately $200 per month for life, for an initial annual cost of approximately $300,000.  
The trial court upheld the Attorney General’s objections to the proposed payments: there was no 
evidence to support the Sisters’ claim; Queen had no legal obligation to pay the Sisters; the 
settlement agreement was invalid and would constitute an improper diversion of charitable assets 
if implemented.  The court of appeals affirmed, with the result that Attorney General often relies 
on Queen of Angels in support of these two propositions:  
 

• Despite sympathetic circumstances, payment by a charity of bonuses, 
including unearned retirement amounts, may constitute an improper diversion 
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of charitable assets unless they are made pursuant to a binding legal obligation 
to pay. 

 
• Although a charity is generally empowered to settle disputes without the 

consent of the Attorney General, a settlement agreement that “was not a 
proper exercise of sound business judgment” may be invalid and 
unenforceable.7 

 
The charitable trust doctrine varies from state to state.  In some states, the doctrine means 

little more than assets of a charitable organization must be used for charitable purposes. In 
California, however, the courts have adopted a strict construction of the charitable trust doctrine, 
which contains these rules: 
 

• A donor’s charitable contributions to a nonprofit corporation are subject to 
any valid legal restriction imposed by the donor at the time of contribution.  
These restrictions impose a charitable trust on the assets, binding on the 
charitable recipient.8  

 
• Even where a donor imposes no express restriction, assets accepted by a 

nonprofit corporation are restricted by operation of law and may only be used 
for the specific charitable purposes set forth in the corporation’s Articles of 
Incorporation.9 

 
• These restrictions apply not only to contributions and donations received and 

accepted by a nonprofit corporation but also to revenues generated by it from 
the performance of its charitable activities.  Revenues, like contributions, are 
impressed with a charitable trust and may only be used for the charitable 
purposes set forth in the Articles of Incorporation at the time the revenues are 
received.10 

 
• Unless made pursuant to a binding obligation to pay, the payment of bonuses 

by a charity to its employees constitutes an improper diversion of charitable 
assets.11   

 

                                            
7   Id.  at 371, but see Estate of Horton, 11 Cal. App. 3d  600 (1970). 

8   See In Re L. A. County Pioneer Society, 40 Cal.2d 852, 864-865 (1953). 

9   In re Metropolitan Baptist Church of Richmond, Inc., 48 Cal. App. 3d 850, 857 (1975), citing Lynch v. Spilman, 67 
Cal. 2d 251, 260; In re L.A. County Pioneer Society, 40 Cal. 2d. 852, 860; and Estate of Clippinger, 75 Cal. App. 2d 
426, 433). 

10   See Queen of Angels Hospital v. Younger, 66 Cal. App. 3d. 359 (1977).  

11   Id. at 371.  
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• Charitable trust restrictions, once imposed, continue to apply to assets 
impressed with a charitable trust even if a corporation later changes its 
purposes, dissolves and distributes its assets, or transfers its assets to another 
charity without receiving full consideration.  Charitable restrictions, once 
imposed, also continue to apply to the proceeds from the sale or lease of any 
charitable assets.12 

 
• A nonprofit corporation is free to change its charitable purpose by amending 

its Articles of Incorporation, but such a change applies only to later-acquired 
funds, not to existing assets.13    

 
The charitable use of existing assets can be changed only where there is a general 

charitable purpose and the specific charitable use has become illegal, impossible, or 
impracticable. In that case, the doctrine of cy pres requires the assets to be used for a charitable 
purpose that is as near as possible to the original charitable purpose.14 In certain circumstances, 
the donor may include in the initial gift a variance power, empowering the donee charity to alter 
the specific purposes of the gift if the governing body of the charity determines that such later 
alteration is warranted by changed circumstances. 
 
 
III. DIRECTOR LIABILITY AND PROTECTIONS 
 

Individuals serve on nonprofit boards to provide a public service.  They exercise their 
fiduciary duties as directors because they want to be good, effective directors and because they 
care about the organizations they serve, and not principally because they want to avoid being 
sued.  Nonetheless, when lawyers talk about the duties and responsibilities of directors, we often 
think in terms of avoiding liability.  In reality, the most effective way that a director can avoid 
liability is precisely to act diligently and with attention to the director’s fiduciary duties. 

 
Consider some of the possible claimants who might file suit or assert a claim against a 

nonprofit director: 
 

• Fellow officers or directors who believe that one or more of the directors 
acted without care or in bad faith (Law Section 5142, 5233); 

 
• Members (if any) of the corporation for the same reasons (Law Section 5142, 

5710); 
 

                                            
12 See, e.g., Pacific Home v. County of Los Angeles, 41 Cal.2d 844, 854 (1953). 

13 See In Re Veterans’ Industries, Inc., 8 Cal. App. 3d. 902. 

14 See In re Los Angeles County Pioneer Soc. 40 Cal.2d 852, 865-866 (1953). 
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• The California Attorney General (“AG”) if the AG believes a director (a) is 
responsible for causing the corporation to squander charitable assets or (b) has 
been involved in a  self-dealing transaction (Law Section 5142, 5233, 5250); 

 
• Employees who claim wrongful termination, harassment, or discrimination 

and who believe that the directors are responsible; 
 

• “Outsiders” who believe that the corporation has wronged them and that the 
directors’ actions or inactions caused the corporation to act improperly.  
Possible causes of action by outsiders include tort actions, breach of contract 
actions, libel and slander actions, and patent, trademark, and copyright 
infringement actions, to name a few. 

 
• The Internal Revenue Service if it believes that a director has received an 

excess benefit, such as excess compensation, from the corporation (Code 
Section 4958). 

 
This portion of the outline discusses indemnification, insurance, and special protections 

for volunteer directors below, but the single most important thing a director can do to avoid 
liability is to act in accordance with that director’s fundamental duties of care and loyalty.  As a 
general rule, even if the nonprofit corporation is found to be liable for some act, if a director has 
acted responsibly, the director will not be personally liable. 
 

A. Director Indemnification  
 

Sometimes even a director who acts correctly, in accordance with the director’s statutory 
duty of care, can be sued, and the director might have to endure the hardship and expense of 
litigation (even if the director ultimately prevails).  Section 5238 of the Law governs when a 
corporation may, must, or may not indemnify its agents and hold them harmless from any claims 
brought against them by third parties relating to actions taken on behalf of the corporation.  
Section 5238 can be difficult to parse, but broken down, it provides roughly as follows: 

 
 1. Definitions 

 
• Indemnification refers to the payment by a corporation of, or an agreement by a 

corporation to pay, the legal expenses, judgments, fines, or settlement amounts that 
would otherwise have to be paid personally by an agent of the corporation.  “Agent” 
is defined broadly under Section 5238.  It includes “any person who is or was a 
director, employee, or other agent of the corporation.” 

 
• An agent may seek advances or indemnification with regard to “any threatened, 

pending or completed action or proceeding, whether civil, criminal, administrative or 
investigative.”  Thus, the actual filing of a lawsuit is not a prerequisite.  An agent 
whose conduct is being investigated by the Attorney General, for example, may seek 
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advances or indemnification from the corporation even if the matter never reaches 
litigation. 

 
 2. Advances  

 
The right of an agent to indemnification can be determined only after a proceeding is 

concluded.  While the proceeding is pending, the corporation may advance funds to its agent for 
the agent’s legal defense costs.  An advance is only permitted if the charity first receives “an 
undertaking by or on behalf of the agent to repay such amount unless it shall be determined 
ultimately that the agent is entitled to be indemnified.”  An undertaking is akin to a promissory 
note.  Advances are discretionary, not mandatory.  If the agent serves on the charity’s governing 
body, the advance is a potential self-dealing transaction under Corporations Code Section 5233, 
and the Board must comply with the disclosure and approval procedure described in that statute. 
  
 

 3. Indemnification 
 

The statute contains two indemnification patterns, one under Section 5238(c) applicable 
to actions brought under Section 5233 for self-dealing, actions brought by or in the right of the 
corporation, or any action brought by the Attorney General, and one under Section 5238(b) 
applicable to all other actions. 
 

First, in proceedings not brought by the Attorney General, by or in the name of the 
corporation, or under Section 5233 (Section 5238(b)): 

 
• Indemnification is mandatory when a judgment on the merits has been 

rendered in favor of the agent (Section 5238(d)). 
 

• Where the agent has not prevailed on the merits, such as where the case is 
settled or where a judgment is entered against the agent, indemnification of 
the agent for the costs of judgment, settlement, or legal defense costs is 
discretionary.  The charity may indemnify the agent if the court, the Board (by 
a majority vote of a quorum of the directors who were not parties to the 
proceeding), or the members (excluding those to be indemnified) determine 
that “such person acted in good faith and in a manner such person reasonably 
believed to be in the best interests of the corporation and, in the case of a 
criminal proceeding, had no reasonable cause to believe the conduct of such 
person was unlawful.”  (Sections 5238(b) & 5238(e)). 

 
• Some attorneys believe that it would be difficult to justify indemnification if a 

director actually loses a judgment. 
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In an enforcement action brought by the Attorney General, under Section 5233 or by or 
in the name of the corporation, the following apply (5238(c)): 
 

• Indemnification is mandatory when a judgment on the merits has been 
rendered in favor of the agent (Section 5238(d)). 
 

• If the agent is held liable by the court, indemnification is prohibited unless the 
court determines that the agent is fairly and reasonably entitled to 
indemnification for expenses (but not the judgment itself) which the court 
shall determine.  (Section 5238(c)(1)). 
 

• Where a case is settled, an agent can only receive indemnification of legal 
defense costs and other expenses (but not the settlement amount itself).  As 
provided above, a court, the Board (by a majority vote of a quorum of the 
directors who were not parties to the proceeding), or the members (excluding 
those to be indemnified) must determine that “such person acted in good faith 
and in a manner such person reasonably believed to be in the best interests of 
the corporation and, in the case of a criminal proceeding, had no reasonable 
cause to believe the conduct of such person was unlawful.”  In addition, the 
settlement itself must have been approved by the Attorney General, and as a 
practical matter, this means the indemnification itself would be part of the 
settlement, and therefore, approved by the AG.  5238(c)(2),(3), and Section 
5238(e)). 

 
B. Insurance 

 
Section 5238(i) of the Law permits a corporation to purchase insurance covering an agent 

whether or not the corporation has the power to indemnify the agent, except that a corporation 
may not purchase insurance covering violations of the self-dealing rules under Section 5233. 

 
Both the corporation and directors will want to have adequate insurance to protect against 

different types of liability.  The levels and types of coverage will depend on the size of the 
organization and the type of work it is doing.  For example, a small charity that makes grants to 
the opera and symphony may not need any insurance, while a larger organization that operates a 
program to take disadvantaged children on field trips will obviously need to think more carefully 
about its levels and types of coverage.   

 
The best way to assess an organization’s insurance needs is to consult with a qualified 

insurance broker.  An excellent website to visit is www.niac.org.  NIAC, the Nonprofit Insurance 
Alliance of California, provides information and insurance coverage for 501(c)(3) organizations 
in California. 

 
The following information, describing some of the different types of insurance coverage 

for nonprofits, is drawn from the NIAC website. 
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 1. General Liability Insurance (a.k.a. Commercial General Liability).  
This general insurance covers the corporation itself, rather than the individual directors and 
officers.  It typically covers tort actions, such as slip and fall and other bodily injury.  It may also 
cover contract damages.  It may or may not cover “advertising injury.”  For organizations that 
have a website or that otherwise publish, it is advisable to determine whether advertising injury 
is covered.  Without advertising injury coverage, slander and libel claims may not be covered by 
the policy.  General liability insurance is either covered on a claims made or occurrence basis.  
For this type of insurance, occurrence basis coverage is usually preferable.  Occurrence basis 
coverage means that the insurance in place at the time the act giving rise to liability occurred 
covers the claim.  Claims made typically means that the insurance in place when the claim is 
made, rather than when the act occurred, covers. 

