The Board of Nonprofit Organizations:
Some Corporate Governance Thoughts
from Europe

Law Working Paper N°.125/2009
April 2009

Klaus J. Hopt
Max Planck Institute

© Klaus J. Hopt 2009. All rights reserved. Short sec-
tions of text, not to exceed two paragraphs, may be
quoted without explicit permission provided that full
credit, including © notice, is given to the source.

This paper can be downloaded without charge from:
http://ssrn.com/abstract=1425670

WWW.ECg1.0rg/wp



ECGI Working Paper Series in Law

The Board of Nonprofit Organizations:
Some Corporate Governance Thoughts from
Europe

Working Paper N°.125/2009
April 2009

Klaus J. Hopt

© Klaus J. Hopt 2009. All rights reserved. Short sections of text, not to exceed two paragraphs, may
be quoted without explicit permission provided that full credit, including © notice, is given to the
source.



Abstract

Nonprofit organizations have been called the “neglected stepchildren of modern
organization law”. Deficits of control in nonprofit organizations are widespread. This is
due to the absence of shareholders who could monitor and of the discipline by takeover
markets. This article focuses on the board of nonprofit organizations as the center of
nonprofit governance and tries to see what an be learned from the corporate governance
discussion. The differences between the United States and Europe as to the board of
nonprofit organizations is discussed at the outset. Then the organization and functioning of

the board of nonprofit organizations and board responsibility are analyzed. Key problems
of organization and functioning are the board structure (one-tier/two-tier), composition
and size, committees, remuneration and audit. As to responsibility the duties of the board
and its liability must be distinguished. At the end much can be learned from the corporate
governance movement, but everything depends on enforcement, legal or non-legal.
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I. Nonprofit Organizations and Corporate Governance:
An Introduction from a European Perspective

A. The State of the Discussion in Europe

The preface to Volume 1 of the Non Profit Law Yearbook 2001 starts as follows:
“Attention to the non-profit sector by legal scholars is still in its infancy in Germany.
Although there has been a substantial increase in recent years in the number of
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publications by legal authors concerning the law dealing with associations and
foundations, and also concerning the special provisions of tax law relating to institutions
with charitable purposes, non-profit related research not focussed specifically on any
particular legal form . . . is quite rare.”’ As far as can be seen, this diagnosis is true for
many other European countries as well. Even less developed is the scientific dialogue
on the regulatory problems of nonprofit organizations between the different disciplines,
as shown, for example, by a conference at the Max Planck Institute for Private Law in
Hamburg in 2003. This conference brought together academics and practitioners from
law, economics, sociology, political science, history and psychology and was a kind of
primer for the lawyers as well as others.” For the comparative corporate governance
discussion, the lacuna is even greater; this is hardly surprising since this discussion is
relatively new for corporate law as well.?

As in the past for antitrust, securities regulation, corporate law" and many other new
regulatory challenges, European scholars tend to look to the United States. Due to its
history, society and larger economy, modern economic and societal developments
usually start in the US and pose regulatory problems earlier than in Europe. And indeed,
the discussion on nonprofit organizations and their regulation is much more developed
there than in Europe as many of the contributions in this volume illustrate. The
charitable trust has a century-old tradition and the charitable corporation, the forerunner
of the modern US nonprofit corporation, had already been introduced at the end of the
18" century. Today the nonprofit corporation is the typical form of nonprofit
organization in the US, and the Model Nonprofit Corporation Act 1952 set standards for
its regulation.” While even in the United States nonprofit corporations have been
described as “corporate Cinderellas” and the “neglected stepchildren of modern
organization laws”, Harvey J. Goldschmid maintains that borrowing from corporate law
with a number of modifications may render Cinderella ready for the ball.®

The need for more attention to the regulatory problems of nonprofit organizations is
readily understandable in view of their rapidly growing role in the modern society and
economy. This role has been documented by the multi-country John Hopkins
Comparative Nonprofit Sector Project at the University of Baltimore, and most recently
for the member states of the European Union in comparison with the United States, by
the Feasibility Study on a European Foundation Statute for the European Commission
of December 2008.” Nonprofit organizations make up on average around 6 per cent of
the gross national product of developed market societies, and they create more jobs than
most of the other sectors.® Their focus is on the sectors of education, social services and
health. But nonprofit organizations have attracted the attention of politics and society
for another reason as well. There are well-founded doubts that the traditional European
welfare state will still be able to cope with the ever-increasing welfare, environmental
and development problems of modern society in the future. Nonprofit organizations
may step in and create a rapidly growing zone between the state and the market. There
they can take over tasks that the state can no longer fulfil because of scarcity of
financial resources, and that for-profit organizations in the market will not be able and
willing to take over because these tasks do not yield enough or at the necessary profits.
This development goes along with an increased focus on the subsidiarity principle,
which happens to be a legal principle in the EC treaty.

B. Deficits of Control in Nonprofit Organizations and Ways Out

The modern corporate governance discussion began mainly as a reaction to corporate
failures and scandals and to a perceived lack of governance and control in large
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corporations, as did corporate law and securities regulation in general.” The Enron case
that came later gave additional worldwide momentum to this discussion.'® A similar
development, though fortunately in a state of infancy, can be observed for the nonprofit
sector. The cases of not-so-good governance in the nonprofit sector are many and
significant as reported in this book by John A. Edie for the United States,'' and
Christoph Mecking for Germany:'> The $200,000 Wedding, The Personal Chef’s Trips
to Europe, The Luxurious Game Lodge and Using Tax-Exempt Organizations for
Political Purposes are the keywords for the United States. Siphoning off enterprise
foundation money and proceeds to the founder family, excessive remuneration to board
members, transactions carried out between the foundation and the board not at arm’s
length and lack of transparency are similar complaints from Germany. Such cases of
misappropriation and abuse are also reported from other countries — for example, from
France concerning the Fondation Vasarély in Aix-en-Provence in 1993, or the cancer
research society ARC where millions of francs were siphoned away, as well as from
other countries."> While it is rare for the nonprofit organization to be ruined by abuses
with such dire consequences for third parties and the market and even the economy —
and this is an important difference from the corporate sector — the embezzled sums may
still be considerable.' The abuses in the nonprofit sector appear particularly offensive
because the financial basis of the organization or the foundation is given for free for a
good cause; however, this cause may be defined by the founder. Most of these abuses
concern the management and the board of the foundation and consist in disloyal
behaviour or, even more commonly, in mismanagement and carelessness towards the
entrusted assets. The latter has been described as the nonprofit law’s single greatest
problem, namely the “sleeping or nonfunctioning dead board”.'” An empirical study
from 2005 on the management of public welfare foundations in Germany came to the
conclusion that many management tasks are not considered relevant by the organs of the
foundation, and many tasks that are considered relevant are delegated to external asset
managers, banks or investment companies. Foundation management, therefore,
compares badly with for-profit management and the requirements of modern
management science.'® Enterprise foundations or nonprofit organizations directly or
indirectly running or controlling enterprises may do very well — like some Dutch,
Scandinavian and Austrian foundations — but because of their legal form as a foundation
they lack the discipline of corporate law rules regarding creditors and market
participants. A German example of this is the Allgemeiner Deutscher Automobil Club
(ADAC), Germany’s largest association with more than a million members."”