 
 2. Employment Coverages.  There are a series of policies that protect an 

organization and its Board and officers against claims that might be raised by employees.  
Employment claims are often excluded from general liability coverage.  Some key types of 
policies are: 

 
• Improper Sexual Conduct Insurance.  NIAC advises: 

 
Buyers of this type of coverage should be particularly careful to 
understand what they are getting and not getting with this 
coverage.  Frequently, insurers claim to offer this free “silent” 
coverage with the commercial general liability, because they do 
not specifically exclude improper sexual conduct.  Buyer, beware.  
Unless this coverage is purchased as a separate policy specifically 
providing coverage for improper sexual conduct, you likely will 
not have any coverage for your employees or volunteers.  With the 
“silent” coverage, employees or volunteers who may be unfairly 
accused will receive no coverage at all under this insurance. 

 
• Employee Benefits.  This type of insurance covers damages from the 

negligent handling of the administration of your employee benefits program.   
 
• Employee Fidelity/Dishonesty Policy.  This type of policy can protect an 

organization from employee theft or embezzlement. 
 
• Employment Practices Insurance Generally.  Some general liability policies 

simply do not cover actions by employees for wrongful termination or 
discrimination.  Separate coverage may be available for these types of claims. 

 
 3. Directors and Officers (“D&O”) Liability Coverage.  The NIAC 

website points out: 
 
The key distinction with directors and officers liability is that it is intended to 
cover wrongful acts that are “intentional” as opposed to “negligent.”  This is 
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because directors and officers insurance is designed to cover actions and 
decisions of the Board of Directors.  These actions may be in error and wrong, but 
they are, nonetheless, “intentional” acts. 
 

It is important to read the policy in conjunction with other policies to make sure that between all 
of the policies of the organization, directors and officers are covered for all claims, including 
employment claims.  The policy should ideally pay defense costs as they are incurred, not on a 
reimbursement basis.  This can obviate the need for an advance from the corporation. 
 

Some specific features to look for in D&O insurance include: 
 

• Full prior acts coverage 

• Broad employment practices liability coverage, including harassment and 
discrimination  

• Broad definition of insured, including the nonprofit itself (entity coverage)  

• Defense costs paid as incurred (instead of a reimbursement policy)  

• No or minimal deductibles  

• Free legal consultation for members prior to taking personnel action  

 
 4. Umbrella Coverage.  Umbrella coverage typically provides higher limits 

for a variety of coverages.  For example, an umbrella policy may increase the limits of coverage 
on a commercial general liability policy, a business auto policy, and a directors and officers 
policy. 
 

Some other types of insurance an organization might consider, depending on its activities 
and size, are: 
 

• Commercial Property Social Service Professional Liability 
• Non-Owned/Hired Auto Liability 
• Business Auto Liability 
• Student/Volunteer/Participant Accident Policy 
• Foster Parent Liability 
• Liquor Liability 

 
C. Special Volunteer Protections 

 
In 1986, in Francis T. v. Village Green Owners Ass’n, 42 Cal3d 490 (1986), the court 

determined that directors of a condominium owners’ association could be personally liable for 
negligently failing to authorize repairs that resulted in an injury to a condominium owner and 
member of the association.  The court suggested that even though the directors had fulfilled their 
fiduciary duties to the corporation, they could be personally liable to the plaintiff.  This case, 
perhaps as well as other factors, made it prohibitively expensive for many nonprofits to acquire 
directors and officers liability insurance. 
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In response, the California legislature adopted special statues to protect directors of 

nonprofit corporations.  Section 5047.5 of the Law, for example, is based on the following 
legislative finding: 
 

The Legislature finds and declares that the services of directors and officers of 
nonprofit corporations who serve without compensation are critical to the 
efficient conduct and management of the public service and charitable affairs of 
the people of California.  The willingness of volunteers to offer their services has 
been deterred by a perception that their personal assets are at risk for these 
activities.  The unavailability and unaffordability of appropriate liability 
insurance makes it difficult for these corporations to protect the personal assets of 
their volunteer decisionmakers with adequate insurance.  It is the public policy of 
this state to provide incentive and protection to the individuals who perform these 
important functions.  
 
In 1997, Congress added a federal statute as well.  Most knowledgeable advisors believe 

that the net effect of these various statutes, while well-intended, is minimal.  Even if directors 
and officers ultimately prevail in a lawsuit because of these statutes, they will likely be mired in 
litigation for months or years, because a savvy plaintiff’s lawyer will plead around the statutory 
protections.  Nonetheless, this outline now examines these statutes. 

 
 1. Section 5047.5 
 
Section 5047.5 of the Law provides: 
 

[e]xcept as provided in this section, no cause of action for 
monetary damages shall arise against any person serving without 
compensation as a director or officer of a nonprofit corporation . . . 
on account of any negligent act or omission occurring (1) within 
the scope of that person’s duties as a director acting as a board 
member, or within the scope of that person’s duties as an officer 
acting in an official capacity; (2) in good faith; (3) in a manner that 
the person believes to be in the best interest of the corporation; and 
(4) is in the exercise of his or her policymaking judgment. 

 
 The statute does exclude several important types of claims, including: 
 

(1) Self-dealing transactions, as described in Sections 5233 and 
9243.  

 
(2) Any action or proceeding brought by the Attorney General. 
 
(3) Intentional, wanton, or reckless acts, gross negligence, or 

an action based on fraud, oppression, or malice.  
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By its terms, the section only applies to directors of Section 501(c)(3) and Section 

501(c)(6) entities, and only if the nonprofit corporation maintains a general liability insurance 
policy with an amount of coverage of at least the following amounts:  

 
(1) If the corporation’s annual budget is less than $50,000, the minimum 

required amount is $500,000.  
 
(2) If the corporation’s annual budget equals or exceeds $50,000, the 

minimum required amount is $1 million.  
 

The Insurance must be “applicable to the claim.”  So, presumably, claims for which the 
corporation is not covered under a general liability policy are also not claim covered under 
Section 5047.5.  Interestingly, the standard of care as set forth in Section 5047.5 is essentially 
the same standard required under Section 5231,15 but without the ability to rely upon third 
parties.  As a result, Section 5047.5, which is supposed to afford more protection, may actually 
result in less protection to the directors to whom it applies. 

 
As a practical matter, Section 5047.5 will be helpful if an uncompensated director was 

negligent, but not more than negligent, but nonetheless acted in good faith and in a manner the 
director believed to be in the best interests of the corporation.  The Section will only apply if the 
corporation had, in place, the adequate insurance coverage for the corporation, as well.  Because 
some of the findings are factual, a director may not know whether the Section protects him until 
trial. 

 
 2. Section 5239 

 
Section 5239, which applies specifically to public benefit corporations, provides that: 

 
(a) There shall be no personal liability to a third party for monetary 

damages on the part of a volunteer director or volunteer executive 
officer of a nonprofit corporation subject to this part, caused by the 
director’s or officer’s negligent act or omission in the performance 
of that person’s duties as a director or officer, if all of the 
following conditions are met:  

 
(1) The act or omission was within the scope of the 

director’s or executive officer’s duties. 
 
(2) The act or omission was performed in good faith.  
 

                                            
15 Corporations Code Section 5231 applies to public benefit corporations, Section 7231 to mutual benefit 
corporations, and Section 9241 to religious corporations. 
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(3) The act or omission was not reckless, wanton, 
intentional, or grossly negligent.  

 
(4) Damages caused by the act or omission are covered 

pursuant to a liability insurance policy issued to the 
corporation, either in the form of a general liability 
policy or a director’s and officer’s liability policy, or 
personally to the director or executive officer.  In the 
event that the damages are not covered by a liability 
insurance policy, the volunteer director or volunteer 
executive officer shall not be personally liable for the 
damages if the Board of Directors of the corporation 
and the person had made all reasonable efforts in good 
faith to obtain available liability insurance.  

 
(b) “Volunteer” means the rendering of services without 

compensation.  “Compensation” means remuneration whether by 
way of salary, fee, or other consideration for services rendered.  
However, the payment of per diem, mileage, or other 
reimbursement expenses to a director or executive officer does not 
affect that person’s status as a volunteer within the meaning of this 
section.  

 
(c) “Executive officer” means the president, vice president, secretary, 

or treasurer of a corporation, or such other individual who serves 
in like capacity, who assists in establishing the policy of the 
corporation. 

 
(d) Nothing in this section shall limit the liability of the corporation 

for any damages caused by acts or omissions of the volunteer 
director or volunteer executive officer. 

 
(e) This section does not eliminate or limit the liability of a director or 

officer for any of the following:  
 

(1) As provided in Section 5233 or 5237.  
 

(2) In any action or proceeding brought by the Attorney 
General.  

 
As used in this section, as applied to nonprofit public benefit corporations that have an 

annual budget of less than $25,000 and that are exempt from federal income taxation under 
Section 501(c)(3) of the Internal Revenue Code, the condition of making “all reasonable efforts 
in good faith to obtain available liability insurance” shall be satisfied by the corporation if it 
makes at least one inquiry per year to purchase a general liability insurance policy and that 
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insurance was not available at a cost of less than 5% of the previous year’s annual budget of the 
corporation. If the corporation is in its first year of operation, this subdivision shall apply for as 
long as the budget of the corporation does not exceed $25,000 in its first year of operation.  
 

Again, as with Section 5047.5, the standard of care as set forth in Section 5239 is 
essentially the same standard required under Section 5231, but without the ability to rely upon 
third parties.  As a result, Section 5239 may afford less protection to directors than does Section 
5231. 

 3. Code of Civil Procedure Section 425.14. 

The last California liability protection provision that appears to apply to uncompensated 
directors and officers of nonprofit corporations organized for “charitable, educational, social, 
scientific or public service” purposes is California Code of Civil Procedure Section 425.14.  
What Section 425.14 purports to do is create what is commonly described as a “pleading hurdle” 
to shield qualified nonprofit directors and officers from suits based on claims arising out of 
negligent acts or omissions by the director or officer within the scope of the person’s duties as 
such.  Such a claim can only be included in a complaint following a judicial determination 
(based on a verified petition and supporting affidavits) that evidence exists which substantiates 
the claim. 

Unfortunately, Section 425.14 has as many exceptions, exclusions, and qualifications 
regarding coverage as the two Corporations Code provisions described above.  For example, the 
broad reference to “charitable, educational . . . and scientific” organizations, the pleading hurdle 
of Section 425.15, is not available to IRC Section 501(c)(3) charitable or educational 
organizations.  Instead, the Section’s coverage is limited to organizations which qualify for 
exemption under IRC Sections 501(c)(1) (credit unions), 501(c)(5) (labor unions), 501(c)(7) 
(social clubs), or 501(c)(19) (veterans’ groups). 

 4. The Federal Volunteer Protection Act of 1997. 
 
On June 18, 1997, Congress passed the Volunteer Protection Act of 1997.  The purpose 

of the Act is to limit lawsuits against volunteers serving nonprofit public and private 
organizations and governmental agencies.  Unfortunately, like similar statutes at the state level 
(including California’s, on which the Act was modeled in part), many knowledgeable observers 
believe it has not achieved this goal.   

  a. What Does the Act Do?  The Act generally provides that if a 
volunteer meets certain criteria, that is a complete defense to an action and there is no liability.  
If the volunteer does not meet these criteria, he or she may still have some protection from 
liability, as long as the volunteer has not engaged in specific types of prohibited conduct.  This 
protection limits the imposition of punitive damages and limits the recovery from a volunteer of 
non-economic damages, but probably does not limit the liability of volunteers for economic 
damages.  The Act does not prohibit lawsuits against volunteers, but only provides a defense if 
and when a lawsuit is filed.  The Act generally pre-empts conflicting state laws, applying to all 
volunteers unless a state passes a statute specifically eliminating the applicability of the Act to its 
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citizens.  State laws more protective of volunteers are not pre-empted.  The Act does not apply to 
an action brought by the organization against the volunteer, nor does it limit the liability of the 
organization itself, to the extent it would otherwise be responsible for the act of the volunteer. 

The problem with this approach is that, where suits are not altogether prohibited, 
plaintiffs’ counsel can usually frame the complaint to come within the circumstances in which 
suits are permitted.  Then, even if the volunteer is ultimately absolved of all liability under the 
statute, that occurs only after going through at least some litigation, at often substantial cost to 
the volunteer’s peace of mind and pocketbook. 

  b. Who Is a Volunteer?  A volunteer, for purposes of this Act, is 
anyone who (a) performs services (including officers, directors, trustees, and direct service 
volunteers) (b) for a nonprofit organization or governmental entity, and (c) receives no 
compensation (although reasonable reimbursement for expenses incurred is allowed), or (d) does 
not receive anything of value in excess of $500 per year, in lieu of compensation.   

This definition raises several issues.  First, the question of “compensation” is not always 
clear, particularly where the volunteer receives incidental benefits.  If an organization provides 
free meals (with a value of $3 each) to its volunteers who are performing services, and a 
volunteer performs services four days a week, 50 weeks a year, is that volunteer denied coverage 
of the Act?  What if the individual volunteers one day a week for 52 weeks, and is provided with 
free child care (value $10 per day) during the time s/he is volunteering (which is necessary in 
order to allow the individual to volunteer)?  Does this mean that the more an individual 
volunteers for an organization that provides incidental benefits, the less chance that individual 
will be protected by the Act? 

A nonprofit organization is defined as an organization exempt under IRC Section 
501(c)(3) or “any not-for-profit organization which is organized and conducted for public benefit 
and operated primarily for charitable, civic, educational, religious, welfare, or health purposes” 
which does not commit a hate crime.  While the first category of nonprofit is clear, the second is 
much less so.  According to the legislative history, it was apparently intended to cover trade 
associations, and other types of non-charitable nonprofits.  

  c. When Does the Act Protect a Volunteer from Liability?  Except as 
otherwise provided in the Act, a volunteer is not liable for harm caused by an act or omission of 
the volunteer on behalf of the organization if: 

(i) The volunteer is acting within the scope of the volunteer’s responsibilities 
in the organization at the time of the act or omission; 

 
(ii) If appropriate or required, the volunteer must be properly licensed, 

certified, or authorized by the appropriate authorities in the state for the 
activities taken; 

 



 

{00280216.DOC; 1} 25

(iii) There is no willful or criminal misconduct, gross negligence, reckless 
misconduct, or a conscious, flagrant indifference to the rights or safety of 
the individual harmed by the volunteer; and 

 
(iv) The harm was not caused by the operation of a vehicle, vessel, or aircraft 

where state law requires an operator’s license and insurance. 
 
Again, the problems with this approach are evident.  In many organizations, the scope of 

the volunteer’s responsibilities is undefined or ill-defined; the organization is often happy to get 
whatever help it can, whenever the volunteer is available.  Sometimes the organization does not 
even know what the volunteer is doing or under what circumstances s/he is performing these 
services.  Volunteer coordination often occurs at a fairly low level in the organization’s 
hierarchy – must the organization have authorized the specific activity by the specific volunteer 
for the Act to apply?  If so, at what level?  What if the volunteer takes it upon him/herself to 
perform some service on behalf of the organization, for its benefit – will s/he be considered to be 
acting within the scope of the volunteer’s responsibilities? 

As to the second criterion, it is unclear what is meant by a license being “appropriate.”  
Actual state licensing requirements are clear, but does the Act mean that if licensing were found 
by a court to have been appropriate, even though the state had no licensing requirement, the 
volunteer would have had to be licensed to be protected? 

The standard of culpability is similarly flawed.  In order to include a volunteer in a 
lawsuit, a plaintiff need only plead indifference on the part of the volunteer to the plaintiff’s 
rights or safety, even if the volunteer had no affirmative duty to look out for the plaintiff’s 
safety, and even if the volunteer did nothing him/herself, but only failed to take action.   

The Act provides that certain state-imposed additional conditions will not be considered 
to be inconsistent with the Act: 

(a) A state may require the organization to adhere to risk management 
procedures, including mandatory training of volunteers. 

 
(b) A state may make the organization liable for the acts or omissions of its 

volunteers to the same extent as an employer is liable for the acts or 
omissions of its employees. 

 
(c) A state may provide that there is no limitation of liability in actions 

brought by the state or a local government. 
 
(d) A state may require the limitation of liability to be contingent upon the 

organization’s providing a financially secure source of recovery for the 
individual harmed, such as an insurance policy or other arrangement to 
assure that the organization will be able to pay losses up to a specified 
amount.   
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The provision regarding risk management procedures, “including mandatory training of 
volunteers,” if enacted by a state, could result in expensive, time-consuming, difficult-to-
implement, and ineffective requirements that could actually discourage individuals from 
volunteering, and also making it difficult, if not impossible, for many organizations to use 
volunteers.  This is the exact opposite of the declared intention of the Act. 

The provision concerning organizations being liable for volunteer activities would appear 
to be of no help to volunteers, and possibly detrimental to the organizations they volunteer for, 
giving the plaintiff two defendants instead of one.  One solution might be for the state to allow 
the organization to make an election to assume liability only to the extent that the volunteer is 
relieved of it. 

The final additional condition simply encourages organizations to have adequate 
insurance protection against lawsuits arising from volunteer activities.  This is a good idea 
anyway – nonprofits should carry coverage, not only for directors’ and officers’ liability, but 
liability of all types of volunteers.  It is extremely important that insurance policies are reviewed 
carefully and the organization knows exactly what its policy covers and what it excludes.  For 
example, under the Act, actions against volunteers can be expected to include a claim of 
intentional or reckless conduct, so it is important that these claims are not excluded. 

If a volunteer meets the requirements set forth above, the volunteer is not personally 
liable and, if sued, is entitled to be dismissed from the action.  If the volunteer does not meet 
these requirements, there is still a question of whether the Act provides a limitation on the type 
or amount of damages for which a volunteer is liable. 

  d. What Conduct Is Not Protected by the Act?  There are five specific 
situations in which the Act does not apply.  These are where there is misconduct by the 
volunteer:  (a) that constitutes a crime of violence or terrorism for which the defendant has been 
convicted, (b) that constitutes a hate crime (no conviction appears to be required), (c) that 
involves a sexual offense for which the defendant has been convicted, (d) where the defendant 
has been found to have violated a federal or state civil rights law, or (e) where the defendant was 
under the influence of drugs or alcohol at the time of the misconduct.  While, in all likelihood, 
none of these situations would ever be found to be within the scope of a volunteer’s 
responsibilities, it is helpful to have them listed in the statute, as they provide some guidance as 
to what conduct is not protected and when a volunteer will be treated like any other defendant.  
However, these provisions also suffer from some ambiguity:  Who determines what is a hate 
crime?  Who must find the defendant to have violated a civil rights law?  How is “under the 
influence” determined? 

  e. What Limitations of Liability Does the Act Provide?  If a volunteer 
is acting within the scope of the volunteer’s responsibilities to the organization but does not 
otherwise meet the criteria discussed above, and none of the exclusions discussed above in the 
preceding section apply, the volunteer’s liability will be limited by the Act as follows: 

   (i) Punitive Damages.  Unless the injured party can establish, 
by clear and convincing evidence, that the harm was caused by the volunteer’s action and that 
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the action constituted willful or criminal misconduct, or a conscious flagrant indifference to the 
rights and safety of the individual harmed, punitive damages may not be awarded against the 
volunteer. 

   (ii) Non-Economic Losses.  For any non-economic loss (losses 
for physical and emotional pain, suffering, inconvenience, physical impairment, mental anguish, 
disfigurement, loss of consortium, loss of injury to reputation, etc.), a volunteer covered by this 
Act will only be liable for these damages to the extent of his or her percentage of responsibility 
for the harm.  To the degree that a volunteer is found to be at fault, “the court shall render a 
separate judgment” against that volunteer for the percentage of the loss for which the volunteer 
was responsible.   

The Act does not mention apportionment for economic losses.  This author’s assumption 
is that, except to the degree the volunteer is protected from all liability, all defendants will be 
jointly and severally liable for economic losses. 

  f. Conclusion.  The intention of the Act is admirable, but its language 
is flawed, and is unlikely to provide significant protection to volunteers.  It will not shield many 
volunteers from having to defend a lawsuit, even if the Act ultimately protects them from 
judgment 
 

D. Attorneys on Nonprofit Boards 
 
 Attorneys who plan to sit on nonprofit boards need to give special consideration to the 
relationship between their role as a Board member and their role as legal counsel.  A full 
discussion of this ethical issue is beyond the scope of this outline, but attorneys who are 
considering service on nonprofit Boards should at least consider some critical issues and some of 
the potential risks.  These issues were addressed in 2001 in a Report and Recommendations of 
the Committee on Lawyer Business Ethics of the ABA Section of Business Law (the “Report”), 
printed in The Business Lawyer, Vol. 57 (Nov. 2001).   
 
 This Report is an excellent resource, as it also cites to formal ABA Opinions and earlier 
reports on the same topic.  The Report addresses Rule 1.7 of the Model Rules of Professional 
Conduct, as well. The Report states that there is no legal prohibition against attorneys serving as 
directors of a nonprofit or for-profit corporation.  Nor is there a prohibition against an attorney 
serving the dual role of director and legal counsel.   Indeed, the Comment to Rule 1.7 of the 
Model Rules of Professional Conduct assumes that the lawyer is a director and prescribes how 
the lawyer should determine whether his or her independence of professional judgment is 
compromised by a conflict between the responsibilities arising out of his or her two roles. 
 
 Some of the possible risks an attorney faces when sitting on the Board of a nonprofit 
include: 
 

• Role confusion – Is the attorney acting as legal counsel, a Board member, 
or both? 

 



 

{00280216.DOC; 1} 28

• Possible conflict between duty of care and need to zealously represent 
client. 

 
• Which insurance, if any, covers the director’s actions – D&O or 

malpractice? 
 

• Possible disqualification of lawyer from representing a client as counsel if 
the lawyer, as Board member, might also be called as a witness. 

 
• Possible risk of loss of attorney-client privilege for legal advice a 

lawyer/Board member rendered to a corporation. 
 

• The lawyer-director may in some circumstances be held to a higher 
standard of care (an ordinarily prudent lawyer-director), at least as to legal 
matters, than that applicable to non-lawyer directors. 

 
Two basic commonsense steps to minimize risk: 

 
• Where a lawyer serves on a Board only as a Board member, and not as 

counsel, make that relationship clear, up front, in writing.  Be diligent 
about reminding fellow Board members in meetings. 

 
• Where a lawyer serves in the dual role of director-lawyer, he or she should 

make it clear at all times in which capacity he or she is serving, and the 
minutes should reflect that status.  