If one reviews these examples of not-so-good governance in the nonprofit sector, the
reasons for this particular control deficit compared with the control situation for for-
profit corporations become quickly obvious. There are typically no shareholders who
could monitor the board in their own profit interest, let alone institutional investors; nor
are there markets that could exercise external control on the management and the board.
Even in the United States, where the corporate form is common for nonprofit
organizations, most charities and social welfare organizations have no members or have
members only in the ceremonial sense with the consequence of self-perpetuating boards
of directors.'® Peer pressure among outside directors is usually lacking.'” With the
exception of enterprise foundations, there are no product markets where competition
with other producers presses for efficiency, nor is there a takeover market that could
discipline managers of the target in case of poor performance. Last but not least, there is
no financial press to constantly observe the organizations and their performance and act
as a public watchdog.
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This boils down to what has been called the “central paradox of nonprofit corporate
governance”, i.e. “the fact that nonprofit institutions receive so much in public and
private largess, but are subject to so few accountability constraints”.?’ In a way, this
control deficit in nonprofit organizations is even more relevant than in for-profit
organizations, because of more direct state interest in nonprofits and greater
enforcement difficulties. The way out for enhancing control in nonprofit organizations
is difficult, not only because of the lack of constraints that have just been reviewed, but
also because the “third sector” (besides the public sector and the market sector)
comprises an enormous factual variety of nonprofit organizations.”' The proposal to
distinguish between corporate governance, philanthropic governance and hybrid
governance in welfare nonprofit organizations is an interesting factual distinction, but
has only limited value for regulatory purposes and rulemaking.* Concentrating just on
foundations™ may lead to a partial answer, but the approach is too narrow, in particular
in a comparative perspective concerning Europe and the United States. The more
difficult — but also more challenging — problem of better control of nonprofit
organizations more generally has been tackled most recently by two comprehensive
books written by Susanne Hartnick’ and Thomas von Hippel” at the Hamburg Max
Planck Institute as part of a larger project on Corporate Governance of Nonprofit
Organizations funded by the VolkswagenFoundation. The proposal of a genuinely
European Foundation elaborated as a Bertelsmann Foundation project under the
direction of Klaus J. Hopt’® relies less on state supervision, but complements it by
meaningful private control and responsibility. This means more responsibility for the
board, but enforced by rights of the founder, the beneficiaries and third parties and by
public accountability, disclosure and audit.

The following contribution concentrates on the board of the nonprofit organization®
and asks what can be learned from the corporate governance discussion. This focus may
be helpful for two reasons. First, the board is in the middle of the huge international and
interdisciplinary corporate governance discussion, despite fundamental differences in
the shareholder constituencies in the United States and the United Kingdom on the one
side and continental Europe on the other.”® Second, the above-described abuses in the
nonprofit sector concern primarily the management and the board. The key challenge
for enhancing control over the management and the board of nonprofit organizations
lies, of course, in the fact that the typical principal-agent problems for corporations, i.e.
between the shareholders and the management/board and between the controlling
shareholder and the minority, typically do not exist as such in the nonprofit organization
as we have already seen. This must always be kept in mind when one tries to transplant
experiences and regulatory concepts from corporate governance to foundation or
nonprofit governance.

II. The Board of Nonprofit Organizations:
What Can Be Learned from the Corporate Governance Discussion?

A. The Board of Nonprofit Organizations:
Differences Between the United States and Europe

1. The Nonmprofit Corporation as the Typical Form of an American Nonprofit
Organization

From an American perspective, the point of departure of the discussion is clear: the
typical American nonprofit organization today is a nonprofit corporation (with the
distinction between public benefit nonprofit corporation and mutual benefit nonprofit
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corporation). Traditionally, charities were established in the form of a charitable trust,
and only later did the form of the charitable corporation come up. Today, however, the
vast majority of charities are nonprofit corporations. The modern nonprofit corporation
can be used for any lawful purpose, whether charitable or not. It differs from the
business corporation in its non-distribution restraint, but in most other respects it is
similar to it. This means that the rules for the board of the nonprofit corporation are
legal rules that are basically the same as those for the board of the business corporation.
The reality, of course, is very different, since in the nonprofit sector law plays little role
other than aspirational.*’ The problem then is whether these rules and the wealth of case
law and doctrine concerning the corporate board are also fully applicable to the board of
the nonprofit organization, or to what extent they need to be modified.