 
The Report recognizes that service on a nonprofit Board may be inherently less risky than 

service on a for-profit Board, where lawsuits are more commonplace, but the following 
guidelines from the Report are instructive for all lawyers considering Board service: 
 

Guidelines for the Lawyer  
 

In deciding whether to serve on a client’s Board a lawyer should:  
 

• Take reasonable steps to assure that management and the board 
(including new additions from time to time to the management 
team or the board) understand:  

 
 the different responsibilities of lawyer and director;  

 
 that the lawyer represents the corporate entity; and  

 
 that ethical rules may at times require the lawyer to 

recommend the engagement of other counsel on specific 
matters. 
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• Take reasonable steps to assure that management and the board 

understand that the attorney-client privilege does not extend to 
business matters (as opposed to legal advice) discussed at board 
meetings or between directors.  

 
• Safeguard the attorney-client privilege to the extent possible by, 

among other things, making it clear when communications to or 
from the lawyer-director are made in his or her capacity as lawyer 
(as opposed to communications among directors).  

 
• Carefully review the minutes of board meetings to assure that they 

identify the occasions during the meetings on which attorney-client 
communications were exchanged, and to assure that they do not 
report those communications in a manner that could be interpreted 
as waiving the attorney-client privilege. The lawyer should make 
sure that the person taking notes and drafting the minutes 
understands this concern because draft minutes may be 
discoverable (whether in hard copy or computer memory).  

 
• Refrain from voting as director upon the engagement of the 

lawyer’s firm as counsel, the approval of fees of or fee 
arrangements with the lawyer’s firm, or other matters in which the 
lawyer-director or his or her firm has a direct and material interest.  

 
• Identify any potential gaps in coverage (i.e., policy exclusions that 

raise questions as to whether the lawyer-director’s activities as 
director are adequately covered by insurance) between the client’s 
D&O liability insurance covering the lawyer as a director and the 
lawyer’s professional liability insurance.  

 
• At all times when rendering legal advice exercise the independent 

professional judgment required of a lawyer, advising against action 
that is illegal or likely to harm the corporation even when favored 
by management or the other directors.  

 
• Diligently and zealously, within the limits of applicable law and 

ethical rules, perform the duties of counsel once a decision has 
been reached by management or the board, even if he or she 
disagrees with it as director. 

 
The Report also suggests some guidelines that law firms might impose on all of their 

lawyers. 
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IV. SECTION 501(C)(3) – A PRIMER 
 

This section of the outline first describes some of the basic rules that affect all Section 
501(c)(3) organizations.  It then discusses three special issues:  unrelated business taxable 
income, excess benefits transactions, and public charity status. 
 

A. Rules Applicable to All 501(c)(3) Organizations 
 

IRC Section 501(c)(3) defines tax-exempt organizations as follows: 
 

Corporations, and any community chest, fund, or foundation, organized 
and operated exclusively for religious, charitable, scientific, testing for 
public safety, literary, or educational purposes, or to foster national or 
international amateur sports competition (but only if no part of its 
activities involve the provision of athletic facilities or equipment), or for 
the prevention of cruelty to children or animals, no part of the net earnings 
of which inure to the benefit of any private shareholder or individual, no 
substantial part of the activities of which is carrying on propaganda, or 
otherwise attempting, to influence legislation (except as otherwise 
provided in subsection (h)), and which does not participate in, or intervene 
in (including the publishing or distribution of statements), any political 
campaign on behalf of (or in opposition to) any candidate for public 
office. 

 
Put more simply, in order to qualify as a tax-exempt charitable organization, an entity 

must be organized and operated for one or more of the exempt purposes listed above, and it must 
refrain from inurement, electioneering, and substantial lobbying. 
 

 1. Organizational Test 
 

The organization’s governing document – whether Articles of Incorporation, Articles of 
Association, or a trust agreement – must meet certain requirements in order to satisfy the 
organizational test.  The document must limit the charity’s purposes to one or more of the 
purposes listed in IRC Section 501(c)(3).  Moreover, it must not “expressly empower the organi-
zation to engage, otherwise than as an insubstantial part of its activities, in activities which in 
themselves are not in furtherance of one or more exempt purposes.”  (Reg. Sec. 1.501(c)(3)-
1(b)(1)(i)(b).)  In practice, the charity must also include an affirmation that it will not engage in 
prohibited political activities.  Finally, it must make clear that its assets are irrevocably dedicated 
to one or more exempt purposes.  For a recent discussion of the parameters of this test, see the 
IRS website (www.IRS.gov/charities), article titled “Organizational Test – IRC 501(c)(3)” by 
Elizabeth Ardoin. 
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 2. Operational Test 
 
The operational test forms the heart of the discussion in this paper.  IRC Section 

501(c)(3), taken literally, requires an organization to be operated exclusively for exempt 
purposes.  The Regulations, however, add some flexibility to what is known as the operational 
test.  They make clear that a charity may qualify as such if it is operated primarily for exempt 
purposes.  An “insubstantial part” of the charity’s activities may be devoted to non-exempt pur-
poses.  (Reg. Sec. 1.501.(c)(3)-1(c)(1).)  Thus, a charity may operate a trade or business whose 
conduct is not related to the achievement of its exempt purposes without losing its charitable 
status under the tax law.  (IRC Sections 511-515, generally; Reg. Sec. 1.501(c)(3)-1(e)(2).)  And 
private interests may benefit from the charity’s activities if that benefit is an unavoidable 
incident of the charity’s otherwise proper activities.  However, the operational test requires a 
charity to “establish that it is not organized or operated for the benefit of private interests such as 
designated individuals, the creator or his family, shareholders of the organization, or persons 
controlled, directly or indirectly, by such private interests.”  (Reg. Sec. 1.501(c)(3)-1(d)(1)(ii).) 

 
 3. Prohibition of Inurement 
 
IRC Section 501(c)(3) specifically requires that “no part of the net earnings of [the 

organization] inures to the benefit of any private shareholder or individual . . . .”  The IRS Chief 
Counsel’s office has written that “[i]nurement is likely to arise where the financial benefit repre-
sents a transfer of the organization’s financial resources to an individual solely by virtue of the 
individual’s relationship with the organization, and without regard to accomplishing exempt 
purposes.”  (Gen. Couns. Mem. 38,459 (July 31, 1980).) 

 
The IRS takes the position that “all persons performing services for an organization have 

a personal and private interest [in that organization] and therefore possess the requisite 
relationship necessary to find private benefit or inurement.”  (Gen. Couns. Mem. 39,670 
(June 17, 1987).)  The Tax Court, however, does not cast its net quite this broadly.  Rather than 
assume that all employees are insiders when testing for inurement, the Tax Court has stated that 
an insider is one who has a unique relationship with the organization by which the insider, by 
virtue of his or her control or influence over the organization, can cause its funds or property to 
be applied for the insider’s private purposes.  (American Campaign Academy v. U.S., 92 T.C. 
1053 (1989).) 

 
IRC Section 4958 provides the IRS with the ability to impose intermediate sanctions, 

short of revocation of exempt status, on insiders who engage in excess benefit transactions.  As 
the law under Section 4958 evolves, it is likely that the definition of insiders or “disqualified 
persons” under Section 4958 will also be used to define insiders for purposes of the inurement 
prohibition.  It is also likely that given the right to impose intermediate sanctions on insiders who 
profit from a charity improperly, the IRS is less likely to pursue revocations on grounds of 
inurement.  
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 4. Prohibition of Electioneering 
 
A charity may not support or oppose candidates for public office.  The IRS considers this 

prohibition to be absolute.  The Chief Counsel’s office has stated that “an organization described 
in IRC Section 501(c)(3) is precluded from engaging in any political campaign activities.”  (Gen. 
Couns. Mem. 39,694 (Jan. 22, 1988).)  Some activities that initially appear overtly political may 
not, however, constitute prohibited electioneering.  Where students in a political science course 
were required to participate in political campaigns of their choosing as part of their course work, 
or where the college provided facilities and faculty advisors for a student newspaper that 
published student-written editorials on political matters, the IRS has ruled that the college was 
not itself breaking the rules against supporting or opposing candidates.  (Rev. Rul. 72-512, 1972-
2 C.B. 246; Rev. Rul. 72-513, 1972-2 C.B. 246.)  A charity is also allowed to register voters, to 
urge registered voters to vote, and to educate voters, so long as its activities are nonpartisan.  
(IRC Section 4945(f); Reg. Sec. 53.4945-3(b); Rev. Rul. 78-248, 1978-1 C.B. 154.) 

 
 5. Prohibition of Substantial Lobbying 
 
A charity may not devote a substantial part of its activities to attempting to influence 

legislation.  However, charities that are neither churches nor private foundations may quite 
properly engage in legislative lobbying without risking their tax-exempt status, so long as 
lobbying remains an insubstantial part of their overall activities, by taking advantage of the 
provisions of IRC Sections 501(h) and 4911.  The former defines substantiality with reference to 
a charity’s expenditures on lobbying, and the latter defines precisely what is and is not lobbying. 

 
Even under the “insubstantiality” test, much advocacy commonly conducted by charities 

does not rise to the level of lobbying.  A charity can attempt to influence the actions of 
government officials aside from legislative decisions, advocate its views through public interest 
litigation, convene conferences on public policy issues even if those issues are controversial, and 
express its views on those issues through advertisements, all without engaging in lobbying as the 
IRS understands the term. 

 
B. Unrelated Business Taxable Income 

 
Organizations that are tax-exempt under Section 501(c)(3) of the Internal Revenue Code 

generally do not pay taxes on the income that they generate.  There are two significant 
exceptions:  private foundations pay a 2%, or sometimes 1%, tax on their investment income,16 
and any Section 501(c) organization with UBTI pays UBIT on that income at the regular 
corporate tax rates.17 

  
A Section 501(c) organization generates UBIT when it recognizes net income from: 
 

                                            
16   Code Sec. 4940. 
 
17   Code Sec. 511. 
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• A trade or business, which is 
• Regularly carried on, and which is 
• Not substantially related to the organization’s exempt purpose. 

 
If any one of these elements is absent, we need look no further – there is no UBIT.18 

 
 1. Trade or Business.  A trade or business includes “any activity carried on 

for the production of income from the sale of goods or the performance of services.”19  The 
Regulations suggest that the term “trade or business” has the same meaning as it has under 
Section 162 in connection with analyzing the deductibility of business expenses.20  Although 
there have been cases that analyze the “trade or business” element of the test, and although it is 
possible to have an income-generating activity that is not a “trade or business,” as a practical 
matter, most potential UBIT matters that come to the attention of a practitioner are going to 
satisfy the “trade or business” element of the test. 
 

 2. Regularly Carried On.  The Regulations provide that whether or not a 
trade or business is regularly carried on is determined by examining the “frequency and 
continuity with which the activities productive of the income are conducted and the manner in 
which they are pursued.”  The stated purpose in the Regulations is “to place exempt organization 
business activities upon the same tax basis as the nonexempt business endeavors with which they 
compete.”21   
 

The analysis of whether a particular activity is regularly carried on depends, of course, on 
all of the facts and circumstances, but the following guidelines can be drawn from the cases, 
rulings, and regulations, although the rulings and cases are by no means always consistent. 
 

• It is important to compare the frequency and continuity of the activity with 
comparable activities being carried on by commercial entities.  (Reg. 
1.513-1(c)(1).)  For example, if an activity is inherently seasonal, such as 
horseracing, then the regularity must be determined by examining the 
normal time span of comparable commercial activity.  (Reg. 1.513-
1(c)(2)(i).) 

 
• An activity carried on one or two weeks a year is not likely to be regularly 

carried on, especially if other taxable entities engage in the same activity 
on a more regular basis.  (Reg. 1.513-(c)(2)(i).) 

                                            
18   This paper presents a quick review of some of the key cases and rulings defining each of the three elements of 
the test.  For a more thorough discussion of this topic, see CEB Advising California Non-Profit Corporations, 
Chapter 15 – “Taxation of Investment and Business Activities of Tax-Exempt Corporations,” J. Patrick Whaley. 
 
19   Code Sec. 513(c); Reg. 1.513-1(b). 
 
20   Code Sec. 1.513-1(b). 
 
21   Reg. Sec. 1.513-1(c). 
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• An activity carried on once a week, such as the operation of a commercial 

parking lot, each week of the year, is regularly carried on.  (Reg. 1.513-
1(c)(2)(i).) 

 
• Annual or semi-annual fundraisers are typically not regularly carried on, 

even though they occur every year. 
 

• In NCAA v. Commissioner, 914 F.2d 1417 (10th Cir. 1990), the Court held 
that advertising in the NCAA program was not a regular activity, because 
the tournament had a very limited two- to three-week duration, even 
though the NCAA spent much of the year selling the advertising space.  
The IRS does not follow this case, and it is probably not prudent to rely on 
this case, especially outside of the 10th Circuit. 

 
• In Suffolk County Patrolmen’s Benevolent Association, 77 T.C. 1314 

(1981), the Court found that the production of an annual vaudeville show 
conducted over eight to sixteen weeks, including a printed program for the 
show that accepted advertisements, was not regularly carried on, even 
though the activities were conducted by professional fundraisers over a 
six-month period.  The IRS acquiesced in this decision (AOD 1249, 
March 22, 1984), but it is not clear that the IRS would reach a similar 
conclusion today. 

 
 3. Substantially Related.  Finally, if an exempt activity is substantially 

related to the organization’s exempt purpose, it does not generate UBIT.  The Regulations 
indicate that an activity is related to exempt purposes “only where the conduct of the business 
activity has a causal relationship to the achievement of exempt purposes,” and the causal 
relationship must be substantial.  (Reg. 1.513-1(d)(2).) 
 

In analyzing whether a particular activity is substantially related to an organization’s 
exempt purpose, the organization must first examine the exempt purpose set forth in its own 
organizing documents and its own charitable purpose.  An activity that may be related to 
Organization X’s exempt purpose may not be related to Organization Y’s.  With careful 
planning, however, it may be possible for Organization Y to engage in this activity by amending 
its Articles of Incorporation to expand its purposes and by providing proper notice to the IRS of 
the amendment.  
 

There are far too many cases and rulings addressing the “substantially related” test to 
summarize in this short outline, but some interesting ones include: 
 

• In United States vs. American College of Physicians, 475 U.S. 834 (1986), 
the Supreme Court examined the sale of advertisements in a medical 
journal.  The Court held that the manner of selection and presentation of 
the ads was not substantially related to the organization’s exempt purpose. 
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 The organization had argued that the purpose of the ads was to educate 
the readers, for example, about the products of pharmaceutical companies.  

 
• The examples set forth in the regulations on travel tours provide insight 

into when the IRS considers travel tours to be substantially related to an 
organization’s exempt purpose. 

 
• The museum gift shop rulings go to the heart of the substantially related 

test.  They also illustrate the “fragmentation rule”; namely, that the IRS 
can look at a series of items sold in a gift shop (for example) and 
determine that some items, such as posters or cards depicting paintings, 
are substantially related and do not generate UBIT while other items, such 
as souvenirs of the city in which the museum is located, are not 
substantially related and do generate UBIT.22  

 
• In PLR 200021056, the Service ruled that the operation of a gift shop and 

tea room by an organization established to aid deserving women to earn 
their own living through their handiwork was not substantially related to 
the particular organization’s exempt purpose. 

 
• In PLR 200032050, the Service considered a question which exempt 

organizations pose from time to time:  Can an organization rent real estate 
(debt financed) to other nonprofit organizations without being subject to 
UBIT?  The ruling indicates that one must examine whether the rental 
arrangement and the activities of the lessee further the exempt purpose of 
the organization.  An organization whose mission is economic 
development – to improve the quality of life of individuals and families in 
the inner city – can rent to organizations such as childcare providers and 
social service agencies that help it carry out those purposes.  The logic of 
the ruling also suggests, however, that if this organization were to rent to a 
qualified (c)(3) organization whose mission was, for example, preserving 
the environment or religious study, the rental arrangement would not be 
substantially related.23 

 
There are, of course, many other rulings and cases in this area.  Some areas, such as the 

relatedness of associate member dues or insurance programs provided to members, have led to 
the development of significant bodies of law, while many issues that arise are supported by 
minimal precedential guidance.  
 

                                            
22   See, e.g., Tech. Adv. Mem. 9550003 (1995) examining an array of related and unrelated items in a museum gift 
shop; see also Rev. Rul. 73-105, 1973-1 C.B. 264, which holds that the sale of scientific books and city souvenirs 
by a folk art museum is not related business. 
 
23   See also Rev. Rul. 69-572, 1969-2 C.B. 119. 
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C. Excess Benefits – Section 4958 
 

Federal tax law addresses conflicts of interest in Section 4958 of the Internal Revenue 
Code, which prohibits excess benefit transactions between insiders in a charity (such as its 
directors, officers, and key employees) and the charity.   

 
 1. Excess Benefit Transactions.  Excess benefit transactions are 

transactions in which an excessive economic benefit is provided by a public charity to a 
disqualified person.  A benefit is excessive if the value of the benefit exceeds the value of what 
the charity received from the disqualified person.  Typically, excess benefit transactions involve 
compensation of insiders, but they can also involve the sale or other transfer of a charity’s 
property, and they can involve the use by a disqualified person of a charity’s property, including 
intellectual property.   

 
 2. Disqualified Persons.  Disqualified persons are persons who are, or in the 

previous five years have been, in a position to exercise substantial influence over the charity’s 
affairs.  The following persons are deemed to have substantial influence:  each member of the 
Board of Directors; the president, chief executive officer, chief operating officer, treasurer, and 
chief financial officer; such persons’ spouses, ancestors, children, grandchildren, great-
grandchildren, brothers, and sisters; the spouses of the children, grandchildren, great-
grandchildren, brothers, and sisters; and any entity in which such persons hold more than 35% of 
the control.  For a corporation, this means more than 35% of the voting power, for a partnership 
it means more than 35% of the profit interest, and for a trust it means more than 35% of the 
beneficial interest.  In addition, the Board may determine that other persons exercise substantial 
influence over the charity’s activities based on facts and circumstances.  Such persons could 
include the founder of the charity, a substantial contributor to the charity, a person with 
managerial authority over the charity, or a person with control over a significant portion of the 
charity’s budget.  

 
 3. Establishing the Presumption of Reasonableness.  Normally, when a 

charity engages in a transaction with a disqualified person (such as a major donor or a Board 
member), the charity must be prepared to demonstrate that it has taken appropriate steps to 
ensure that it is not providing an excess benefit to the insider. 

 
Regulations to Section 4958 (the “Regulations”) describe the steps an organization may 

take to create a presumption that no excess benefit transaction occurs and to shift the burden of 
proof onto the IRS.  Under Section 53.4958-6 of the Regulations, payments under a 
compensation arrangement will be presumed to be reasonable, and a transfer of property or 
services between a charity and a disqualified person is presumed to be at fair market value, if the 
following conditions are satisfied: 

 
• The compensation arrangement or terms of transfer are approved in 

advance by the charity’s governing body, or by a committee of the 
governing body composed entirely of individuals who do not have a 
conflict of interest with respect to the arrangement or transaction; and 
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• The governing body or committee obtained and relied upon appropriate 

data as to comparability before making its decision; and  
 

• The governing body or committee adequately documented the basis for its 
decision concurrently with making that decision. 

 
In order to ensure that the Board of Directors is not inappropriately influenced by a 

director with a conflict of interest, the Regulations provide that a director with a conflict of 
interest can meet with other members of the Board only to answer questions. The director should 
otherwise recuse him- or herself from the meeting and should not be present during debate and 
voting on the transaction in question.  

 
The Regulations provide some examples, but not an exhaustive list, of the type of data 

that is considered appropriate when considering comparability.  In the case of compensation, 
relevant information includes compensation levels paid by similarly situated organizations for 
functionally comparable positions; the availability of similar services in the geographic area; 
independent compensation surveys compiled by independent firms; and actual written offers 
from similar institutions competing for the services of the disqualified person.  In the case of 
property, the Regulations provide that relevant information includes, but is not limited to, current 
independent appraisals of the value of all property to be transferred, and offers received as part 
of an open and competitive bidding process.  Treas. Reg. Section 53.4958-6(c)(2). 

 
For the decision to be documented adequately, the written records of the governing body 

or committee must note (1) the terms of the transaction that was approved and the date it was 
approved; (2) the members of the Board or committee who were present during the debate on the 
transaction or arrangement that was approved and those who voted on it; (3) the comparability 
data obtained and relied upon by the Board or committee and how the data was obtained; and (4) 
the actions taken in order to appropriately exclude directors with a conflict of interest while the 
transaction was considered.  The records must be prepared by the later of the next meeting of the 
Board or committee or 60 days after the final action regarding the transaction was taken, and 
must be approved within a reasonable time after that. 

 
 4. Penalty Taxes.  Section 4958 creates a two-tier excise tax structure on 

excess benefit transactions.  The initial tax is 25% of the excess benefit resulting from each 
excess benefit transaction. The 25% tax is payable by the disqualified person.  If the 25% tax is 
imposed on an excess benefit transaction and the disqualified person does not correct the excess 
benefit within a certain amount of time, a second-tier tax of 200% of the excess benefit is 
imposed on the disqualified person.  For example, if a Section 501(c)(3) organization was found 
to have paid $150,000 to a disqualified person in a transaction for which $100,000 was fair 
market value, the disqualified person would have to pay a tax of 25% of $50,000, or $12,500, to 
the IRS.  In addition, the disqualified person would have to return the excess benefit of $50,000 
to the organization, or be subject to the added 200% penalty tax (of $100,000).   

 



 

{00280216.DOC; 1} 38

Finally, a 10% tax is imposed on the Board of an organization if the Board knowingly 
and willingly participated in the excess benefit transaction, up to a total of $10,000 for each 
excess benefit transaction.  The Board will not be considered to have knowingly participated if 
(1) after making full disclosure of the facts to an appropriate professional, the Board relies on the 
professional’s reasoned written opinion regarding the elements of the transaction within the 
professional’s expertise, or (2) the Board relies on the fact that the requirements for the 
rebuttable presumption of reasonableness have been satisfied.  Treas. Reg. Section 53.4958-
1(d)(4)(iii) and (iv).   
 

D. Public Charities and Private Foundations   
 
Tax-exempt status under Section 501(c)(3) of the Internal Revenue Code permits a 

charitable organization to pay no tax on any operating surplus it may have at the end of a year, 
and it permits donors to claim a charitable deduction for their contributions.  
 

There is a further division in the world of Section 501(c)(3) organizations, classifying 
them into private foundations and public charities.  A special regulatory scheme applies to 
private foundations in addition to the basic rules governing all charities.  The private foundation 
laws impose a 2% tax on investment income, limit self-dealing and business holdings, require 
annual distributions, prohibit lobbying entirely, and restrict the organization’s operations in other 
ways.  Also, large donors to a private foundation have a lower ceiling on the amount of 
deductible gifts they can claim each year.  In most circumstances, public charity status is 
preferable to private foundation status. 
 