2. Non-corporate Legal Forms for Nonprofit Organizations in Europe

In many European countries, the legal situation is the opposite. In practice, the corporate
form is not the typical vehicle for a charitable institution or another nonprofit
corporation. Due to a legal institutional history that dates back to Roman law, nonprofit
organizations tend to be associations that have members or foundations that do not.
There are fundamental differences between both of these legal forms, and both may or
may not be formed as juridical persons. Of course, there is always somebody who is the
director or manager or otherwise responsible for the nonprofit organization. Insofar that
person might be, or might be treated as, a management board. An additional controlling
board is not mandatory, apart from certain exceptions. Therefore the departing point is
fundamentally different. The argument that would have to be made — whether it holds or
not is left open at this point — is twofold: functionally, that organizational requirements,
duties, liabilities, and enforcement rules for the board according to corporate law would
also fit nonprofit organizations and their board or quasi-board; and, if so, doctrinally,
that there is a basis in statutory or case law to apply them — by interpretation, analogy,
or legal reform — to nonprofit organizations as well. This is one of the main reasons why
the European discussion on the “corporate” governance of nonprofit organizations lags
far behind the American discussion and has begun only relatively recently. Of course,
once the parallel problems of the corporate governance and the governance of nonprofit
organizations are realized — a realization that is due especially to comparative nonprofit
organization law studies and to disciplines other than law — the discussions on both
sides of the Atlantic will take on common ground.

B. The Board of Nonprofit Organizations in Europe

1. Differences Between Corporate Boards and Boards of Nonprofit Organizations

The lack of a standard legal corporate form for nonprofit organizations in many
European countries leads to the question of what role a board of such an organization
should have, and whether this role and the regulatory conclusion to be drawn from it
should be defined by law or by a voluntary code. The basic role of the board is
management and control, also for nonprofit organizations. Both roles reveal key
differences between nonprofit corporations and other corporations.

The main management difference from corporate boards is that nonprofit boards, at
least those of charitable organizations,” are often composed of volunteer directors who
do not have the same expertise that corporate directors are required to have by law. In
the case of charitable organizations, they are quite often not even remunerated and
devote only a limited amount of time to their task.
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The main difference from corporate boards in terms of control is that adequate control is
often underdeveloped. This is obvious for nonprofit organizations without members
who could hold the board accountable. State supervisory bodies, whether public law
institutions or tax authorities, cannot replace the control wielded by shareholders. But
even in nonprofit organizations that have members, a sufficiently strong incentive for
those members to see that the board acts at least in their long-term profit interest is
lacking. So is the discipline exercised on the board by capital market and takeover
markets. It follows that even control of nonprofit organizations by members is generally
loose.

2. Law or Codes and the Transplant Problem

The consequence of this is twofold: First, as long as there are no detailed legal
provisions for the board of a nonprofit organization as in American nonprofit
corporation law, a more flexible and more readily accepted way may often be to start
with voluntary codes. An example of this is the Swiss Foundation Code of 2005.”' This
Code was compiled at the initiative of SwissFoundations, the Association of the Grant-
making Foundations in Switzerland. Its 22 recommendations are clearly influenced by
the Swiss Code of Best Practice for Corporate Governance.’> The Code begins with
three key principles that govern the recommendations: effective realization of the
foundation mission, checks and balances, and transparency. The second reads: “The
foundation ensures that a balanced relationship exists between management and
monitoring in all important decisions and dealings, using appropriate organization and
administrative procedures.” This principle is then spread out in no less than 11 of the 22
recommendations concerning the management of the foundations and in particular the
foundation board, the management board, the auditing body, and other foundation
bodies. The experience with this Code is still limited and there has also been a critical
evaluation of the Code from a legal perspective.’® Critical aspects, for example, are the
character of mere recommendations without any attempt to have a more binding nature,
such as the principles of “comply or disclose” or, somewhat stronger, “comply or
explain”.** Furthermore, it is sometimes unclear to what degree such a code simply
replicates legal principles and provisions or actually contains new code-specific rules
and recommendations. But this is normal for a stage in which rulemaking starts on a
voluntary basis and has the positive aspect of flexibility and room for experimentation
and consensus building.

The Swiss Foundation Code is one of many other codes with more or less normative
force in various countries. On a European level, the Code of Best Practice established
by the European Foundation Centre (EFC) in Brussels should be mentioned. It
contains principles of good practice such as transparency and intends to set guidelines
both for the founders and for foundation management as a code of conduct. Some of
these codes evaluate the grant-seeking institutions and set certain minimum standards
for attributing them quality certificates.’® Among such minimum standards are also
requirements for internal control of the management by an independent supervisory
organ in these institutions.”” To be sure, voluntary codes and recommendations may just
be a first step, as we can see in the European Union. There the European Commission
first merely recommended the formation of audit committees for listed companies in its
Recommendation of 15 February 2005, but it went further in the revised audit directive
adopted in April 2006, which makes them mandatory from 2008 on at the latest. It
remains to be seen whether in the future some of the principles and rules contained in
such codes for foundations or nonprofit organizations will move over to fall-back or
even binding state law.
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The second consequence is that, whether by law or by code, one should be careful when
transferring organizational requirements, duties, liabilities and enforcement rules for
corporate law boards to boards of nonprofit organizations, a consequence that will be
kept in mind in the following parts of the article. Transplanting is always a problematic
venture.”® In the case here it must be particularly well thought over because the
nonprofit sector is highly inhomogeneous and includes fundamental differences
between foundations and various nonprofit organizations and within the foundation
sector itself, with some huge and a host of tiny organizations. Unrealistically high
demands on behaviour and formalization of requirements tend to deter the voluntary
engagement that is indispensible in the nonprofit sector. The considerable stiffening of
legal rules on board members during the last decades in Germany and many other
European countries has had the unwelcome side effect that it has become much more
difficult to attract good candidates to become board members. This unintended
consequence is even more probable in the nonprofit sector.

II1. Organization and Functioning of the Board of Nonprofit Organizations
A. One-Tier/Two-Tier Boards

1. Experiences from the Corporate Governance Discussion

For the organization and functioning of the boards, there is broad experience from
corporation law in many countries that can also be used for nonprofit organizations,
either by legislators or, if there is no statutory law, by the nonprofit organization itself in
its statutes and articles or bylaws. As said before, control in nonprofit organizations is
as important as in corporations. For the reasons mentioned, i.e. the particular control
deficit, it may be even more important.