A Section 501(c)(3) organization can avoid private foundation status, and thus be 
classified as a public charity, in any of three ways:  (1) by being a certain kind of institution, 
such as a church, school, or hospital; (2) by meeting one of two mathematical public support 
tests; or (3) by qualifying as a supporting organization to another public charity.  In this memo, 
we discuss the two mathematical public support tests. 
 

 1. The Public/Governmental Support Test of Sections 170(b)(1)(A)(vi) 
and 509(a)(1) 
 

This public support test was designed for charities which derive a significant proportion 
of their revenues from donations from the public, including foundation grants, and from 
governmental grants.  The test has two variations.  If an organization can satisfy either of the two 
variations of this support test, it will qualify as a public charity under Sections 170(b)(1)(A)(vi) 
and 509(a)(1). 
 

The first variation is known as the one-third test.  A charity can satisfy this test if public 
support is one-third or more of the total support figure.  Nothing more is needed if this 
mathematical fraction is attained.   
 

The second variation, known as the 10% facts and circumstances test, has two 
requirements.  First, the charity’s public support must be at least 10% of its total support.  
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Second, the charity must demonstrate, with reference to facts and circumstances specified by the 
IRS, that it is operated more like a public charity than like a private foundation. 
 

In order to determine which test applies to your organization, you must begin with the 
mathematical public support computation.   
 

The first step in that computation is to determine two figures:  total support and public 
support.24  These figures are, respectively, the denominator and the numerator of the public 
support fraction.  They are computed with reference to the charity’s revenues over a specific 
measuring period, which is usually four years in length; in the case of newly formed 
organizations, the measuring period is five years.25  In both instances, however, the figures are 
based on the revenues for the entire period.  It is not a year-by-year calculation. 
 

  a. Total Support (Support Base, Denominator).  To determine the 
charity’s support base, which is the denominator of the fraction, we add the following revenue 
items for the measuring period: 
 

• Gifts, grants,26 contributions, and membership fees received. 
 

• Gross investment income (e.g., interest, dividends, rents, royalties, but not 
gains from sale of capital assets). 

 
• Taxable income from unrelated business activities,27 less the amount of 

any tax imposed on such income. 
 

• Benefits from tax revenues received by the charity, and any services or 
facilities furnished by the government to the charity without charge, other 
than those generally provided to the public without charge. 

                                            
24   As we will explain in the second part of this memo, the definitions of total support and public support are 
different under Section 509(a)(2). 

25   When an advance ruling period is involved, the public support tests are reviewed over a five-year period.  After 
the advance ruling period, the support tests are measured on an ongoing basis over a rolling four-year period.  If the 
tests are satisfied over a particular four-year period, then the organization qualifies as a public charity for the next 
two years.  For example, if a charity satisfies the support tests for the four years from 1988 through 1991, it will be 
treated as a public charity for 1992 and 1993.  The tests are then applied again to the four years from 1989 through 
1992 to determine how the charity should be classified for 1994. 

26   In some limited circumstances, an unexpectedly large grant may be excluded from both public support tests as 
an “unusual grant” described in Regulation Section 1.170A-9(e)(6).  These technical rules are beyond the scope of 
this memorandum. 

27   Exempt organizations are generally subject to tax, at corporate rates, on their income from a trade or business 
which is regularly carried on, the conduct of which is not directly and causally related to the accomplishment of the 
organization’s exempt purposes.  There are a number of exceptions to this rule, notably for passive investment 
income.  See Internal Revenue Code Sections 511-514 and the accompanying Regulations. 
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• All other revenues, except for: 

 
 Gains from the sale of capital assets. 

 
 Gross receipts from admissions, merchandise sold or services 

performed, furnishing of facilities, or other business activities 
related to the charity’s exempt purposes. 

 
 Unusual grants, as defined by the IRS. 

 
  b. Public Support (Numerator).  The numerator of the fraction 

consists of that portion of total support which falls within the following defined classes of 
revenue: 
 

• Government grants (not fee-for-service contracts) are included in full. 
 

• Gifts, grants, contributions, and membership fees from other public 
charities qualified under Section 170(b)(1)(A)(vi) are included in full. 

 
• Gifts, grants, contributions, and membership fees from all other sources 

are counted in full, so long as the amount from each source does not 
exceed 2% of total support – that is, 2% of the denominator. 

 
• Larger gifts, grants, contributions, and membership fees may be counted 

up to 2% of the total support figure, but no more.  Any amounts above that 
figure are not counted as public support.  Note:  When applying the 2% 
limit, amounts from certain related family members, and from businesses 
and their major owners, are combined and treated as coming from one 
source. 

 
• Benefits from tax revenues received by the charity, and any services or 

facilities furnished by the government to the charity without charge, other 
than those generally provided to the public without charge, are counted in 
full. 

 
  c. The One-Third Test.  If the public support figure is one-third or 

more of the total support figure, when the two are combined in a fraction, the organization will 
qualify automatically as a public charity.   

 
  d. The 10% Facts and Circumstances Test.  If the public support 

fraction is less than one-third but more than one-tenth, the organization turns to the alternate 
public support test for donor-supported charities.  The organization must provide evidence to the 
IRS that it meets the following two requirements:  
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(1) Attraction of Public Support.  The organization must be so organized and 
operated as to attract new and additional public or governmental support 
on a continuous basis.  This can be done in one or both of two ways: 

 
(a) By maintaining a continuous and bona fide program for 

solicitation of funds from the general public, community, or 
membership group involved. 

 
(b) By carrying on activities designed to attract support from 

governmental units or other public charities. 
 

The IRS considers whether the scope of fundraising is reasonable in light 
of the organization’s charitable activities, and recognizes that fundraising 
may be limited to those persons most likely to provide seed money in its 
early years. 

 
(2) Multi-Factor Analysis.  The organization must show that it is in the nature 

of a publicly supported organization, taking into account five factors.  It is 
not generally required that all five factors be satisfied.  The factors 
relevant to each case and the weight accorded to any one of them may 
differ, depending upon the nature and purpose of the organization and the 
length of time it has been in existence.  The factors are: 

 
(a) Percentage of financial support.  This provides that the higher 

the percentage of public support above 10%, the lesser will be 
the burden of satisfying the other factors.  If the percentage is 
low due to sizable investment income on an endowment, the 
IRS will consider whether the endowment came from public or 
government sources, or from a limited group of donors. 

 
(b) Sources of support.  This factor focuses on whether the public 

support comes from government or a “representative number of 
persons,” rather than receiving almost all of its support from 
members of a single family.  Consideration is given to the type 
and age of the organization, and to whether it appeals to a 
limited constituency geographically or otherwise. 

 
(c) Representative governing body.  This factor looks at whether 

the organization’s governing body represents the broad 
interests of the public, or the personal or private interests of a 
limited number of donors.  Boards meeting this factor include 
those comprised of: 

 
(i) Public officials acting in their official capacities. 

 



 

{00280216.DOC; 1} 42

(ii) Persons having special knowledge or expertise in 
the particular field or discipline in which the 
organization is operating. 

 
(iii) Community leaders, such as elected or appointed 

officials, clergymen, educators, civic leaders, or 
other such persons representing a broad cross-
section of community views and interests. 

 
(iv) For membership organizations, individuals elected 

by a broadly based membership. 
 

(d) Availability of public facilities or services; public participation in 
programs or policies.  This factor considers evidence that the 
organization: 

 
(i) Provides facilities or services directly for the 

benefit of the general public on a continuing basis; 
e.g., museum, orchestra, nursing home. 

 
(ii) Publishes scholarly studies that are widely used by 

colleges, universities, or members of the public. 
 
   (iii) Conducts programs participated in or sponsored by 

people having special knowledge or expertise, 
public officials, or civic or community leaders. 

 
(iv) Maintains a definitive community program, such as 

slum clearance or employment development. 
 

(v) Receives significant funds from government or a 
public charity to which it is contractually 
accountable. 

 
(e) Additional factors for membership organizations.  These are: 

 
   (i) Whether dues-paying members are solicited from a 

substantial number of persons in a community, area, 
profession, or field of special interest. 

 
   (ii) Whether dues for individual members are designed 

to make membership available to a broad cross-
section of the interested public. 
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(iii) Whether the activities of the organization would 
appeal to persons having a broad common interest 
or purpose; e.g., alumni associations, musical 
societies, PTA’s. 

 
 2. The Exempt Function Income Test of Section 509(a)(2) 

 
The mathematical public support test described in Section 509(a)(2) was designed for 

charities which sell services or materials to the public.  Most of their income comes from these 
activities, rather than from donations or investment income. 
 

To qualify a public charity under Section 509(a)(2), a charity must first compute its total 
support during the measurement period.  It must then compute two fractions:  its percentage of 
investment income, which may not exceed 331/3% of the total, and its percentage of public 
support, which must exceed 331/3% of the total.  Each of these computations must be determined 
on the cash method, rather than the accrual method, of accounting.   
 

  a. Total Support.  The charity first determines its total revenues 
during the period in question.  As you will see from the charts on pages 28-29, in order to 
compute the charity’s public support level, this figure must be computed both annually and in 
the aggregate, for the entire applicable period.  The figure is the sum of the support received by 
the charity in the form of: 

 
• Gifts, grants,28 contributions, and membership fees received.  

 
• Gross receipts from admissions, merchandise sold or services performed, 

furnishing of facilities, or other business activities related to the charity’s 
exempt purposes.  
 

• Gross investment income (e.g., interest, dividends, rents, royalties, but not 
gains from sale of capital assets). 
 

• Taxable income from unrelated business activities,29 less the amount of 
any tax imposed on such income.   
 

                                            
28    In some limited circumstances, an unexpectedly large grant may be excluded from both public support tests as 
an “unusual grant” described in Regulation Section 1.170A-9(e)(6).  These technical rules are beyond the scope of 
this outline. 
 
29   Exempt organizations are generally subject to tax, at corporate rates, on their income from a trade or business 
which is regularly carried on, the conduct of which is not directly and causally related to the accomplishment of the 
organization’s exempt purposes.  There are a number of exceptions to this rule, notably for passive investment 
income.  See Internal Revenue Code Sections 511-514 and the accompanying Regulations. 
 



 

{00280216.DOC; 1} 44

• Benefits from tax revenues received by the charity, and any services or 
facilities furnished by the government to the charity without charge, other 
than those generally provided to the public without charge. 

 
The sum of all of these items, for the period in question, is the denominator of the fraction for 
each of the two Section 509(a)(2) tests. 
 

  b. The Investment Income Limitation.  In order to satisfy the Section 
509(a)(2) investment income test, a charity must normally30 receive not more than one-third of 
its total support, as defined above, from the third and fourth sources listed above – that is, from 
gross investment income31 (other than capital gains) and unrelated business taxable income (less 
tax on that income).  In other words, at the end of each measuring period, the charity must 
compute a fraction whose denominator is total support, and whose numerator consists of non-
capital-gain gross investment income and unrelated business taxable income net of tax.  If this 
fraction is more than one-third, the charity cannot qualify under Section 509(a)(2), even if it 
satisfies the public support requirements to which we now turn.   

 
  c. The Public Support Threshold.  The second of the two Section 

509(a)(2) support tests requires the charity to derive at least one-third of its total support from 
donations, membership fees, and exempt function gross receipts.  This fraction should be 
computed each year for a four-year period consisting of the prior year and the three immediately 
preceding years.  As noted above, the entire amount of donations, membership fees, and exempt 
function gross receipts for the period in question must be included in the denominator of the 
fraction.  Depending on the source and amount of the funds, however, the amount that may be 
included in the numerator of the fraction may vary from 0 to 100%.  Tables I and II set forth 
what portions of these income categories may be allocated to the numerator of the fraction. 
 