As to organization, the first issue concerns the choice between the one-tier and the two-
tier board model. The traditional controversy has been over whether the one-tier system
or the unitary board — as, for example, in the United States and the United Kingdom and
with modifications in Switzerland and other countries — or the two-tier system of a
management board controlled by a supervisory board — as in Germany — is preferable.
Modern corporate governance experience with the board has shown that this debate has
lost momentum.® There is a clear tendency towards convergence of the two models. In
the one-tier board, the modern corporate governance movement recommends the
separation of the functions of the CEO and the chair of the board and asks for
independent non-executive directors. In the two-tier system, the separation of
management and control is the essence; however, contrary to what is sometimes
maintained, it does not function satisfactorily with only formal but not enough actual
independence. But even if actual independence of a sufficient number of the supervisory
board members exists in a corporation, the information flow from the management
board to the supervisory board is decisive. Whether such a flow is guaranteed by
requiring the chairman of the managing board to provide this information, or whether
the supervisory board should have a direct interrogation right to the senior personnel of
the corporation without first asking the chairman of the managing board, is hotly
debated. The better view is the latter, at least as far as the risk management and internal
control sections of the corporation are concerned. The draft statute of the European
Foundation gives the members of the supervisory board the right of access to all books,
records, and information concerning the foundation’s functioning, the investment of its
funds and its activities and affairs generally.40
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2. Lessons for the Nonprofit Governance Discussion

Both board types can be found in the boards of nonprofit corporations, as some
examples show, but a one-tier board is the more common practice.*' The U.S. Revised
Model Nonprofit Corporation Act of 1988, which is under renewed revision, provides
for a one-tier board but recommends in an optional section that no more than 49 percent
of the individuals serving on the board of any public benefit corporation may be
financially interested persons; it goes on to define what is meant by this.* By this
subdivision within the one-tier board, the control function is enhanced without formal
separation as in the two-tier board model. The Austrian Private Foundations Statute of
1993 provides for a management board, an auditor and, as a non-mandatory provision, a
supervisory board of the foundation. In two cases a supervisory board is mandatory, i.e.
if there are more than 300 employees in the foundation itself or, if the foundation
controls a domestic corporation or has a direct participation of more than 50 per cent in
it, more than 300 employees in the controlled enterprises.* The above-mentioned Swiss
Foundation Code recommends that the foundation board manage the foundation and
that the management board be entrusted with the operational control of the foundation.
If the foundation is small, the management may be in the hands of one member of the
foundation board, but then the foundation board must lay down control mechanisms.**
A mandatory two-tier board system can be found in Israel and in Portugal.* The draft
statute of the European Foundation provides for an option between both systems, but
makes a supervisory board mandatory if the European Foundation has annual gross
revenues in excess of a certain amount and/or gross assets in excess of a certain value.*
This supervisory board of the European Foundation has, as was already mentioned, far-
reaching information rights and responsibilities, including the responsibility to inform
the auditors and/or the state supervisory authority in case of serious irregularities which,
after reasonable written notice, the management board does not correct or prevent.*’

As for the nonprofit organizations, the conclusion is that generally neither of the two
models — the one-tier or the two-tier — is inherently better. While in larger nonprofit
organizations a two-tier system may divide management and control more clearly, this
in itself is no guarantee for effective control, and the requirement of a two-tier board
may just be too heavy for smaller nonprofit corporations. The control problem can be
solved more effectively either by independence requirements or by means that we shall
deal with later on.*®

B. Composition and Size of the Board

1. Labour Codetermination

The composition and size of the board matter more than a separate supervisory board.
With composition, the highly controversial problem of labour codetermination that
exists with variations in many European states*’ may arise if the nonprofit organization
has a certain number of workers. But for the nonprofit sector as a whole, these cases are
rather exceptional, namely if the nonprofit organization itself operates an enterprise. If it
functions only as a holding that controls a subsidiary corporation, the codetermination
problem comes up in a similar way as for a group of normal corporations. One aspect of
nonprofit group law comes up, for example, with spin-offs of nonprofit corporations
and special rules for conversion transactions and similar sensitive transactions.’® The
experience made with German quasi-parity boardroom codetermination is rather
sobering. The representatives of the workers and the trade unions are usually more
interested in benefits for labour than in corporate governance in general or the interest
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of other stakeholders. This can be seen in the famous Mannesmann/Vodafone case in
Germany.’' Labour representation in nonprofit corporations apart from the particular
forms just mentioned may be even less recommendable in view of the observation that
nonprofit organizations are often “captured” by their staff and tend to evolve towards
“worker cooperatives”.”

2. The Independent Board Monitoring Model

Better control may be provided by an independent board monitoring model as provided
for in US corporate law and cautiously recommended as an option by the Revised
Model Nonprofit Corporation Act of 1987, but no longer contained in the Exposure
Draft of the Proposed Model Nonprofit Corporation Act, Third Edition.”® Yet in the
aftermath of Sarbanes-Oxley in California, nonprofit corporations with more than $2
million in gross annual revenues must have an audit committee composed of
independent members who may not be employees of the corporation or receive
additional compensation for service on the audit committee.>

In the European Union, the issue of having independent directors is not so much
discussed in relation to the corporate board in general as to specific board committees.
The Commission Recommendation of 15 February 2005 on the role of non-executive or
supervisory directors of listed companies and on the committees of the (supervisory)
board >’ states that the nomination, remuneration and audit committees should be
composed exclusively of non-executive or supervisory directors, and that at least a
majority of their members should be independent. The profile of independent directors
is described in much detail in Annex II of the document and is highly controversial, at
least in continental European countries. In particular, the independence recommended
for the directors from the controlling shareholder seems too far-reaching in a system
where the shareholder structure is not dispersed, as is traditionally the case in the US
and the UK, but where family corporations and corporations belonging to a group
prevail.* If the corporation is even codetermined, this independence rule would split the
shareholder representatives’ bench (10 shareholders to 10 labour representatives in large
enterprises) with the consequence of labour having the say.

For nonprofit corporations, the same problem comes up. If the board of the nonprofit
corporation contains only one or two or a few members, it will be difficult to have a
majority of independent members in it or in its key committees. In foundations in
particular, the founder has a great interest in either sitting on the board himself or
having relatives, friends or others he trusts in the board. If this is rendered too difficult,
founders may be discouraged from engaging themselves. This is different in the case of
enterprise foundations or even nonprofit corporations®’ and foundations that are tapping
the capital market,”® since all enterprises should be subject to the key shareholder (if
they have any), creditor and market protection rules of the securities regulation. These
observations concerning independent directors boil down to the conclusion that, rather
than having mandatory provisions, apart from the enterprise nonprofit sector, concrete
and individual conflicts need to be governed by appropriate rules.’’ The draft statute of
the European Foundation is more demanding and stipulates that the board of directors
be composed of at least three competent, independent and unrelated natural persons,
though without defining independence.®® But the European Foundation signals by this to
the supervisory authorities and the public that it is living up to a particularly high
standard as compared to many national foundations. This does not preclude having
additional non-independent members of the board.
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3. The Size of the Board

The size of the board is a particular problem. While in large corporations in Germany
the board must have 20 or more directors — mostly due to labour codetermination — the
practice is different in many other countries and the wisdom from management science,
group theory and international practice is that a group of more or less 10 persons is the
best size. There are also rules for minimum size — usually three directors in order to
avoid a deadlock®" — but limited liability companies can have one managing director and
no supervisory board at all, in which case the assembly of associates governs.

For nonprofit organizations one must be careful not to fall into the trap of one-size-fits-
all. The nonprofit organizations are manifold, and many of them are small. The three-
person rule of corporate law is usually used for nonprofit organizations as well. The
U.S. Revised Model Nonprofit Corporation Act requires three board members as a
minimum. So does the Austrian Foundation Statute of 1993.% But Delaware and some
other states allow nonprofit corporations to have one single director. In practice, the size
of the board of nonprofit corporations varies considerably from small boards,
sometimes with just one director, to relatively large boards in which many honorary
members and potential cofounders are represented.

Of course, the latter raises the questions of what can be expected from such members
and whether all should be subject to the same standard of care.”” Some years ago, in
view of patent difficulties in private banking, the legislature reformed bank supervision
law by a provision requiring the so-called four-eyes principle, i.e. asking for a minimum
of two directors. This changed a century-old tradition in private banking, but there is
some truth in it which should also be considered for nonprofit corporations. However, |
would not even insist on this as a mandatory rule for all nonprofit organizations. The
size of the board is not a guarantee for good management and control. Everything
depends on whether there are other control mechanisms.

C. Board Committees

1. Experiences from the Corporate Governance Discussion

Over the years, corporate law reform and corporate governance were very much
concerned with the functioning of the board. Very often the board just did not fulfil its
tasks because of mere passivity, insufficient information or other inefficiencies of
procedure. Much has been done in the meantime, usually not by legal provisions but
instead by corporate governance codes and other non-binding, self-regulatory means.
One of the most important points is committee work. Modern minimum standards for
good corporate governance of the board of listed companies consist of three
committees: a nomination committee, a remuneration committee and an auditing
committee. The auditing committee is particularly important, provided of course that it
includes members who are knowledgeable and independent, both from management and
otherwise. Rules and recommendations on these key committees, their tasks, and their
procedures can be found in many laws, stock exchange listing requirements, codes, and
recommendations. A recent example is the already-mentioned Commission
Recommendation of 15 February 2005 on the role of non-executive or supervisory
directors of listed companies and on the committees of the (supervisory) board.**

2. Lessons for the Nonprofit Governance Discussion

There are lessons here for nonprofit organizations, but once more one size does not fit
all. For large nonprofit corporations the board committee system idea is certainly useful,
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and a variety of board commissions can be found there in addition to the three key
committees mentioned before, for example, fundraising committees, program
committees and investment committees.®> But for the many small and medium nonprofit
corporations with a small board, committee work, let alone in three key committees, just
does not make sense. Even for small listed companies, the above-mentioned European
Recommendation makes allowances for ﬂexibility.66 What really counts, therefore, is
that the board itself does the job and does it well. If such a board needs help, adding
non-board members to a board committee or using the expertise of advisory bodies can
be useful, to the extent the law allows this.®’

D. Remuneration and Audit in Particular

1. The Appropriate Remuneration Problem

The aforementioned key functions for committee work for corporations are of different
importance for nonprofit corporations, the nomination and remuneration problems being
less important than the audit problem. For nonprofit corporations and foundations, the
nomination problem comes up in another way since there are usually no shareholders to
appoint the board members, and the succession problem — which can be pivotal even in
small corporations — is different. In foundations the founder has an interest to nominate
the director(s); the law respects this and provides for a nomination by the court or a
foundation trustee only if necessary. But the law takes care that the board is not manned
by the spouse or other relatives of the founder, nor by beneficiaries as prescribed, for
example, by the Austrian Private Foundation Statute of 1993.®

There is a remuneration problem, but it is not as important as for corporations, both in
law and practice,” since the leverage by stock options and similar devices typically
does not exist here. In practice the board members often act on an honorary basis. In
England this was what the Charity Commission required, without even allowing for
exceptions until 1994. German association law also provides as the general rule that the
managing director of an association receives only reimbursement of his expenses,
unless the bylaws provide differently. If remuneration is provided for, the question of
what is adequate remuneration arises. Unless decided otherwise by the founder in the
bylaws or the members of the nonprofit corporation, the directors are to be remunerated
for their service with an adequate remuneration that takes into consideration their tasks
and the situation of the foundation.”® In the Austrian Private Foundation Statute of 1993,
the amount of remuneration is fixed by the court upon application of a foundation organ
or one member of it. In other countries the foundation supervisory agency decides. This
is different from the US where the director or trustee of the nonprofit corporation is
remunerated if the bylaws do not provide for honorary activity. The amount of the
remuneration is fixed by the organ itself, but must stay within the limits of fairness. Tax
provisions in the US and Germany also contain a fairness rule, and in the UK the
Charity Commission and tax authorities see to it that nothing higher than market salaries
is paid. For public benefit corporations, the Revised Model Nonprofit Corporation Act
of 1987 contains an optional section that provides for decision making by a financially
disinterested majority.”’ The draft statute of the European Foundation states that the
European Foundation may provide reasonable financial compensation to the members
of the board, and may reimburse all reasonable expenses.””
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2. Audit Committee and Auditor