 
 

Table I 
Gifts, Grants, Bequests, Memberships, and Government Support: 

How Much Is Included in the Numerator of 
the Public Support Fraction? 

                                            
30   “Normally,” in this context, is defined in the Treasury Regulations to mean “the aggregate amount of the support 
received from [investment income and unrelated business taxable income] is not more than one-third of the total 
support of the organization for such four year period.”  Thus, it is possible to exceed the one-third ceiling in one 
year during the period and still pass the test if the fraction, computed over the aggregate measuring period, is still 
less than one-third.  Reg. Section 1.509(a)-3(c)(1)(i). 
 
31   Because investment income is subject to a strict ceiling and gross receipts must reach a specified floor, it is 
important to categorize these receipts accurately.  The Regulations give the example of a loan program serving a 
charitable class of persons or organizations by making credit available at below-market interest rates.  Under these 
circumstances, the charity should classify the interest received as gross receipts from a related activity, rather than 
as investment income. 
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SOURCE INCLUDIBLE AMOUNT 
A governmental bureau or unit 100% 
A Section 509(a)(1) public charity 100% 
A disqualified person None 
Individuals and entities that have not become disqualified 
persons by the end of the measuring period 

 
100% 

Benefits from tax revenues, and government services or 
facilities furnished at no charge 

 
100% 

 
 
 

Table II 
Gross Receipts from the Performance of Exempt Functions: 

How Much Is Included in the Numerator of 
the Public Support Fraction? 

 
SOURCE INCLUDIBLE AMOUNT 
A governmental bureau or unit Amounts received in a taxable year up to the greater of 

$5,000 or 1% of the total support received by the charity 
in that taxable year 

A Section 509(a)(1) public charity Amounts received in a taxable year up to the greater of $5,000 or 
1% of the total support received by the charity in that taxable year 

A disqualified person None 
Individuals and entities that have not become 
disqualified persons as of the end of the 
taxable year 

Amounts received in a taxable year up to the greater of $5,000 or 
1% of the total support received by the charity in that taxable year 

 
 The tables contain several technical terms whose meaning is important to understand:  
governmental bureau or unit, Section 509(a)(1) public charity, and disqualified person.   
 

(1) A government bureau or unit includes any agency or department of the federal 
government or any state or local government.  For purposes of the 1% or $5,000 
limitation, each government bureau or unit is treated as a separate payor.   

 
(2) In order to qualify for public charity status under Section 509(a)(1), a charity 

must either perform what Congress considers to be an inherently public function – 
schools, churches, hospitals, and other functions described in Section 
170(b)(1)(A)(i)(v) – or derive its support from a sufficiently diverse donor pool to 
satisfy the mathematical support test described in Section 170(b)(1)(A)(vi). 
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(3) A disqualified person32 may be an individual or a legal entity, such as a 
corporation or trust, which is described in any of the following categories, and 
which is neither a governmental bureau or unit nor a public charity described in 
Section 509(a)(1): 

 
• Substantial contributor:  one whose gifts or bequests to the charity 

exceed the greater of $5,000 or 2% of the total amount of 
donations and bequests received by the charity from its formation 
through the end of the taxable year in which the gift is made. 

 
• Owner of a substantial contributor:  any person who owns more 

than 20% of a corporation, partnership, or trust that is itself a 
substantial contributor. 

 
• Foundation manager:  an officer, director, trustee, or employee 

with equivalent responsibilities.   
 

• Family member:  Disqualified person status is attributed to 
ancestors and descendants of substantial contributors, foundation 
managers, and their spouses.  Brothers and sisters of disqualified 
persons are not treated as disqualified persons by virtue of that 
relationship. 

 
• Related legal entities:  If any person or entity described above 

owns more than 35% of the total voting power of a corporation, 
more than 35% of the profits interest in a partnership, or more than 
35% of the beneficial interest in a trust, the corporation, 
partnership, or trust is itself a disqualified person.   

 
This regulatory framework has very practical consequences for organizations that seek to 

qualify as public charities under Section 509(a)(2).  Chief among them is the need to establish 
tracking and monitoring systems so that the organization and its advisors can assess the 
organization’s compliance with the public charity tests. 

 
Charities that receive grants from governmental agencies or from Section 509(a)(1) 

public charities, as well as fees for exempt-function services or products, should bear in mind 
that grants from such organizations are counted in full in the numerator of the public support 
fraction, while fees for services or products are subject to the $5,000 or 1% annual ceiling.  The 
line between grants and gross receipts is not always clear, especially where the charity is 
producing a service or product at the request of the payor.  The fundamental question is what the 
charity is providing in return for the payment, and who is receiving the product.  Where the 
                                            
32  The technical definition of a disqualified person may be found in Internal Revenue Code Section 4946.  The 
concept of disqualified persons is primarily used in private foundation law, but it is used by the IRS in connection 
with the Section 509(a)(2) public support test as well. 
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charity provides the payor organization with a service or work product that primarily benefits the 
public, rather than primarily benefiting the payor, the IRS will treat the payment as a grant.  If 
there is any question how a payment should be classified, a charity should consult its legal 
counsel or its accountant.  
 
 
V. THE NONPROFIT INTEGRITY ACT (“NIA”) 
 
 SB 1262, the Nonprofit Integrity Act of 2004, became effective on January 1, 2005.  SB 
1262, as it finally emerged after extensive amendments, addresses two broad areas of nonprofit 
activity:  governance of charitable organizations and fundraising by or on behalf of charitable 
organizations.    
 
 This section of the outline explains the governance provisions of the Act:  the 
requirements for financial audits, for audit committees, for public disclosure of audited 
statements, and for review and approval by the board of directors of the compensation paid to the 
chief executive officer and the chief financial officer of the charitable organization.  It also 
discusses some of the Act’s extensive charitable fundraising provisions.   
 
 A. Governance 
 
  1. Financial Audits 
 
 SB 1262 was passed in the wake of corporate scandals, such as Enron and WorldCom, 
that revealed to the nation the questionable financial practices of some of the nation’s largest 
corporations.  It was intended in part to be an analog to the Sarbanes-Oxley Act, which addresses 
the financial accountability of for-profit corporations.  As such, SB 1262 focuses on the financial 
practices of nonprofit organizations in an effort to ensure that adequate accountability exists.   

 
SB 1262 attempts to institute independent oversight of the financial practices of charities. 

 Specifically, it requires certain charities to prepare annual financial statements audited by 
independent certified public accountants.  The charities subject to this new requirement are those 
charitable corporations, unincorporated associations, and charitable trusts required to file reports 
with the Attorney General.  This includes foreign corporations doing business or holding 
property in California for charitable purposes.33  On the other hand, educational institutions, 
hospitals, cemeteries, and religious organizations are exempt from the obligation to file reports 
with the Attorney General and, therefore, are not subject to either this mandatory audit 
requirement, or to the requirements for audit committees and for public disclosure of audited 
statements discussed later below.34   
 

                                            
 
33   Gov. Code §12582.1. 
 
34    Gov. Code §12583. 
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 The mandatory audit requirement applies to some but not all charitable organizations 
subject to the Act.  Only a charitable organization that receives or accrues in any fiscal year 
gross revenues of $2 million or more must meet the audit requirement.  Grant or contract income 
from the government is not included in the charitable organization’s gross revenue as long as the 
governmental entity requires an accounting of those funds. 
 
 The financial audit must be performed by an independent certified public accountant in 
accordance with generally accepted accounting principles (GAAP).  If the audit firm also 
performs non-audit functions for the charity, the firm and its auditors must conform to the 
standards for auditor independence set forth in the Government Auditing Standards issued by the 
Comptroller General of the United States (the Yellow Book, accessible online at 
http://www.gao.gov/govaud/ybk01.htm), but the Attorney General may prescribe standards for 
auditor independence different from those in the Yellow Book.35   
 
  2. Public Disclosure of Audited Statements 
 
 Audited statements (those required by the Act, as well as those prepared by charitable 
organizations required to file reports with the Attorney General, even if not required by the Act) 
must be made available for inspection by the Attorney General and the general public within 
nine months after the close of the fiscal year to which the statements relate.  The Act adopts the 
same rules for public disclosure already applicable to IRS Form 990.  Thus, audited statements 
must be made available to the public for a period of three years, both (1) at the charitable 
organization’s principal and any regional or district office during regular business hours, and (2) 
by mailing a copy to any person who so requests in person or in writing; or, alternatively, by 
posting the audited statements on the charitable organization’s website.36     
 
  3. Audit Committees 
 
 With regard to those charities required by the Act to prepare annual audited financial 
statements as described above, the Act also provides that charities in corporate form – including 
charitable corporations incorporated outside California but required to register with California’s 
Attorney General – must appoint an audit committee consisting of at least one member.  The 
committee must be appointed by the board of directors.   
 
 The audit committee may include non-board members.  While it may include members of 
the finance committee (if one exists), the chair of the audit committee may not be a member of 
the finance committee, and members of the finance committee must constitute less than half of 
the audit committee.  The audit committee may also not include any member of the staff, 
including top management, or any person who has a material financial interest (to be determined 
based on the facts and circumstances of the specific case) in any entity doing business with the 
charitable organization.  Officers who are not staff members may serve. 
 
                                            
35   Gov. Code §12586(e)(1). 
 
36   Treas. Regs. §§301.6104(d)-1(a) and (d)-2; Gov. Code §12586(e)(1). 
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 If audit committee members are paid, they may not receive compensation in excess of the 
amounts received, if any, by members of the board of directors for service on the board. 
 
 The audit committee serves subject to the supervision of the Board but is given five 
specific duties by the Act.  Audit committees:   
 

1. shall recommend to the board of directors the retention and termination of 
the independent auditor,  

 
2. may negotiate the compensation of the auditor on behalf of the board,  
 
3. shall confer with the auditor to satisfy the committee members that the 

financial affairs of the charitable organization are in order,  
 
4. shall review and determine whether to accept the audit, and  
 
5. shall approve performance of any non-audit services to be provided by the 

auditing firm.37   
 
Essentially, the audit committee’s function is to ensure that extra care is taken with respect to the 
corporation’s finances. 
 
  4. Compensation Review 
 
 The Act provides that compensation, including benefits, of two officers (the chief 
executive officer and the chief financial officer) must be reviewed and approved by the board of 
directors or an authorized committee of a charitable corporation or unincorporated association, 
or by the trustee or trustees of a charitable trust.  The approving body must determine that the 
compensation is just and reasonable.38  This requirement applies to all entities, not just those 
which meet the $2 million floor on gross revenues described above.  The Act only requires 
review of the compensation of the chief executive officer and chief financial officer, even if 
other offices are more highly compensated. 
 
 Review and approval must occur when the officer is hired, when the term of employment 
of the officer is renewed or extended, and when the compensation package is modified, unless 
the modification applies to substantially all employees. 
 
 B. Fundraising 

 
In addition to financial accountability, the Act also focuses on fundraising.  It requires 

charitable organizations to enter into written contracts containing mandatory terms and 

                                            
37  Gov. Code §12586(e)(2). 
 
38  Gov. Code §12586(g). 
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conditions for every charitable fundraising event where a commercial fundraiser is used.  It also 
requires charitable organizations to exercise control over fundraising activities conducted for 
them.  A discussion of all of these provisions is beyond the scope of this outline, as many of the 
requirements fall upon the fundraisers themselves, rather than the charitable organization.  
Nevertheless, a basic understanding of these provisions is essential for all organizations that 
work with professional fundraisers. 
 