The main problem for nonprofit organizations as well as foundations is adequate
auditing; as we have seen, there is a lack of inside control by shareholders as well as
external control by capital markets and the threat of takeovers. Theoretically, the
auditing function can be fulfilled by an audit committee of the board or by an external
auditor. If we look to normal corporations, we see that in the above-mentioned revised
European audit directive adopted in April 2006, audit committees are made mandatory
from 2008 only for listed companies, other capital market-oriented companies, and
banks and insurance companies. The Commission Recommendation of 15 February
2005 also aims only at listed companies. This calls for prudence in demanding a board
audit committee for nonprofit organizations in general, though in practice large
nonprofits quite often do have an audit committee; according to a recent US survey, this
includes 58 percent of nonprofits with over $40 million.”> On the other side, even a two-
member audit committee — as envisaged by the Commission Recommendations by way
of an exception for companies with small boards’* — can still fulfil their function; they
are not too expensive and they can provide a considerable increase in control value for
both the management and the full board itself. In my view, the latter tips the scale,
since, as has been said before, important control mechanisms for companies — including
the profit goal, the existence of shareholders, and in certain cases the constraints of the
market of corporate control — are lacking for nonprofit organizations. In the United
States th7e5 same proposal for an industry-wide adoption of audit committees was made
recently.

If the nonprofit organization does not have an audit committee, the audit by an auditor
becomes even more important. Post-Sarbanes-Oxley reforms of nonprofit corporation
law in a number of US states such as California and others require audited financial
statements if the nonprofit meets minimum annual revenues; according to a California
Nonprofit Integrity Act of 2004, this threshold is $2 million.”® In Switzerland each
normal foundation must have a “normal” foundation revisor, unless an exception is
granted by the supervisory agency. This is allowed under two conditions: if the balance
of the foundation in two consecutive years is less than 200,000 Swiss francs, and if the
foundation does not call publicly for donations or similar contributions.”” The Austrian
Private Foundation Statute of 1993 provides for such a foundation auditor as a non-
mandatory provision of the foundation deed. The foundation auditor is then appointed
by the court or the board as an organ’® of the foundation and the auditor’s tasks are set
out in the foundation statute.”’ In many other European countries including Germany,
neither the law of associations nor the more specific statutes on foundations provide for
mandatory auditing of the accounts of the nonprofit organization. Only enterprise
foundations of a certain size are subject to mandatory auditing, and the state agency that
supervises foundations has the right to impose an audit by an external auditor if there is
specific cause. But regular auditing is the practice with large associations and
foundations and certainly with enterprise foundations, and the German Institute of
Auditors has set up specific rules for the auditing of foundations and of grant-seeking
organizations.® This is clearly insufficient and needs reform.”

E. Education, Professionalization and Evaluation

As we have seen, appropriate organization and functioning of the board are the most
important contributions to corporate governance in the nonprofit organization. Yet this
is difficult to establish by legal rules, though codes of conduct may provide a more
flexible route towards this aim. What could be done is improving education and
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evaluation. Learning the craft is important.*> As far as education is concerned, this is
also a continuous challenge for corporate boards generally. For nonprofit organizations
this is even more acute. This has been recognized and numerous efforts have been made
with guidelines, information systems, compliance and education programs, etc.* For
larger nonprofit organizations and foundations there is even a clear trend towards
professionalization of the management and the board.*

Evaluation as a task for the board is even more recent. As far as can be seen, this is not
yet a legal rule, but self-regulatory efforts and voluntary codes have started initiatives in
this respect. The German Corporate Governance Code, for example, mentions this task:
“The supervisory board shall regularly evaluate the efficiency of its activities.”® Major
European boards already engage in this regularly, though the way this evaluation is
done varies greatly. Most of the boards that do this at all limit themselves to self-
evaluation. Only some use expert advisers from outside. Similar recommendations are
made in the social science literature and by practical observers for the board of
nonprofit organizations.86 But one should be aware that evaluation of the board, in
particular if it relates to the individual contribution and performance of board members
and even if it is not passed on to anyone other than the member concerned, is already
tricky for corporate boards. Volunteers for unpaid nonprofit board work may even be
more deterred from engaging themselves if they are to be evaluated. Nevertheless, it is
important to convey the message to them that evaluation is useful for the work done
and, if it is made known to the public, for better public relations and grant-making.

IV. Responsibility of the Board of Nonprofit Organizations
A. Duties of the Board of a Nonprofit Organization

1. The Functions of the Board of a Nonprofit Organization

The principles and rules on the responsibility of the board, in particular on the various
duties of the board, are rather well developed in the United States. In the ALI Nonprofit
Principles project, one finds not only a list of no less than eight functions of the
governing board of a typical charity enumerated and spelled out in detail, but it is made
clear that this list is not conclusive.®” As mentioned before, this is not surprising in view
of the fact that American nonprofit organizations are typically nonprofit corporations.
But also in the more recent European discussion on the board and corporate governance
of nonprofit organizations, the duties of the board are the focus of the attention, such as
in the draft statute of the European Foundation.® One reason for this is that the
discussion is primarily a legal one, and many of the contributors to it are specialists or
are familiar with corporate or organizational law. Many of these duties concern the
organization and functioning of the board of the nonprofit organization. More generally
the duty of obedience, the duty of loyalty, the duty of care, the duty of proper use and
administration of the assets and the duty of correct accounting and reporting can be
distinguished.®” These duties shall not be described here in detail, but some of the more
relevant issues shall be highlighted.

2. Five Principal Duties (Obedience, Loyalty, Care, Proper Use and Administration of
the Assets and Correct Accounting and Reporting)

a) The duty of obedience is particularly relevant for possible changes of the aim of the
nonprofit organization and the foundation.” In the US, the aim of a charitable trust may
be changed only according to the cy-prés doctrine; this originally was very severe, but it
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has been liberalized. In Germany the change of the aim of a foundation is possible only
if the founder or the founder’s heirs agree, apart from certain very limited exceptions.
This must be considered too narrow.

b) The duty of loyalty is primordial, not only for the corporate board but also for the
board of the nonprofit organization and foundation, including the proposed European
Foundation.”’ The two main principles in US law are the prohibition of self-dealing,
which stems from trust law, and the rule of fairness, which is fundamental for the
nonprofit corporation. The trust rules on the self-dealing prohibition are stricter than for
business corporations and subject only to limited exceptions. For nonprofit corporations
this rule has been considered too severe and has been replaced in most of the US states
by a fairness rule, unless disinterested directors approve the transaction. But it must be
kept in mind that the onus of proof lies with the director. Some go so far as
recommending a flat prohibition against all self-dealing transactions involving
controlling persons in nonprofit organizations, while others consider such a rule too
inflexible, impractical and even counterproductive in the nonprofit sector.’> Under
federal tax law, apart from payment of compensation, transactions of private
foundations with insiders are generally prohibited. The Revised Model Act for
Nonprofit Corporations of 1987 contains a detailed provision on directors’ conflict of
interest. > It basically allows conflicted transactions if the material fact of the
transaction and the director’s interest are fully disclosed and the transaction is approved
by the board or a committee of the board whose members have no direct or indirect
interest in the transaction. The German civil law applicable in this respect is old,
formalistic and full of loopholes.”* More interesting are the three basic rules on conflict
of interest in the Swiss Foundation Code.”® Conflicts of interest and personal
intertwinings must be disclosed to the foundation board and in the annual report if they
cannot be avoided. In case of permanent personal or institutional conflicts of interest,
the person may not be a member of the management and the foundation board. The
conflicted director must abstain from voting, in particular if that director has a special
relationship to possible beneficiaries. Material transactions of the foundation with
members of the management or the board or persons close to them must be concluded
under arm’s-length conditions and are to be disclosed and explained in the annual
report.

c) The duty of care concerns both the actual duty as well as the liability in case of
violation of the duty. As to the latter, the standard of conduct including the business
judgment rule and possible modifications of the standard for volunteers are key
problems for nonprofit organizations. These will be treated infra under liability.
Delegation of the duty of care of directors is possible within certain limits, both within
the board to board committees and to third persons.’® This is also what the draft statute
of the European Foundation provides for.”” But trust law is traditionally very restrictive
in this respect, and also for nonprofit organizations in general no full “abdication” of
responsibilities and no delegation of core activities are possible.”® A current problem in
the practice of nonprofit corporations seems to be “sleeping boards”.”’

d) The duty of proper use and administration of the assets follows from the statutes of
the association or the deed of the founder and is a duty towards the settlor, founder or
grantmaker who have decided for what aim and how the money they have given should
be spent.'” Under American tax law, the private foundation is obliged to pay out at
least 5 per cent of the value of the invested capital (minimum investment return). A
similar rule exists under German tax law, which limits the possibility of laying aside
reserves by the rule that the money must be spent in a not-too-distant time, though the
calculation method in the two jurisdictions differs considerably.'” The reason for this
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rule in the United States and, according to a recent view, also in Germany, is corporate
governance concerns. The management shall not accumulate assets just as it likes
without being under the control of shareholders.'” As to the administration of assets
that are not spent, the law generally is rather conservative and oriented towards
maintaining the capital rather than obtaining a return on investment.'®> This amounts to
restricting the investment possibilities and results in low returns. Modern views tend to
apply general principles of investment theory that do not preclude particular investment
options but concentrate on diversification and risk management, of course depending on
the kind and size of the foundation.'®*

¢) The duty of correct accounting and reporting'® is in accordance with the modern
trend in corporation law and corporate governance to rely extensively on disclosure and
transparency. In general it can be said, at least for continental Europe, that adequate
accounting, disclosure and transparency is underdeveloped in the nonprofit organization
field. Yet this is not so much a problem of duties of the board, but rather of a general
control and enforcement mechanism.

B. Liability of the Board of a Nonprofit Organization

1. The Standard of Conduct and the Business Judgment Rule

For the standard of conduct, the general rule is spelled out in the Revised Model Act for
Nonprofit Corporations of 1987: “A director shall discharge his or her duties as a
director, including his or her duties as member of a committee: (1) in good faith; (2)
with the care an ordinarily prudent person in a like position would exercise under
similar circumstances; and (3) in a manner the director reasonably believes to be in the
best interest of the corporation”.'” In European countries the duties of the director of an
association or a foundation are more or less comparable. But there are controversies, in

particular whether the business judgment rule is applicable.

The first concerns the business judgment rule that was developed in American corporate
case law but is also acknowledged in European corporate law. This recognition is most
often de facto but sometimes also de iure in the corporation acts, for example recently in
the German Stock Corporation Act.'”” In American trust law the business judgment rule
is not applicable, but it is applicable for nonprofit corporations in most of the states, as
the Revised Model Act for Nonprofit Corporation makes clear.'” This should also be
the general rule for European countries, certainly for asset administration and
entrepreneurial activities, but not for the duty of obedience and of course not for the
duty of loyalty.

2. A Lower Standard of Conduct for Volunteer Directors?

Another question is whether those of the directors who are volunteers without being
remunerated should be subject to a milder standard of conduct, such as gross negligence
or culpa quam in suis or even, as in some US states, up to a cap. The legal situation in
the US varies, as does the situation in Germany and other European states.'” Apart
from explicit rules in some German state foundation laws, the general tendency is to
consider directors’ liability mandatory as in general corporation law, i.e. without
mitigation for volunteer directors. But in contrast to corporation law, the statutes of an
association and the deed of the founder may provide for a mitigation of the general
negligence standard up to gross negligence. The Austrian Foundation Statute denies
both the mitigation for volunteer directors by law as well as by the foundations
statute. ''” The same is true for Swiss foundation law.''' The draft statute of the
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European Foundation does not provide for a mitigation either, but makes clear that the

directors are personally liable to the foundation (and e contrario not normally to third
coy 112

parties).