  1. Commercial Fundraiser and Fundraising Counsel:  Definitions 
 
 The Act only applies to commercial fundraisers and fundraising counsel.  For purposes of 
this outline, consider any professional fundraiser who receives a fee to fall under one of the 
relevant categories.39 
 
  2. Charitable Organizations:  Control over Fundraising 
 
 The Act makes plain that charitable organizations must “establish and exercise control,” 
not only over their own fundraising activities, but over fundraising activities conducted by others 
for their benefit.  That control must include approval of all written contracts, and the charitable 
organization must assure that fundraising activities are conducted without coercion of potential 
donors.40   
 

                                            
39   Commercial Fundraiser.  A commercial fundraiser for charitable purposes is defined as any individual, 
corporation, or other legal entity who for compensation does any of the following (Gov. Code §12599): 
 

1. Solicits funds, assets, or property in California for charitable purposes. 
2. As a result of a solicitation of funds, assets, or property in California for charitable purposes, 

receives or controls funds, assets, or property solicited for charitable purposes. 
3. Employs, procures, or engages any compensated person to solicit or control funds, assets, or 

property for charitable purposes. 
 
Note that commercial fundraiser does not include an employee or trustee of a charitable organization, among others. 
Gov. Code §12599(a). 
 

 Fundraising Counsel.  A fundraising counsel for charitable purposes is defined as any person who is 
described by all of the following (Gov. Code §12599.1): 

1. For compensation plans, manages, advises, counsels, consults, or prepares material for, or with 
respect to, the solicitation in California of funds, assets, or property for charitable purposes. 

2. Does not solicit funds, assets, or property for charitable purposes.  
3. Does not receive or control funds, assets, or property solicited for charitable purposes in 

California.  
4. Does not employ, procure, or engage any compensated person to solicit, receive, or control funds, 

assets, or property for charitable purposes.  
 
Note that fundraising counsel does not include an attorney, or an employee or trustee of a charitable organization, 
among others.  Gov. Code §12599.1(b). 
 
40   Gov. Code §12599.6(b). 
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 A charitable organization may not contract with any commercial fundraiser unless that 
fundraiser has registered as required with the Attorney General’s Registry of Charitable Trusts 
(“Registry”),41 nor may charity A raise funds for charity B unless charity B is registered as 
required.42   
 
  3. Misrepresentations 
 
 Charitable organizations may not misrepresent the purpose of the charitable organization 
or the nature or purpose or beneficiary of a solicitation.  Misrepresentation may be established by 
word, by conduct, or by failure to disclose a material fact.43  The Act sets forth twelve prohibited 
acts and practices in the planning, conduct, or execution of any charitable solicitation or sales 
promotion.44 The prohibitions apply to, according to the Act, “regardless of injury”.45  
 

                                            
 
41   Current law requires that a commercial fundraiser for charitable purposes must register with the Registry.  The 
Act adds the requirement that before beginning any charitable solicitation, a commercial fundraiser must also file a 
notice with the Registry setting forth information identifying the fundraiser and the charitable organization, the 
fundraising methods to be used, the dates when fundraising will begin and end under the contract, and identifying 
information about the person responsible for directing and supervising the work of the fundraiser.   
 
       The notice must be filed not less than 10 days before the beginning of each solicitation campaign, event, or 
service, except for solicitations to aid victims of emergency hardship or disasters, in which case the notice must be 
filed not later than when the solicitation begins.  (Gov. Code §12599(h). 
 
       Similar requirements apply to fundraising counsel. 
 
42   Gov. Code §12599.6(c), (d). 
 
43   Gov. Code §12599.6(a). 
 
44  Of the twelve, the prohibition most relevant to Boards forbids “[r]epresenting that any part of contributions 
solicited by charity A will be given to charity B unless charity B has agreed in writing prior to the solicitation to the 
use of its name.”  Gov. Code §12599.6(f). 
 
45  Gov. Code §12599.6(f). 
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  4. Contracts 
 
 The Act requires that a fundraiser and a charitable organization must enter into a written 
contract for each solicitation campaign, event, or service.46  The contract must be signed by an 
authorized contracting officer for the commercial fund-raiser and by an official authorized to 
sign by the charitable organization’s governing body.  The mandatory provisions of the contract, 
which may be inspected by the Attorney General, include:   
 

1. A statement of the charitable purpose of the fundraiser.  
 
2. A statement of the “respective obligations” of the commercial fundraiser 

and the charitable organization.  
 
3. If the fundraiser is to be paid a fixed fee, the contract must state the fee 

and provide a good faith estimate of what percentage the fee will be of 
total contributions, disclosing the assumptions on which the estimate is 
based, which must reflect all relevant facts known to the fundraiser.  

 
4. If the fundraiser is to be paid a percentage fee, a statement of the 

percentage of total contributions that will be remitted to or retained by the 
charitable organization or, if the sale of goods is involved, the percentage 
of the sales price remitted to or retained by the charitable organization.  In 
determining the percentage, the fundraiser’s fee, as well as any other 
amounts the charitable organization is required to pay as fundraising costs, 
must be subtracted from contributions and sales receipts received.  

 
5. The starting and ending dates of the contract and the date solicitation 

activity will begin in California.  
 
6. The contract must require the fundraiser to handle contributions in 

accordance with the Act’s requirements (discussed above) on the deposit 
or delivery of funds to the charity.  

 
7. A statement that the charitable organization shall exercise control and 

approval over the content and frequency of any solicitation.  
 
8. If the fundraiser proposes to pay any person or legal entity, in cash or in 

kind, to attend, sponsor, approve, or endorse a charity event, the maximum 
dollar amount of those payments must be stated. 

 

                                            
46   This outline does not distinguish between contracts with commercial fundraisers and fundraising counsel.  
Because the requirements with respect to commercial fundraisers are slightly more onerous, this outline focuses on 
those requirements. 
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 The contract must also contain three distinct provisions relating to cancellation of the 
contract:   
 

1. The contract must allow the charitable organization to cancel the contract 
without cost, penalty, or liability for a period of 10 days after signing, by 
giving written notice in a specified manner.  Any funds collected by the 
fundraiser after notice of cancellation shall be held in trust for the benefit 
of the charitable organization without deduction for costs or expenses.   

 
2. The contract must permit the charitable organization to terminate the 

contract on 30 days’ written notice to the fundraiser, effective five days 
after the notice is mailed.  The charitable organization remains liable for 
the fundraiser’s services during the 30-day period.   

 
3. The contract must provide that, after the initial 10-day cancellation period, 

the charitable organization may terminate the contract at any time by 
giving written notice, without payment of any kind to the fundraiser, if (1) 
the fundraiser makes material misrepresentations in solicitations or about 
the charitable organization, (2) the charitable organization learns that the 
fundraiser or its agents have been convicted of a crime punishable as a 
misdemeanor or felony, arising from charitable solicitation, or (3) the 
fundraiser otherwise conducts fundraising activities that cause or could 
cause “public disparagement of the charitable organization’s good name or 
good will.”47   

 
 Whenever a charitable organization cancels a contract, it must mail a duplicate copy of 
the notice of cancellation to the Registry.48  Contract cancellation rights are separate rights, 
entirely apart from the terms of any contract.  Thus, even if contracts fail to spell out the required 
rights of cancellation, the Act provides that charitable organizations nevertheless have those 
rights by law.49  The Act also provides that charitable organizations may void contracts with 
commercial fundraisers or fundraising counsel if they are not properly registered.50 
 

                                            
47   Gov. Code §12599(i). 
 
48   Gov. Code §12599(d). 
 
49  Gov. Code §12599.3(b), (c), (e), (f), (g). 
 
50   Gov. Code §12599.3(a) 
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APPENDIX A 
 

PRACTICAL BIBLIOGRAPHY 
 
USEFUL WEBSITES 
 

 National Center on Philanthropy and the Law, NYU School of Law, maintains an 
excellent, searchable bibliography at http://ncpl.law.nyu.edu/ncplsearch 

 Nonprofit Insurance Alliance of California, www.niac.org 

 Council on Foundations, www.cof.org 

 The Foundation Center, www.foundationcenter.org 

 Independent Sector, www.independentsector.org 

 BoardSource, www.boardsource.org 

 CompassPoint Nonprofit Services, www.compasspoint.org 

 Northern California Grantmakers, www.ncg.org 
 
GENERAL 
 

Advising California Nonprofit Corporations (California Continuing Education of the Bar, 
3rd Ed., 2008, updated annually); www.ceb.com.  

The Rules of the Road, by Betsy Buchalter Adler, Ingrid Mittermaier, and David Levitt 
(Council on Foundations, Inc., 2nd Ed., 2007); www.cof.org. 

Attorney General’s Guide for Charities (California Department of Justice, 2005); 
http://ag.ca.gov/charities/publications/guide_for_charities.pdf.  

California Corporate Forms, filing tips, and FAQs are available from the Secretary of 
State; www.sos.ca.gov/business.   

 
IRS MATERIALS 
 

IRS Publications and Forms are available from the IRS; www.irs.gov/charities.   

Charitable Contributions Deductions (IRS Publication 526) 

Tax-Exempt Status for Your Organization (IRS Publication 557) 

Determining the Value of Donated Property (IRS Publication 561) 

Tax on Unrelated Business Income of Exempt Organizations (IRS Publication 598) 

Charitable Contributions:  Substantiation and Disclosure Requirements (IRS Publication 
1771) 
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FEDERAL TAX LAW 
 

Taxation of Exempt Organizations,  by Frances R. Hill and Douglas M. Mancino. (Warren, 
Gorham & Lamont, 2003). 
 
The Law of Tax-Exempt Organizations, by Bruce R. Hopkins.  (John Wiley & Sons, Inc., 
9th Ed., 2007) – available from John Wiley & Sons, Inc., or at the Foundation Center 
Library. 

 
GOVERNANCE 
 

“Corporate Scandals and the Governance of Nonprofit Corporations:  What Every Director, 
Officer, and Advisor of Nonprofit Corporations in California Should Know about Corporate 
Responsibility Rules”, by Thomas Silk, The Exempt Organization Tax Review, December 2002. 
 
Guidebook for Directors of Nonprofit Corporations (Section of Business Law, American 
Bar Association, 2nd Ed., 2002); tel: (800) 285-2221; www.abanet.org 
 
Starting and Managing a Nonprofit Organization:  A Legal Guide, by Bruce R. Hopkins.  
(John Wiley & Sons, 5th Ed., 2009) – available from John Wiley & Sons, Inc., or at the 
Foundation Center Library. 

 
RELATIONSHIPS BETWEEN ORGANIZATIONS 
 

Fiscal Sponsorship:  Six Ways to Do It Right, by Gregory L. Colvin (Study Center Press, 
2nd Ed., 2005).  San Francisco Study Center, 1095 Market St., Suite 602, San Francisco, 
California 94103; tel: (888) 281-3757; www.studycenter.org  
 
Affiliation Issues Checklist (Adler & Colvin, 2009) – available from Adler & Colvin. 

 
LOBBYING AND POLITICS 
 

“The Section 501(h) Election Allows Many Charities to Become Aggressive Lobbyists”,  by 
Gregory L. Colvin, Journal of Taxation of Exempt Organizations, July/August 1993 – 
available from Adler & Colvin, www.adlercolvin.com.  [This is a basic guide to lobbying by 
Section 501(c)(3) public charities.] 
 
The Rules of the Game:  A Guide Election-Related Activities for 501(c)(3) Organizations, 
by Rosemary E. Fei, Laurence E. Gold, and David A. Levitt.  (The Alliance for Justice, 2nd 
Ed., 2010); www.afj.org. 
 
Seize the Initiative, by Gregory L. Colvin and Lowell Finley.  (The Alliance for Justice, 
1996); www.afj.org. 