3. General Liability Questions

Thorny liability questions arise in the context of violations of codes of conduct, rules of
self-regulation, declarations to the public and similar actions by the board of nonprofit
organizations, and, if liability is answered in the affirmative, whether there is a claim
only by the nonprofit organization or exceptionally even a claim by third parties. As a
general rule beneficiaries do not have claims. If liability of nonprofit board members
increases, D & O insurance becomes an issue as in general corporate law.'" Yet these
questions are not specific to nonprofit organizations, but arise more generally for
corporate boards and their directors also, and shall not be dealt with in this article.'"

C. Enforcement, Legal and Non-legal

Enforcement is sometimes more important than rules. Law in the books may be
interesting academically, but what really counts and what the rule maker and legislator
intend with the rules is the effect in legal practice, economy and society. This has also
been recognized in the corporate governance discussion, where enforcement is receiving
more and more attention. Yet as important as enforcement is, also for regulating the
nonprofit sector and more specifically for enhancing control on the board of the
nonprofit organization,'"” the problem and its ramifications lead far beyond what can be
covered in this contribution. Therefore, some brief remarks for further thought and
research must suffice. In a very general way, four main groups of enforcement
mechanisms can be distinguished, also for the regulation of the board of the nonprofit
organization: enforcement by state supervision, by private persons, by transparency and
by markets. The first two are legal, the third is in between legal and non-legal and the
last is non-legal, though there are many interplays between all four of them.

Legal enforcement in the nonprofit sector, and particularly in Europe, is mostly
entrusted to state supervision. It is well known that state supervision has many limits as
to the quality, number, experience and independence of the staff of these supervisory
agencies. Asking for improvements in this respect''® is certainly appropriate, but it may
not be very realistic in view of the scarce resources of the state. And even if there are
improvements, they may be insufficient for solving the control problem. In the
corporate sector, the state had already given up its monopoly of control and enforcement
in the second half of the 19™ century with the change from the system of concession to
the system of normative corporate rules. In view of the development of the nonprofit
sector as described in the introduction, it may be expected that a development — though
not a full change — may start in the same direction.

Enforcement by private persons is an old topic in antitrust, securities regulation and
corporate law, but rather new for foundations and nonprofit organizations, at least in
Europe.'!” Traditionally, at least in Europe, enforcement by the founder or donor is
limited and by the beneficiaries is nonexistent. In nonprofit organizations with
members, the rights of these members to get information from the board, to have a
general assembly called, to get standing — for example, by an actio pro socio — or to
have board members removed''® could be introduced or improved. Such rights of the
founder or the members may also be provided for, if the law allows, in the statutes of
the nonprofit organization or foundation, while a particular problem is whether an
individual statute that is silent may be interpreted in this way.'" The draft statute of the
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European Foundation goes far in giving enforcement rights or allowing enforcement
suggestions to the founder,'? the beneficiaries'' and even third parties,'** but it must
be remembered that the European Foundation must live up to a particularly high
standard in comparison with national foundations. In general, it is controversial whether
the beneficiaries should get standing to sue unless they have a special interest.'> The
danger of abuses and a multiplication of suits by whoever feels like suing is not far
fetched. However, this danger could be mitigated by the English solution of accepting
the standing of beneficiaries, but the filing of a suit must be accepted by the Charity
Commission or the court. In all these cases the cost problem must not be forgotten, at
least under the American rule that each party pays its own cost even if the suit is
successful. An alternative to enforcement by private persons, such as enforcement by an
attorney general or an ombudsman, could be envisaged.'**

Transparency is a very useful tool that has been amply used in corporate law and
securities regulation and in many other fields, both in the US and in Europe. Yet the
focus is on listed or public corporations, while unlisted and private corporations that do
not tap the capital markets are usually shielded from transparency unless their size or
number of employees brings them to the attention of the legislators. As to foundations,
associations and nonprofit organizations, however, transparency is less developed, but
in the US and the UK it is still much better than in continental European countries.'*
Even there, though, the tendency is clearly moving towards better accounting and
reporting, as for example according to the Austrian Association Act of 2002 for
economically active associations.'”® The draft statute of the European Foundation goes
particularly far in reporting, transparency and disclosure and requires European
Foundations of a certain importance to have an auditor.'”” The annual report and annual
accounts of the European Foundation are required to show a true and fair view.
Everyone can inspect the last three annual reports and accounts (and where applicable,
audit reports) of a European Foundation filed with the state supervisory authority
without having to prove any specific interest. The auditor must inform the state
supervisory authority promptly in writing about any serious irregularities that come to
notice in the course of acting in that capacity. Normal foundations, in particular medium
and smaller ones, can of course not be required to live up to the same standards as a
European Foundation.'*®

Enforcement by capital or takeover markets, which is an important control device of
external corporate governance, is lacking for nonprofit organizations. More recently,
thought has been given to whether market pressures may be relevant, also for better
control of nonprofit organizations.'” Market pressures may play a role for nonprofit
organizations that are active in product or services markets, such as nonprofit hospitals
or other health service institutions. If the nonprofit organization has members, there is
also competition for members. Competition is particularly relevant in the market for
donations,*® though there are also clear signs of abuses. Voluntary certification'! may
enhance the visibility of the nonprofit organization and thereby allow better control of
the board and also have indirect effects on other nonprofit organizations and their
boards in the same field.

! Bucerius Law School, Institute for Foundation Law, NON PROFIT LAW YEARBOOK 2001, Cologne
2002, p. VIL

K. I Hopt/T. von Hippel/W. Rainer Walz, eds., NONPROFIT-ORGANISATIONEN IN RECHT,
WIRTSCHAFT UND GESELLSCHAFT, Tiibingen 2005.

* Cf. K. J. Hopt/H. Kanda/M. J. Roe/E. Wymeersch/S. Prigge, eds., COMPARATIVE CORPORATE
GOVERNANCE — THE STATE OF THE ART AND EMERGING RESEARCH, Oxford 1998.
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see S. Kalss, Die gemeinniitzige Stiftung, in: Studiengesellschaft fiir Wirtschaft und Recht, ed., Das Recht
der Non-Profit-Organisationen, Wien 2006, p. 207 at 249 et seq.

127 Draft Statute of The European Foundation, loc. cit. note 26, Art. 5.
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